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Arkansas Code Revision Commission. Preface 


In preparing the Arkansas Code of 1987, the Arkansas Code Revision 
Commission has tried to determine which parts of the Arkansas Code of 
1987 are derived from uniform acts, model acts, and other acts prepared 
by various organizations and adopted by the Arkansas General Assem- 
bly for which official commentaries were prepared. When available, the 
official commentaries to the various uniform, model, and other acts 
have been collected and notes inserted by the commission to explain the 
additions, deletions, and changes made in the texts of the acts as 
adopted in Arkansas. These commentaries and additional notes by the 
commission are published for the convenience of practitioners in 
Arkansas. 


Every effort has been made to assure the accuracy of the commission- 
added notes to the commentaries; however, the commission-added notes 
are not official commentaries and should not be relied upon to the same 
extent as the official commentaries. 


When the Arkansas General Assembly enacted the Arkansas Crimi- 
nal Code of 1975, it considered the official commentary by the Criminal 
Code Revision Commission along with the text of the then-proposed 
Criminal Code. Since adoption of the Criminal Code in 1975, Frank 
Newell, one of the original drafters of the Arkansas Criminal Code, has 
prepared and published commentaries to the Criminal Code explaining 
changes made to the Criminal Code by the Arkansas General Assembly 
since its adoption and court decisions interpreting the Criminal Code. 
The commentaries by Frank Newell, although not official, have been 
included and may be helpful to practitioners in Arkansas. 
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Publisher’s Preface 


The two Commentaries volumes of the Arkansas Code of 1987 
Annotated reprint commentaries to various uniform laws, model acts, 
etc., which are codified in the Code. Permission to reprint these 
commentaries was obtained by the Arkansas Code Revision Commis- 
sion. The text of the commentaries was provided by the staff of the 
Arkansas Code Revision Commission; footnotes were also reviewed or 
added by the Commission. 


Suggestions, comments, or questions about this or any other volume 
of the Code are welcome. You may call our toll-free number, 1-800-446- 
3410, fax us toll free at 1-800-643-1280, or write: Arkansas Code Editor, 
The Michie Company, P.O. Box 7587, Charlottesville, Virginia, 22906. 


THE MICHIE COMPANY 
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User’s Guide 


Many of the Arkansas Code’s research aids, as well as its organiza- 
tion and other features, are described in the User’s Guide, which 
appears near the beginning of Volume 1 of the Code. 


¥ an vg 
are 





Table of Contents 


Volume A 


Title 4: Business and Commercial Law 


Page 
— Uniform Commercial Code (§ 4-1-101 et seq.).............c cece eeecce eens 1 
— Business Corporation Act of 1987 (§ 4-27-101 et seq.) ...............0005 542 
—Revised Model Nonprofit Corporation Act (§ 4-33-101 et seq.).......... 552 
— Uniform Partnership Act (§ 4-42-101 et seq.) 0.0.0.0... ccc cece cece ee enes 650 
—Revised Uniform Limited Partnership Act (1976) (§ 4-43-101 et seq.) 668 
—Uniform Fraudulent Transfer Act (§ 4-59-201 et seq.) ................00- 684 
—Uniform Warehouse Receipts Act (§ 4-59-401 et seq.)...............00005 702 
—Uniform Trade Secrets Act (§ 4-75-601 et seq.) ............cccccceeeeeeeee 703 


Volume B 


Title 5: Criminal Offenses 


—Criminal Code (§ 5-1-101 et seq.) 
—Uniform Controlled Substances Act (§ 5-64-101 et seq.) 
—Uniform Machine Gun Act (§ 5-73-201 et seq.) 


Title 9: Family Law 


Title 


Title 


Title 


— Uniform Adoption Act (§ 9-9-201 et seq.) 

— Model State Subsidized Adoption Act (§ 9-9-401 et seq.) 

— Uniform Premarital Agreement Act (§ 9-11-401 et seq.) 

— Uniform Child Custody Jurisdiction Act (§ 9-13-201 et seq.) 
—Uniform Reciprocal Enforcement of Support Act (§ 9-14-301 et seq.) 
— Uniform Interstate Family Support Act (§ 9-17-101 et seq.) 
—Uniform Transfers to Minors Act (§ 9-26-201 et seq.) 

— Uniform Securities Ownership by Minors Act (§ 9-26-301 et seq.) 


12: Law Enforcement, Emergency Management, and Mili- 
tary Affairs 


— Uniform Code of Military Justice (§ 12-64-101 et seq.) 

15: Natural Resources and Economic Development 
— Uniform Conservation Easement Act (§ 15-20-401 et seq.) 
16: Practice, Procedure, and Courts 


— Uniform Interstate and International Procedure Act (§ 16-4-101 et 
seq.) 

— Uniform Rules of Evidence (§ 16-41-101) 

— Uniform Rendition of Prisoners as Witnesses in Criminal Proceedings 
Act (§ 16-43-301 et seq.) 

— Uniform Act to Secure the Attendance of Witnesses from Without the 
State in Criminal Cases (§ 16-43-401 et seq.) 

—Uniform Photographic Copies of Business and Public Records as 
Evidence Act (§ 16-46-101) 

—Uniform Acknowledgment Act (§ 16-47-201 et seq.) 


Title 


Title 


Title 


Title 


Title 
Title 
Title 


Title 


CONTENTS 


—Uniform Conflict of Laws-Limitations Act (§ 16-56-201 et seq.) 

— Uniform Contribution Among Tortfeasors Act (§ 16-61-201 et seq.) 

— Uniform Enforcements of Foreign Judgments Act (§ 16-66-601 et seq.) 

—Intrastate Fresh Pursuit Act (§ 16-81-301 et seq.) 

— Uniform Act on Interstate Fresh Pursuit (§ 16-81-401 et seq.) 

—AInterstate Compact for the Supervision of Parolees and Probationers 
(§ 16-93-901 et seq.) 

—Uniform Criminal Extradition Act (§ 16-94-201 et seq.) 

—Uniform Arbitration Act (§ 16-108-201 et seq.) 

— Uniform Declaratory Judgments Act (§ 16-111-101 et seq.) 


18: Property 


—Revised Uniform Disposition of Unclaimed Property Act (§ 18-28-201 
et seq.) 
— Uniform Federal Lien Registration Act (§ 18-47-201 et seq.) 


20: Public Health and Welfare 


— Uniform Determination of Death Act (§ 20-17-101) 
—Uniform Rights of the Terminally Ill Act (§ 20-17-201 et seq.) 
— Uniform Anatomical Gift Act (§ 20-17-601 et seq.) 

— Model State Vital Statistics Act (§ 20-18-101 et seq.) 
—Uniform Narcotic Drug Act (§ 20-64-201 et seq.) 


21: Public Officers and Employees 


—Uniform Facsimile Signatures of Public Officials Act (§ 21-10-101 et 
seq.) 


23: Public Utilities and Regulated Industries 
—Uniform Insurers Liquidation Act (§ 23-68-101 et seq.) 
25: State Government 


—Uniform Law Commissioners’ Revised Model State Administrative 
Procedure Act (§ 25-15-201 et seq.) 


26: Taxation 

— Uniform Division of Income for Tax Purposes (§ 26-51-701 et seq.) 
27: Transportation 

— Uniform Vehicle Code (§ 27-49-101 et seq.) 

28: Wills, Estates, and Fiduciary Relationships 


—Probate Code of 1949 (§ 28-1-101 et seq.) 

—Uniform Disclaimer of Property Interests Act (§ 28-2-101 et seq.) 

—Uniform Simultaneous Death Act (§ 28-10-101 et seq.) 

—Uniform Disposition of Community Property Rights at Death Act 
(§ 28-12-101 et seq.) 

—Uniform TOD Security Registration Act — 1989 Act (§ 28-14-101 et 
seq.) 

—Uniform Testamentary Additions to Trusts Act (§ 28-27-101 et seq.) 

— Uniform Veterans’ Guardianship Act (§ 28-66-101 et seq.) 

—Uniform Durable Power of Attorney Act (§ 28-68-201 et seq.) 

— Uniform Common Trust Fund Act (§ 28-69-201 et seq.) 


CONTENTS 


— Uniform Management of Institutional Funds Act (A.C.A. § 28-69-601 
et seq.) 

— Uniform Principal and Income Act (§ 28-70-101 et seq.) 

— Uniform Custodial Trust Act (A.C.A. § 28-72-401 et seq.) 








eae : ak 







| : 
~ ¢ 
7 4 1 ul 
} ; i : 
4 
y 4) } by *% J ; 
, ‘ , q 7 - 4 
‘ ‘ y 5) see 4a) oe iL ‘ - ; ' tres td 
‘ee mits is a ” 
a a ry 5 (hi ey! be om Fi i baad 
ie ne ! Rit A M4 
1 te 
ine) hd 
; i wl 
Me + 
di * 
ij 4) 
ih i 
Dey wth j b Lg 
( 
ba! rg , ; 4 
) mi 
i 
U Neg 


; | P . | . ha wy My ee ay 
by ale Sal + ’ Ab: i “4 naan ea 


ae 


TITLE 4 


BUSINESS AND COMMERCIAL LAW 


UNIFORM COMMERCIAL CODE 
(§ 4-1-101 ET SEQ.) 


A.C.R.C. Notes. Unless otherwise 
noted, all commentary is derived from the 
original Uniform Commercial Code com- 
mentary. References to “the Code” in the 
commentary refer to the Uniform Com- 
mercial Code. 


Copyright 1988 by the American Law 
Institute and the National Conference of 
Commissioners on Uniform State Laws. 
Reprinted with permission of the Perma- 
nent Editorial Board for the Uniform 
Commercial Code. 


ARTICLE 1 
(A.C.A, § 4-1-101 et seq.) 


Comment to § 1-101 (A.C.A. § 4-1-101) 


Each Article (Chapter) of the Code (ex- 
cept this Article (Chapter) and Article 10 
(Chapter 10)) may also be cited by its own 
short title. See Sections 2-101 (A.C.A. § 4- 
2-101), 3-101 (A.C.A. § 4-3-101), 4-101 


(A.C.A. § 4-4-101), 5-101 (A.C.A. § 4-5- 
101), 6-101 (A.C.A. § 4-6-101), 7-101 
(A.C.A. § 4-7-101), 8-101 (A.C.A. 4-8-101) 
and 9-101 (A.C.A. § 4-9-101). 


Comment to § 1-102 (A.C.A. § 4-1-102) 


Prior Uniform Statutory Provision: Sec- 
tion 74, Uniform Sales Act; Section 57, 
Uniform Warehouse Receipts Act; Section 
52, Uniform Bills of Lading Act; Section 
19, Uniform Stock Transfer Act. 


Changes: Rephrased and new material 
added. 


Purposes of Changes: 

1. Subsections (1) (A.C.A. § 4-1-102(1)) 
and (2) (A.C.A. § 4-1-102(2)) are intended 
to make it clear that: 

This Act is drawn to provide flexibility 
so that, since it is intended to be a semi- 
permanent piece of legislation, it will pro- 
vide its own machinery for expansion of 
commercial practices. It is intended to 
make it possible for the law embodied in 
this Act to be developed by the courts in 
the light of unforeseen and new circum- 
stances and practices. However, the 
proper construction of the Act requires 
that its interpretation and application be 
limited to its reason. 

Courts have been careful to keep broad 
acts from being hampered in their effects 
by later acts of limited scope. Pacific Wool 


Growers v. Draper & Co., 158 Or. 1, 73 
P.2d 1391 (1937), and compare Section 
1-104 (A.C.A. § 4-1-104). They have rec- 
ognized the policies embodied in an act as 
applicable in reason to subject-matter 
which was not expressly included in the 
language of the act, Commercial Nat. 
Bank of New Orleans v. Canal-Louisiana 
Bank & Trust Co., 239 U.S. 520, 36 S.Ct. 
194, 60 L.Ed. 417 (1916) (bona fide pur- 
chase policy of Uniform Warehouse Re- 
ceipts Act extended to case not covered but 
of equivalent nature). They have done the 
same where reason and policy so required, 
even where the subject-matter had been 
intentionally excluded from the act in gen- 
eral. Agar v. Orda, 264 N.Y. 248, 190 N.E. 
479 (1934) (Uniform Sales Act change in 
seller’s remedies applied to contract for 
sale of choses in action even though the 
general coverage of that Act was inten- 
tionally limited to goods “other than 
things in action.”) They have imple- 
mented a statutory policy with liberal and 
useful remedies not provided in the stat- 
utory text. They have disregarded a stat- 
utory limitation of remedy where the rea- 
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son of the limitation did not apply. 
Fiterman v. J. N. Johnson & Co., 156 
Minn. 201, 194 N.W. 399 (1923) (require- 
ment of return of the goods as a condition 
to rescission for breach of warranty; also, 
partial rescission allowed). Nothing in 
this Act stands in the way of the continu- 
ance of such action by the courts. 

The Act should be construed in accor- 
dance with its underlying purposes and 
policies. The text of each section should be 
read in the light of the purpose and policy 
of the rule or principle in question, as also 
of the Act as a whole, and the application 
of the language should be construed nar- 
rowly or broadly, as the case may be, in 
conformity with the purposes and policies 
involved. 

2. Subsection (3) (A.C.A. § 4-1-102(3)) 
states affirmatively at the outset that 
freedom of contract is a principal of the 
Code: “the effect” of its provisions may be 
varied by “agreement.” The meaning of 
the statute itself must be found in its text, 
including its definitions, and in appropri- 
ate extrinsic aids; it cannot be varied by 
agreement. But the Code seeks to avoid 
the type of interference with evolutionary 
growth found in Manhattan Co. v. Mor- 
gan, 242 N.Y. 38, 150 N.E. 594 (1926). 
Thus private parties cannot make an in- 
strument negotiable within the meaning 
of Article 3 (Chapter 3) except as provided 
in Section 3-104 (A.C.A. § 4-3-104); nor 
can they change the meaning of such 
terms as “bona fide purchaser,” “holder in 
due course,” or “due negotiation,” as used 
in this Act. But an agreement can change 
the legal consequences which would oth- 
erwise flow from the provisions of the Act. 
“Agreement” here includes the effect given 
to course of dealing, usage of trade and 
course of performance by Sections 1-201 
(A.C.A. § 4-1-201), 1-205 (A.C.A. § 4-1- 
205) and 2-208 (A.C.A. § 4-2-208); the 
effect of an agreement on the rights of 
third parties is left to specific provisions of 
this Act and to supplementary principles 
applicable under the next section. The 
rights of third parties under Section 9-301 


(A.C.A. § 4-9-301) when a security inter- 
est is unperfected, for example, cannot be 
destroyed by a clause in the security 
agreement. 

This principle of freedom of contract is 
subject to specific exceptions found else- 
where in the Act and to the general excep- 
tion stated here. The specific exceptions 
vary in explicitness: the statute of frauds 
found in Section 2-201 (A.C.A. § 4-2-201), 
for example, does not explicitly preclude 
oral waiver of the requirement of a writ- 
ing, but a fair reading denies enforcement 
to such a waiver as part of the “contract” 
made unenforceable; Section 9-501(3) 
(A.C.A. § 4-9-501(3)), on the other hand, 
is quite explicit. Under the exception for 
“the obligations of good faith, diligence, 
reasonableness and care prescribed by 
this Act,” provisions of the Act prescribing 
such obligations are not to be disclaimed. 
However, the section also recognizes the 
prevailing practice of having agreements 
set forth standards by which due diligence 
is measured and explicitly provides that, 
in the absence of a showing that the 
standards manifestly are unreasonable, 
the agreement controls. In this connec- 
tion, Section 1-205 (A.C.A. § 4-1-205) in- 
corporating into the agreement prior 
course of dealing and usages of trade is of 
particular importance. 

3. Subsection (4) (A.C.A. § 4-1-102(4)) 
is intended to make it clear that, as a 
matter of drafting, words such as “unless 
otherwise agreed” have been used to avoid 
controversy as to whether the subject 
matter of a particular section does or does 
not fall within the exceptions to subsec- 
tion (3) (A.C.A. § 4-1-102(3)), but absence 
of such words contains no negative impli- 
cation since under subsection (3) (A.C.A. 
§ 4-1-102(3)) the general and residual 
rule is that the effect of all provisions of 
the Act may be varied by agreement. 

4, Subsection (5) (A.C.A. § 4-1-102(5)) 
is modeled on 1 U.S.C. Section 1 and New 
York General Construction Law Sections 
22 and 35. 


COMMENTARIES 3 


Comment to § 1-103 (A.C.A. § 4-1-103) 


Prior Uniform Statutory Provision: Sec- 
tions 2 and 73, Uniform Sales Act; Section 
196, Uniform Negotiable Instruments Act; 
Section 56, Uniform Warehouse Receipts 
Act; Section 51, Uniform Bills of Lading 
Act; Section 18, Uniform Stock Transfer 
Act. 


Changes: Rephrased, the reference to “es- 
toppel” and “validating” being new. 


Purposes of Changes: 

1. While this section indicates the con- 
tinued applicability to commercial con- 
tracts of all supplemental bodies of law 
except insofar as they are explicitly dis- 
placed by this Act, the principle has been 
stated in more detail and the phrasing 
enlarged to make it clear that the “vali- 
dating”, as well as the “invalidating” 
causes referred to in the prior uniform 
statutory provisions, are included here. 
“Validating” as used here in conjunction 
with “invalidating” is not intended as a 


narrow word confined to original valida- 
tion, but extends to cover any factor which 
at any time or in any manner renders or 
helps to render valid any right or transac- 
tion. 

2. The general law of capacity is contin- 
ued by express mention to make clear that 
section 2 of the old Uniform Sales Act 
(omitted in this Act as stating no matter 
not contained in the general law) is also 
consolidated in the present section. 
Hence, where a statute limits the capacity 
of a non-complying corporation to sue, this 
is equally applicable to contracts of sale to 
which such corporation is a party. 

3. The listing given in this section is 
merely illustrative; no listing could be 
exhaustive. Nor is the fact that in some 
sections particular circumstances have 
led to express reference to other fields of 
law intended at any time to suggest the 
negation of the general application of the 
principles of this section. 


Comment to § 1-104 (A.C.A. § 4-1-104) 


Prior Uniform Statutory Provision: None. 


Purposes: 

To express the policy that no Act which 
bears evidence of carefully considered per- 
manent regulative intention should 
lightly be regarded as impliedly repealed 
by subsequent legislation. This Act, care- 


fully integrated and intended as a uniform 
codification of permanent character cover- 
ing an entire “field” of law, is to be re- 
garded as particularly resistant to implied 
repeal. See Pacific Wool Growers v. Draper 
& Co., 158 Or. 1, 73 P.2d 1391 (1937). 


1972 Official Comment to § 1-105 (A.C.A. § 4-1-105)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-1-105(1)) 
states affirmatively the right of the par- 
ties to a multi-state transaction or a 
transaction involving foreign trade to 
choose their own law. That right is subject 
to the firm rules stated in the five sections 
listed in subsection (2) (A.C.A. § 4-1- 
105(2)), and is limited to jurisdictions to 
which the transaction bears a “reasonable 
relation.” In general, the test of “reason- 
able relation” is similar to that laid down 
by the Supreme Court in Seeman v. Phil- 
adelphia Warehouse Co., 274 U.S. 403, 47 
S.Ct. 626, 71 L.Ed. 1123 (1927). Ordi- 
narily the law chosen must be that of a 
jurisdiction where a significant enough 


portion of the making or performance of 
the contract is to occur or occurs. But an 
agreement as to choice of law may some- 
times take effect as a shorthand expres- 
sion of the intent of the parties as to 
matters governed by their agreement, 
even though the transaction has no signif- 
icant contact with the jurisdiction chosen. 

2. Where there is no agreement as to 
the governing law, the Act is applicable to 
any transaction having an “appropriate” 
relation to any state which enacts it. Of 
course the Act applies to any transaction 
which takes place in its entirety in a state 
which has enacted the Act. But the mere 
fact that suit is brought in a state does not 
make it appropriate to apply the substan- 
tive law of that state. Cases where a 
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relation to the enacting state is not “ap- 
propriate” include, for example, those 
where the parties have clearly contracted 
on the basis of some other law, as where 
the law of the place of contracting and the 
law of the place of contemplated perfor- 
mance are the same and are contrary to 
the law under the Code. 

3. Where a transaction has significant 
contacts with a state which has enacted 
the Act and also with other jurisdictions, 
the question what relation is “appropri- 
ate” is left to judicial decision. In deciding 
that question, the court is not strictly 
bound by precedents established in other 
contexts. Thus a conflict-of-laws decision 
refusing to apply a purely local statute or 
rule of law to a particular multi-state 
transaction may not be valid precedent for 
refusal to apply the Code in an analogous 
situation. Application of the Code in such 
circumstances may be justified by its com- 
prehensiveness, by the policy of unifor- 
mity, and by the fact that it is in large part 
a reformulation and restatement of the 
law merchant and of the understanding of 
a business community which transcends 
state and even national boundaries. Com- 
pare Global Commerce Corp. v. Clark- 
Babbitt Industries, Inc., 239 F.2d 716, 719 
(2d Cir. 1956). In particular, where a 
transaction is governed in large part by 
the Code, application of another law to 
some detail of performance because of an 
accident of geography may violate the 
commercial understanding of the parties. 


4. The Act does not attempt to prescribe 
choice-of-law rules for states which do not 
enact it, but this section does not prevent 
application of the Act in a court of such a 
state. Common-law choice of law often 
rests on policies of giving effect to agree- 
ments and of uniformity of result regard- 
less of where suit is brought. To the extent 
that such policies prevail, the relevant 
considerations are similar in such a court 
to those outlined above. 

5. Subsection (2) (A.C.A. § 4-1-105(2)) 
spells out essential limitations on the par- 
ties’ right to choose the applicable law. 
Especially in Article 9 (Chapter 9) parties 
taking a security interest or asked to 
extend credit which may be subject to a 
security interest must have sure ways to 
find out whether and where to file and 
where to look for possible existing filings. 

6. Section 9-103 (A.C.A. § 4-9-103) 
should be consulted as to the rules for 
perfection of security interests and the 
effects of perfection and nonperfection. 


*This section was amended by Acts 1973, 
No. 116, § 2, to incorporate the 1972 
changes to this Uniform Commercial Code 
section. This section was amended by Acts 
1991, No. 344, § 2, and No. 540, § 2, to 
reflect the enactment of Article 4A (A.C.A. 
§ 4-4A-101 et seq.). This section was also 
amended by Acts 1993, No. 439, § 3, to 
reflect the enactment of Article 2A (A.C.A. 
§ 4-2A-101 et seq.) 


Comment to Section 1-105 (A.C.A § 4-1-105)* 


Uniform Statutory Source: Section 1-105 
(§ 4-1-105), 1978 Official Text of the Act 
(§ 4-1-101 et seq.). 


Changes: Subsection (2) (§ 4-1-105(2)) is 
amended to reference two sections of the 
Article on Leases (Article 2A) (§ 4-2A-101 


et seq.), which is being promulgated at the 
same time as this amendment. 


*The version of this section enacted by 
Arkansas differs from the uniform act. 


Comment to § 1-106 (A.C.A. § 4-1-106) 


Prior Uniform Statutory Provision: Sub- 
section (1) (A.C.A. § 4-1-106(1)) — none; 
Subsection (2) (A.C.A. § 4-1-106(2)) — 
Section 72, Uniform Sales Act. 


Changes: Reworded. 


Purposes of Changes and New Matter: 
Subsection (1) (A.C.A. § 4-1-106(1)) is in- 
tended to effect three things: 


1. First, to negate the unduly narrow or 
technical interpretation of some remedial 
provisions of prior legislation by providing 
that the remedies in this Act are to be 
liberally administered to the end stated in 
the section. Second, to make it clear that 
compensatory damages are limited to 
compensation. They do not include conse- 
quential or special damages, or penal 
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damages; and the Act elsewhere makes it 
clear that damages must be minimized. 
Cf. Sections 1-203 (A.C.A. § 4-1-203), 
2-706(1) (A.C.A. § 4-2-706(1)), and 
2-712(2) (A.C.A. § 4-2-712(2)). The third 
purpose of:subsection (1) (A.C.A. § 4-1- 
106(1)) is to reject any doctrine that dam- 
ages must be calculable with mathemati- 
cal accuracy. Compensatory damages are 
often at best approximate: they have to be 
proved with whatever definiteness and 
accuracy the facts permit, but no more. Cf. 
Section 2-204(3) (A.C.A. § 4-2-204(3)). 

2. Under subsection (2) (A.C.A. § 4-1- 
106(2)) any right or obligation described 
in this Act is enforceable by court action, 
even though no remedy may be expressly 
provided, unless a particular provision 
specifies a different and limited effect. 
Whether specific performance or other eq- 
uitable relief is available is determined 
not by this section but by specific provi- 
sions and by supplementary principles. 
Cf. Sections 1-103 (A.C.A. § 4-1-1083), 
2-716 (A.C.A. § 4-2-716). 


3. “Consequential” or “special” damages 
and “penal” damages are not defined in 
terms in the Code, but are used in the 
sense given them by the leading cases on 
the subject. 


Cross References: Sections 1-103 (A.C.A. 
§ 4-1-103), 1-203 (A.C.A. § 4-1-2083), 
2-204(3) (A.C.A. § 4-2-204(3)), 2-701 
(A.C.A. § 4-2-701), 2-706(1) (A.C.A. § 4-2- 
706(1)), 2-712(2) (A.C.A. § 4-2-712(2)) and 
2-716 (A.C.A. § 4-2-716). 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Agegrieved party”. 
(A.C.A. § 4-1-201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Comment to § 1-107 (A.C.A. § 4-1-107) 


Prior Uniform Statutory Provision: Com- 
pare Section 1, Uniform Written Obliga- 
tions Act; Sections 119(3), 120(2) and 122, 
Uniform Negotiable Instruments Law. 


Purposes: 

This section makes consideration un- 
necessary to the effective renunciation or 
waiver of rights or claims arising out of an 
alleged breach of a commercial contract 
where such renunciation is in writing and 
signed and delivered by the aggrieved 
party. Its provisions, however, must be 
read in conjunction with the section 1m- 
posing an obligation of good faith. (Section 
1-203 (A.C.A. § 4-1-203)). There may, of 
course, also be an oral renunciation or 
waiver sustained .by consideration but 
subject to Statute of Frauds provisions 
and to the section of Article 2 (Chapter 2) 


on Sales dealing with the modification of 
signed writings (Section 2-209 (A.C.A. 
§ 4-2-209)). As is made express in the 
latter section this Act fully recognizes the 
effectiveness of waiver and estoppel. 


Cross References: 

Sections 1-203 (A.C.A. § 4-1-203), 2-201 
(A.C.A. § 4-2-201) and 2-209 (A.C.A. § 4- 
2-209). And see Section 2-719 (A.C.A. § 4- 
2-719). 


Definitional Cross References: 

“Aggrieved party”. Section 
(A.C.A. § 4-1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


1-201 


Comment to § 1-201 (A.C.A. § 4-1-201)* 


Prior Uniform Statutory Provision, 
Changes and New Maitter: 

1. “Action”. See similar definitions in 
Section 191, Uniform Negotiable Instru- 
ments Law; Section 76, Uniform Sales 
Act; Section 58, Uniform Warehouse Re- 


ceipts Act; Section 53, Uniform Bills of 
Lading Act. The definition has been re- 
phrased and enlarged. 

2. “Aggrieved party”. New. 

3. “Agreement”. New. As used in this 
Act the word is intended to include full 
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recognition of usage of trade, course of 
dealing, course of performance and the 
surrounding circumstances as effective 
parts thereof, and of any agreement per- 
mitted under the provisions of this Act to 
displace a stated rule of law. 

4. “Bank”. See Section 191. Uniform 
Negotiable Instruments Law. 

5. “Bearer”. From Section 191, Uniform 
Negotiable Instruments Law. The prior 
definition has been broadened. 

6. “Bill of Lading”. See similar defini- 
tions in Section 1, Uniform Bills of Lading 
Act. The definition has been enlarged to 
include freight forwarders’ bills and bills 
issued by contract carriers as well as 
those issued by common carriers. The def- 
inition of airbill is new. 

7. “Branch”. New. 

8. “Burden of establishing a fact”. New. 

9. 1972 Comment [See, also, 1972 com- 
ment to amended subsec. 9 below] “Buyer 
in ordinary course of business”. From Sec- 
tion 1, Uniform Trusts Receipts Act. The 
definition has been expanded to make 
clear the type of person protected. Its 
major significance lies in Section 2-403 
(A.C.A. § 4-2-403) and in the Article 
(Chapter) on Secured Transactions (Arti- 
cle 9 (Chapter 9)). 

9. [See, also, comment to subsec. 9 
above] “Buyer in ordinary course of busi- 
ness”. From Section 1, Uniform Trust Re- 
ceipts Act. The definition has been ex- 
panded to make clear the type of person 
protected. Its major significance lies in 
Section 2-403 (A.C.A. § 4-2-403) and in 
the Article (Chapter) on Secured Transac- 
tions (Article 9 (Chapter 9)). 

The reference to minerals and the like 
makes clear that a buyer in ordinary 
course buying minerals under the circum- 
stances described takes free of a prior 
mortgage created by the sellers. See Com- 
ment to Section 9-103 (A.C.A. § 4-9-1083). 

A pawnbroker cannot be a buyer in 
ordinary course of business because the 
person from whom he buys goods (or ac- 
quires ownership after foreclosing an ini- 
tial pledge) is typically an ordinary user 
and not a person engaged in selling goods 
of that kind. 

10. “Conspicuous”. New. This is in- 
tended to indicate some of the methods of 
making a term attention-calling. But the 
test is whether attention can reasonably 
be expected to be called to it. 


11. “Contract”. New. But see Sections 3 
and 71, Uniform Sales Act. 

12. “Creditor”. New. 

13. “Defendant”. From Section 76, Uni- 
form Sales Act. Rephrased. 

14. “Delivery”. Section 76, Uniform 
Sales Act; Section 191, Uniform Negotia- 
ble Instruments Law; Section 58, Uniform 
Warehouse Receipts Act; and Section 53, 
Uniform Bills of Lading Act. 

15. “Document of title”. From Section 
76, Uniform Sales Act, but rephrased to 
eliminate certain ambiguities. Thus, by 
making it explicit that the obligation or 
designation of a third party as “bailee” is 
essential to a document of title, this defi- 
nition clearly rejects any such result as 
obtained in Hixson v. Ward, 254 Ill. App. 
505 (1929), which treated a conditional 
sales contract as a document of title. Also 
the definition is left open so that new 
types of documents may be included. It is 
unforeseeable what documents may one 
day serve the essential purpose now filled 
by warehouse receipts and bills of lading. 
Truck transport has already opened up 
problems which do not fit the patterns of 
practice resting upon the assumption that 
a draft can move through banking chan- 
nels faster than the goods themselves can 
reach their destination. There lie ahead 
air transport and such probabilities as 
teletype transmission of what may some 
day be regarded commercially as “Docu- 
ments of Title”. The definition is stated in 
terms of the function of the documents 
with the intention that any document 
which gains commercial recognition as 
accomplishing the desired result shall be 
included within its scope. Fungible goods 
are adequately identified within the lan- 
guage of the definition by identification of 
the mass of which they are a part. 

Dock warrants were within the Sales 
Act definition of document of title appar- 
ently for the purpose of recognizing a valid 
tender by means of such paper. In current 
commercial practice a dock warrant or 
receipt is a kind of interim certificate 
issued by steamship companies upon de- 
livery of the goods at the dock, entitling a 
designated person to have issued to him at 
the company’s office a bill of lading. The 
receipt itself is invariably nonnegotiable 
in form although it may indicate that a 
negotiable bill is to be forthcoming. Such a 
document is not within the general com- 
pass of the definition, although trade us- 
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age may in some cases entitle such paper 
to be treated as a document of title. If the 
dock receipt actually represents a storage 
obligation undertaken by the shipping 
company, then it is a warehouse receipt 
within this Section regardless of the name 
given to the instrument. 

The goods must be “described”, but the 
description may be by marks or labels and 
may be qualified in such a way as to 
disclaim personal knowledge of the issuer 
regarding contents or condition. However, 
baggage and parcel checks and similar 
“tokens” of storage which identify stored 
goods only as those received in exchange 
for the token are not covered by this 
Article. 

The definition is broad enough to in- 
clude an airway bill. 

16. “Fault”. From Section 76, Uniform 
Sales Act. 

17. “Fungible”. See Sections 5, 6 and 
76, Uniform Sales Act; Section 58, Uni- 
form Warehouse Receipts Act. Fungibility 
of goods “by agreement” has been added 
for clarity and accuracy. 

18. “Genuine”. New. 

19. “Good faith’. See Section 76(2), 
Uniform Sales Act; Section 58(2), Uniform 
Warehouse Receipts Act; Section 53(2), 
Uniform Bills of Lading Act; Section 22(2), 
Uniform Stock Transfer Act. “Good faith” 
whenever it is used in the Code, means at 
least what is here stated. In certain Arti- 
cles (Chapters), by specific provisions, ad- 
ditional requirements are made applica- 
ble. See, e.g., Secs. 2-103(1)(b) (A.C.A. 
§ 4-2-103(1)(b)), 7-404 (A.C.A. § 4-7-404). 
To illustrate, in the Article (Chapter) on 
Sales, Section 2-103 (A.C.A. § 4-2-103), 
good faith is expressly defined as includ- 
ing in the case of a merchant observance 
of reasonable commercial standards of fair 
dealing in the trade, so that throughout 
that Article (Chapter) wherever a mer- 
chant appears in the case an inquiry into 
his observance of such standards is neces- 
sary to determine his good faith. 

20. “Holder”. See similar definitions in 
Section 191, Uniform Negotiable Instru- 
ments Law; Section 58, Uniform Ware- 
house Receipts Act; Section 53, Uniform 
Bills of Lading Act. 

21. “Honor”. New. 

22. “Insolvency proceedings”. New. 

23. “Insolvent”. Section 76(3), Uniform 
Sales Act. The three tests of insolvency — 
“ceased to pay his debts in the ordinary 
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course of business,” “cannot pay his debts 
as they become due,” and “insolvent 
within the meaning of the federal bank- 
ruptcy law” — are expressly set up as 
alternative tests and must be approached 
from a commercial standpoint. 

24. “Money”. Section 6(5), Uniform Ne- 
gotiable Instruments Law. The test 
adopted is that of sanction of government, 
whether by authorization before issue or 
adoption afterward, which recognizes the 
circulating medium as a part of the official 
currency of that government. The narrow 
view that money is limited to legal tender 
is rejected. 

25. “Notice”. New. Compare N.I.L. Sec. 
56. Under the definition a person has 
notice when he has received a notification 
of the fact in question. But by the last 
sentence the act leaves open the time and 
circumstances under which notice or noti- 
fication may cease to be effective. There- 
fore such cases as Graham v. White- 
Phillips Co., 296 U.S. 27, 56 S.Ct. 21, 80 
L.Ed. 20 (1935), are not overruled. 

26. “Notifies”. New. This is the word 
used when the essential fact is the proper 
dispatch of the notice, not its receipt. 
Compare “Send”. When the essential fact 
is the other party’s receipt of the notice, 
that is stated. The second sentence states 
when a notification is received. 

27. New. This makes clear that reason 
to know, knowledge, or a notification, al- 
though “received” for instance by a clerk 
in Department A of an organization, is 
effective for a transaction conducted in 
Department B only from the time when it 
was or should have been communicated to 
the individual conducting that transac- 
tion. 

28. “Organization”. This is the defini- 
tion of every type of entity or association, 
excluding an individual, acting as such. 
Definitions of “person” were included in 
Section 191, Uniform Negotiable Instru- 
ments Law; Section 76, Uniform Sales 
Act; Section 58, Uniform Warehouse Re- 
ceipts Act; Section 53, Uniform Bills of 
Lading Act; Section 22, Uniform Stock 
Transfer Act; Section 1, Uniform Trust 
Receipts Act. The definition of “organiza- 
tion” given here includes a number of 
entities or associations not specifically 
mentioned in prior definition of “person”, 
namely, government, governmental subdi- 
vision or agency, business trust, trust and 
estate. 
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29. “Party”. New. Mention of a party 
includes, of course, a person acting 
through an agent. However, where an 
agent comes into opposition or contrast to 
his principal, particular account is taken 
of that situation. 

30. “Person”. See Comment to defini- 
tion of “Organization”. The reference to 
Section 1-102 (A.C.A. § 4-1-102) is to sub- 
section (5) (A.C.A. § 4-1-102(5)) of that 
section. 

31. “Presumption”. New. 

32. “Purchase”. Section 58, Uniform 
Warehouse Receipts Act; Section 76, Uni- 
form Sales Act; Section 53, Uniform Bills 
of Lading Act; Section 22, Uniform Stock 
Transfer Act; Section 1, Uniform Trust 
Receipts Act. Rephrased. 

33. “Purchaser”. Section 58, Uniform 
Warehouse Receipts Act; Section 76, Uni- 
form Sales Act; Section 53, Uniform Bills 
of Lading Act; Section 22, Uniform Stock 
Transfer Act; Section 1, Uniform Trust 
Receipts Act. Rephrased. 

34. “Remedy”. New. The purpose is to 
make it clear that both remedy and rights 
(as defined) include those remedial rights 
of “self help” which are among the most 
important bodies of rights under this Act, 
remedial rights being those to which an 
aggrieved party can resort on his own 
motion. 

35. “Representative”. New. 

36. “Rights”. New. See Comment to 
“Remedy”. 

37. [See, also, 1972 comment to 
amended subsection 37 below] “Security 
Interest”. See Section 1, Uniform Trust 
Receipts Act. The present definition is 
elaborated, in view especially of the com- 
plete coverage of the subject in Article 9 
(Chapter 9). Notice that in view of the 
Article (Chapter) the term includes the 
interest of certain outright buyers of cer- 
tain kinds of property. The last two sen- 
tences give guidance on the question 
whether reservation of title under a par- 
ticular lease of personal property is or is 
not a security interest. 

37. 1972 Comment [See, also, comment 
to subsec. 37 above] “Security Interest”. 
See Section 1, Uniform Trust Receipts Act. 
The present definition is elaborated, in 
view especially of the complete coverage of 
the subject in Article 9 (Chapter 9). Notice 
that in view of the Article (Chapter) the 
term includes the interest of certain out- 
right buyers of certain kinds of property. 


The last two sentences give guidance on 
the question whether reservation of title 
under a particular lease of personal prop- 
erty is or is not a security interest. 

38. “Send”. New. Compare “notifies”. 

39. “Signed”. New. The inclusion of au- 
thentication in the definition of “signed” is 
to make clear that as that term is used in 
this Act a complete signature is not nec- 
essary. Authentication may be printed, 
stamped or written; it may be by initials 
or by thumbprint. It may be on any part of 
the document and in appropriate cases 
may be found in a billhead or letterhead. 
No catalog of possible authentications can 
be complete and the court must use com- 
mon sense and commercial experience in 
passing upon these matters. The question 
always is whether the symbol was exe- 
cuted or adopted by the party with present 
intention to authenticate the writing. 

40. “Surety”. New. 

41. “Telegram”. New. 

42. “Term”. New. 

43. Under the former version of § 1- 
201(43) (A.C.A. § 4-1-201(43)), it was not 
clear whether a reference to an “unautho- 
rized signature” in Articles 3 and 4 (A.C.A. 
§ 4-3-101 et seq. and § 4-4-101 et seq.) 
applied to indorsements. The words “or 
indorsement” are deleted so that refer- 
ences to “unauthorized signature” in § 3- 
406 (A.C.A. § 4-3-406) and elsewhere will 
unambiguously refer to any signature. 

44, “Value”. See Sections 25, 26, 27, 
191, Uniform Negotiable Instruments 
Law; Section 76, Uniform Sales Act; Sec- 
tion 53, Uniform Bills of Lading Act; Sec- 
tion 58, Uniform Warehouse Receipts Act; 
Section 22(1), Uniform Stock Transfer Act; 
Section 1, Uniform Trust Receipts Act. All 
the Uniform Acts in the commercial law 
field (except the Uniform Conditional 
Sales Act) have carried definitions of “val- 
ue”. All those definitions provided that 
value was any consideration sufficient to 
support a simple contract, including the 
taking of property in satisfaction of or as 
security for a pre-existing claim. Subsec- 
tions (a) (A.C.A. § 4-1-201(44)(a)), (b) 
(A.C.A. § 4-1-201(44)(b)) and (d) (A.C.A. 
§ 4-1-201(44)(d)) in substance continue 
the definitions of “value” in the earlier 
acts. Subsection (c) (A.C.A. § 4-1- 
201(44)(c)) makes explicit that “value” is 
also given in a third situation: where a 
buyer by taking delivery under a preexist- 
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ing contract converts a contingent into a 
fixed obligation. 

This definition is not applicable to Arti- 
cles 3 and 4 (Chapters 3 and 4), but the 
express inclusion of immediately avail- 
able credit as value follows the separate 
definitions in those Articles (Chapters). 
See Sections 4-208 (A.C.A. § 4-4-208), 
4-209 (A.C.A. § 4-4-209), 3-303 (A.C.A. 
§ 4-3-303). A bank or other financing 
agency which in good faith makes ad- 
vances against property held as collateral 
becomes a bona fide purchaser of that 
property even though provision may be 
made for charge-back in case of trouble. 
Checking credit is “immediately avail- 
able” within the meaning of this section if 
the bank would be subject to an action for 
slander of credit in case checks drawn 
against the credit were dishonored, and 
when a charge-back is not discretionary 
with the bank, but may only be made 
when difficulties in collection arise in con- 
nection with the specific transaction in- 
volved. 


45. “Warehouse receipt”. See Section 
76(1), Uniform Sales Act; Section 1, Uni- 
form Warehouse Receipts Act. Receipts 
issued by a field warehouse are included, 
provided the warehouseman and the de- 
positor of the goods are different persons. 

46. “Written” or “writing”. This is a 
broadening of the definition contained in 
Section 191 of the Uniform Negotiable 
Instruments Law. 


*This section was amended by Acts 1967, 
No. 303, § 2 (§ 1-201), to incorporate the 
1962 changes to this Uniform Commercial 
Code section by adding the last two sen- 
tences of subsection (27). It was amended 
again by Acts 1973, No. 116, § 2, te incor- 
porate the 1972 changes to this Uniform 
Commercial Code _ section and was 
amended by Acts 1985, No. 514, § 1, to 
incorporate the 1977 changes to this Uni- 
form Commercial Code section. This sec- 
tion was amended by Acts 1991, No. 572, 


§§ 1-3. 


Official Comment to Section 1-201(37) (A.C.A. § 4-1-201(37))* 


Uniform Statutory Source: Section 
1-201(37) (§ 4-1-201(37)), 1978 Official 
Text of the Act (§ 4-1-101 et seq.). 


Changes: Substantially revised. 


Purposes: 

This amendment to Section 1-201(37) 
(§ 4-1-201(37)) is being promulgated at 
the same time that the Article on Leases 
(Article 2A) (§ 4-2A-101 et seq.) is being 
promulgated as an amendment to this Act 
(§ 4-1-101 et seq.). 

One of the reasons it was decided to 
codify the law with respect to leases was 
to resolve an issue that has created con- 
siderable confusion in the courts: what is 
a lease? The confusion exists, in part, due 
to the last two sentences of the definition 
of security interest in the 1978 Official 
Text of the Act (§ 4-1-101 et seq.). Section 
1-201(37) (§ 4-1-201(37)). The confusion 
is compounded by the rather considerable 
change in the federal, state and local tax 
laws and accounting rules as they relate 
to leases of goods. The answer is impor- 
tant because the definition of lease deter- 
mines not only the rights and remedies of 
the parties to the lease but also those of 
third parties. If a transaction creates a 


lease and not a security interest, the les- 
see’s interest in the goods is limited to its 
leasehold estate; the residual interest in 
the goods belongs to the lessor. This has 
significant implications to the lessee’s 
creditors. “On common law theory, the 
lessor, since he has not parted with title, is 
entitled to full protection against the les- 
see’s creditors and trustee in bankrupt- 
cy....” 1 G. Gilmore, Security Interests in 
Personal Property § 3.6, at 76 (1965). 
Under pre-Act chattel security law 
there was generally no requirement that 
the lessor file the lease, a financing state- 
ment, or the like, to enforce the lease 
agreement against the lessee or any third 
party; the Article on Secured Transactions 
(Article 9) (§ 4-9-101 et seq.) did not 
change the common law in that respect. 
Coogan, Leasing and the Uniform Com- 
mercial Code, in Equipment Leasing — 
Leveraged Leasing 681, 700 n.25, 729 n.80 
(2d ed. 1980). The Article on Leases (Arti- 
cle 2A) (§ 4-2A-101 et seq.) has not 
changed the law in that respect, except for 
leases of fixtures. Section 2A-309 (§ 4-2A- 
309). An examination of the common law 
will not provide an adequate answer to 
the question of what is a lease. The defi- 
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nition of security interest in Section 
1-201(37) (§ 4-1-201(37)) of the 1978 Offi- 
cial Text of the Act (§ 4-1-101 et seq.) 
provides that the Article on Secured 
Transactions (Article 9) (§ 4-9-101 et seq.) 
governs security interests disguised as 
leases, i.e., leases intended as security; 
however, the definition is vague and out- 
moded. 

Lease is defined in Article 2A (§ 4-2A- 
101 et seq.) as a transfer of the right to 
possession and use of goods for a term, in 
return for consideration. Section 2A- 
103(1)G) (§ 4-2A-103(1)qg)). The definition 
continues by stating that the retention or 
creation of a security interest is not a 
lease. Thus, the task of sharpening the 
line between true leases and security in- 
terests disguised as leases continues to be 
a function of this section. 

The first paragraph of this definition is 
a revised version of the first five sentences 
of the 1978 Official Text of Section 
1-201(37) (§ 4-1-201(37)). The changes 
are modest in that they make a style 
change in the fourth sentence and delete 
the reference to lease in the fifth sentence. 
The balance of this definition is new, al- 
though it preserves elements of the last 
two sentences of the prior definition. The 
focus of the changes was to draw a 
sharper line between leases and security 
interests disguised as leases to create 
greater certainty in commercial transac- 
tions. 

Prior to this amendment, Section 
1-201(87) (§ 4-1-201(37)) provided that 
whether a lease was intended as security 
(1.e., a security interest disguised as a 
lease) was to be determined from the facts 
of each case; however, (a) the inclusion of 
an option to purchase did not itself make 
the lease one intended for security, and (b) 
an agreement that upon compliance with 
the terms of the lease the lessee would 
become, or had the option to become, the 
owner of the property for no additional 
consideration, or for a nominal consider- 
ation, did make the lease one intended for 
security. 

Reference to the intent of the parties to 
create a lease or security interest has led 
to unfortunate results. In discovering in- 
tent, courts have relied upon factors that 
were thought to be more consistent with 
sales or loans than leases. Most of these 
criteria, however, are as applicable to true 
leases as to security interests. Examples 


include the typical net lease provisions, a 
purported lessor’s lack of storage facilities 
or its character as a financing party 
rather than a dealer in goods. Accordingly, 
amended Section 1-201(37) (§ 4-1- 
201(37)) deletes all reference to the par- 
ties’ intent. 

The second paragraph of the new defi- 
nition is taken from Section 1(2) of the 
Uniform Conditional Sales Act (act with- 
drawn 1943), modified to reflect current 
leasing practice. Thus, reference to the 
case law prior to this Act (§ 4-1-101 et 
seq.) will provide a useful source of prece- 
dent. Gilmore, Security Law, Formalism 
and Article 9, 47 Neb. L. Rev. 659, 671 
(1968). Whether a transaction creates a 
lease or a security interest continues to be 
determined by the facts of each case. The 
second paragraph further provides that a 
transaction creates a security interest if 
the lessee has an obligation to continue 
paying consideration for the term of the 
lease, if the obligation is not terminable by 
the, lessee (thus correcting early statutory 
gloss, e.g. In re Royer’s Bakery, Inc., 1 
U.C.C. Rep. Serv. (Callaghan) 342 (Bankr. 
E.D. Pa. 1963)) and if one of four addi- 
tional tests is met. The first of these four 
tests, subparagraph (a), is that the origi- 
nal lease term is equal to or greater than 
the remaining economic life of the goods. 
The second of these tests, subparagraph 
(b), is that the lessee is either bound to 
renew the lease for the remaining eco- 
nomic life of the goods or to become the 
owner of the goods. In re Gehrke Enters., 1 
Bankr. 647, 651-52 (Bankr. W.D. Wis. 
1979). The third of these tests, subpara- 
graph (c), is whether the lessee has an 
option to renew the lease for the remain- 
ing economic life of the goods for no addi- 
tional consideration or for nominal addi- 
tional consideration, which is defined 
later in this section. In re Celeryvale 
Transp., 44 Bankr. 1007, 1014-15 (Bankr. 
E.D. Tenn. 1984). The fourth of these 
tests, subparagraph (d), is whether the 
lessee has an option to become the owner 
of the goods for no additional consider- 
ation or for nominal additional consider- 
ation. All of these tests focus on econom- 
ics, not the intent of the parties. In re 
Berge, 32 Bankr. 370, 371-73 (Bankr. W.D. 
Wis. 1983). 

The focus on economics is reinforced by 
the next paragraph, which is new. It 
states that a transaction does not create a 
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security interest merely because the 
transaction has certain characteristics 
listed therein. Subparagraph (a) has no 
statutory derivative; it states that a pay- 
out lease does not per se create a security 
interest. Rushton v. Shea, 419 F. Supp. 
1349, 1365 (D. Del. 1976). Subparagraph 
(b) provides the same regarding the pro- 
visions of the typical net lease. Compare 
All-States Leasing Co. v. Ochs, 42 Or. App. 
319, 600 P.2d 899 (Ct. App. 1979) with In 
re Tillery, 571 F.2d 1361 (5th Cir. 1978). 
Subparagraph (c) restates and expands 
the provisions of former Section 1-201(37) 
(§ 4-1-201(37)) to make clear that the 
option can be to buy or renew. Subpara- 
graphs (d) and (e) treat fixed price options 
and provide that fair market value must 
be determined at the time the transaction 
is entered into. Compare Arnold Mach. 
Co. v. Balls, 624 P.2d 678 (Utah 1981) with 
Aoki v. Shepherd Mach. Co., 665 F.2d 941 
(9th Cir. 1982). 

The relationship of the second para- 
graph of this subsection to the third para- 
graph of this subsection deserves to be 
explored. The fixed price purchase option 
provides a useful example. A fixed price 
purchase option in a lease does not of 
itself create a security interest. This is 
particularly true if the fixed price is equal 


to or greater than the reasonably predict- 
able fair market value of the goods at the 
time the option is to be performed. A 
security interest is created only if the 
option price is nominal and the conditions 
stated in the introduction to the second 
paragraph of this subsection are met. 
There is a set of purchase options whose 
fixed price is less than fair market value 
but greater than nominal that must be 
determined on the facts of each case to 
ascertain whether the transaction in 
which the option is included creates a 
lease or a security interest. 

It was possible to provide for various 
other permutations and combinations 
with respect to options to purchase and 
renew. For example this section could 
have stated a rule to govern the facts of In 
re Marhoefer Packing Co., 674 F.2d 1139 
(7th Cir. 1982). This was not done because 
it would unnecessarily complicate the def- 
inition. Further development of this rule 
is left to the courts. 

The fourth paragraph provides defini- 
tions and rules of construction. 


*The version of this section enacted by 
Arkansas differs from the uniform act. 


Comment to § 1-202 (A.C.A. § 4-1-202) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section is designed to supply 
judicial recognition for documents which 
have traditionally been relied upon as 
trustworthy by commercial men. 

2. This section is concerned only with 
documents which have been given a pre- 
ferred status by the parties themselves 
who have required their procurement in 
the agreement and for this reason the 
applicability of the section is limited to 
actions arising out of the contract which 
authorized or required the document. The 
documents listed are intended to be illus- 
trative and not all inclusive. 


3. The provisions of this section go no 
further than establishing the documents 
in question as prima facie evidence and 
leave to the court the ultimate determina- 
tion of the facts where the accuracy or 
authenticity of the documents is ques- 
tioned. In this connection the section calls 
for a commercially reasonable interpreta- 
tion. 


Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Genuine”. Section 1-201 (A.C.A. § 4-1- 
201). 
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Comment to § 1-203 (A.C.A. § 4-1-203) 


Prior Uniform Statutory Provision: None. 


Purposes: 

This section sets forth a basic principle 
running throughout this Act. The princi- 
ple involved is that in commercial trans- 
actions good faith is required in the per- 
formance and _ enforcement of all 
agreements or duties. Particular applica- 
tions of this general principle appear in 
specific provisions of the Act such as the 
option to accelerate at will (Section 1-208 
(A.C.A. § 4-1-208)), the right to cure a 
defective delivery of goods (Section 2-508 
(A.C.A. § 4-2-508)), the duty of a mer- 
chant buyer who has rejected goods to 
effect salvage operations (Section 2-603 
(A.C.A. § 4-2-603)), substituted perfor- 
mance (Section 2-614 (A.C.A. § 4-2-614)), 
and failure of presupposed conditions 
(Section 2-615 (A.C.A. § 4-2-615)). The 
concept, however, is broader than any of 
these illustrations and applies generally, 
as stated in this section, to the perfor- 
mance or enforcement of every contract or 
duty within this Act. It is further imple- 


mented by Section 1-205 (A.C.A. § 4-1- 
205) on course of dealing and usage of 
trade. 

It is to be noted that under the Sales 
Article (Chapter) definition of good faith 
(Section 2-103 (A.C.A. § 4-2-103), con- 
tracts made by a merchant have incorpo- 
rated in them the explicit standard not 
only of honesty in fact (Section 1-201 
(A.C.A. § 4-1-201)), but also of observance 
by the merchant of reasonable commercial 
standards of fair dealing in the trade. 


Cross References: 

Section 1-201 (A.C.A. § 4-1-201); 1-205 
(A.C.A. § 4-1-205); 1-208 (A.C.A. § 4-1- 
208); 2-103 (A.C.A. § 4-2-103); 2-508 
(A.C.A. § 4-2-508); 2-603 (A.C.A. § 4-2- 
603); 2-614 (A.C.A. § 4-2-614); 2-615 
(A.C.A. § 4-2-615). 


Definitional Cross References: 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201); 2-103 (A.C.A. § 4-2-103). 


Comment to § 1-204 (A.C.A. § 4-1-204) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-1-204(1)) 
recognizes that nothing is stronger evi- 
dence of a reasonable time than the fixing 
of such time by a fair agreement between 
the parties. However, provision is made 
for disregarding a clause which whether 
by inadvertence or overreaching fixes a 
time so unreasonable that it amounts to 
eliminating all remedy under the con- 
tract. The parties are not required to fix 
the most reasonable time but may fix any 
time which is not obviously unfair as 
judged by the time of contracting. 


2. Under the section, the agreement 
which fixes the time need not be part of 
the main agreement, but may occur sepa- 
rately. Notice also that under the defini- 
tion of “agreement” (Section 1-201 (A.C.A. 
§ 4-1-201)) the circumstances of the 
transaction, including course of dealing or 
usages of trade or course of performance 
may be material. On the question what is 
a reasonable time these matters will often 
be important. 


Definitional Cross Reference: 
“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 


Comment to § 1-205 (A.C.A. § 4-1-205)* 


Prior Uniform Statutory Provision: No 
such general provision but see Sections 
9(1), 15(5), 18(2), and 71, Uniform Sales 
Act. 


Purposes: This section makes it clear that: 
1. This Act rejects both the “lay-dictio- 
nary’ and the “conveyancer’s” reading of a 


commercial agreement. Instead the mean- 
ing of the agreement of the parties is to be 
determined by the language used by them 
and by their action, read and interpreted 
in the light of commercial practices and 
other surrounding circumstances. The 
measure and background for interpreta- 
tion are set by the commercial context, 
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which may explain and supplement even 
the language of a formal or final writing. 

2. Course of dealing under subsection 
(1) (A.C.A. § 4-1-205(1)) is restricted, lit- 
erally, to a sequence of conduct between 
the parties previous to the agreement. 
However, the provisions of the Act on 
course of performance make it clear that a 
sequence of conduct after or under the 
agreement may have equivalent meaning. 
(Section 2-208 (A.C.A. § 4-2-208).) 

3. “Course of dealing” may enter the 
agreement either by explicit provisions of 
the agreement or by tacit recognition. 

4. This Act deals with “usage of trade” 
as a factor in reaching the commercial 
meaning of the agreement which the par- 
ties have made. The language used is to be 
interpreted as meaning what it may fairly 
be expected to mean to parties involved in 
the particular commercial transaction in a 
given locality or in a given vocation or 
trade. By adopting in this context the 
term “usage of trade” this Act expresses its 
intent to reject those cases which see 
evidence of “custom” as representing the 
effort to displace or negate “established 
rules of law”. A distinction is to be drawn 
between mandatory rules of law such as 
the Statute of Frauds provisions of Article 
2 (Chapter 2) on Sales whose very office is 
to control and restrict the actions of the 
parties, and which cannot be abrogated by 
agreement, or by a usage of trade, and 
those rules of law (such as those in Part 3 
of Article 2 (Chapter 2) on Sales) which fill 
in points which the parties have not con- 
sidered and in fact agreed upon. The lat- 
ter rules hold “unless otherwise agreed” 
but yield to the contrary agreement of the 
parties. Part of the agreement of the par- 
ties to which such rules yield is to be 
sought for in the usages of trade which 
furnish the background and give particu- 
lar meaning to the language used, and are 
the framework of common understanding 
controlling any general rules of law which 
hold only when there is no such under- 
standing. 

5. Ausage of trade under subsection (2) 
(A.C.A. § 4-1-205(2)) must have the “reg- 
ularity of observance” specified. The an- 
cient English tests for “custom” are aban- 
doned in this connection. Therefore, it is 
not required that a usage of trade be 
“ancient or immemorial”, “universal” or 
the like. Under the requirement of subsec- 
tion (2) (A.C.A. § 4-1-205(2)) full recogni- 


tion is thus available for new usages and 
for usages currently observed by the great 
majority of decent dealers, even though 
dissidents ready to cut corners do not 
agree. There is room also for proper rec- 
ognition of usage agreed upon by mer- 
chants in trade codes. 

6. The policy of this Act controlling ex- 
plicit unconscionable contracts and 
clauses (Sections 1-203 (A.C.A. § 4-1- 
203), 2-302 (A.C.A. § 4-2-302)) applies to 
implicit clauses which rest on usage of 
trade and carries forward the policy un- 
derlying the ancient requirement that a 
custom or usage must be “reasonable”. 
However, the emphasis is shifted. The 
very fact of commercial acceptance makes 
out a prima facie case that the usage is 
reasonable, and the burden is no longer on 
the usage to establish itself as being rea- 
sonable. But the anciently established po- 
licing of usage by the courts is continued 
to the extent necessary to cope with the 
situation arising if an unconscionable or 
dishonest practice should become stan- 
dard. 

7. Subsection (3) (A.C.A. § 4-1-205(3)), 
giving the prescribed effect to usages of 
which the parties “are or should be 
aware”, reinforces the provision of subsec- 
tion (2) (A.C.A. § 4-1-205(2) requiring not 
universality but only the described “regu- 
larity of observance” of the practice or 
method. This subsection also reinforces 
the point of subsection (2) (A.C.A. § 4-1- 
205(2)) that such usages may be either 
general to trade or particular to a special 
branch of trade. 

8. Although the terms in which this Act 
defines “agreement” include the elements 
of course of dealing and usage of trade, the 
fact that express reference is made in 
some sections to those elements is not to 
be construed as carrying a contrary intent 
or implication elsewhere. Compare Sec- 
tion 1-102(4) (A.C.A. § 4-1-102(4)). 

9. In cases of a well established line of 
usage varying from the general rules of 
this Act where the precise amount of the 
variation has not been worked out into a 
single standard, the party relying on the 
usage is entitled, in any event, to the 
minimum variation demonstrated. The 
whole is not to be disregarded because no 
particular line of detail has been estab- 
lished. In case a dominant pattern has 
been fairly evidenced, the party relying on 
the usage is entitled under this section to 
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go to the trier of fact on the question of 
whether such dominant pattern has been 
incorporated into the agreement. 

10. Subsection (6) (A.C.A. § 4-1-205(6)) 
is intended to insure that this Act’s liberal 
recognition of the needs of commerce in 
regard to usage of trade shall not be made 
into an instrument of abuse. 


Cross References: 

Point 1: Sections 1-203 (A.C.A. § 4-1- 
203), 2-104 (A.C.A. § 4-2-104) and 2-202 
(A.C.A. § 4-2-202). 

Point 2: Section 2-208 (A.C.A. § 4-2- 
208). 

Point 4: Section 2-201 (A.C.A. § 4-2- 
201) and Part 3 of Article 2 (Chapter 2). 

Point 6: Sections 1-203 (A.C.A. § 4-1- 
203) and 2-302 (A.C.A. § 4-2-302). 

Point 8: Sections 1-102 (A.C.A. § 4-1- 
102) and 1-201 (A.C.A. § 4-1-201). 


Point 9: Section 2-204(3) (A.C.A. § 4-2- 
204(3)). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1967, 
No. 303, § 2 (§ 1-205), to make the sec- 
tion conform to the Uniform Commercial 
Code by correcting certain grammatical 
errors in the original enactment by the 
General Assembly. 


Comment to § 1-206 (A.C.A. § 4-1-206) 


Prior Uniform Statutory Provision: Sec- 
tion 4, Uniform Sales Act (which was 
based on Section 17 of the Statute of 29 
Charles II). 


Changes: Completely rewritten by this 
and other sections. 


Purposes: To fill the gap left by the Statute 
of Frauds provisions for goods (Section 
2-201 (A.C.A. § 4-2-201)), securities (Sec- 
tion 8-319 (A.C.A. § 4-8-319)), and secu- 
rity interests (Section 9-203 (A.C.A. § 4- 
9-203)). The Uniform Sales Act covered 
the sale of “choses in action”; the principal 
gap relates to sale of the “general intangi- 
bles” defined in Article 9 (Chapter 9) (Sec- 
tion 9-106 (A.C.A. § 4-9-106)) and to 
transactions excluded from Article 9 
(Chapter 9) by Section 9-104 (A.C.A. § 4- 
9-104). Typical are the sale of bilateral 
contracts, royalty rights or the like. The 
informality normal to such transactions is 
recognized by lifting the limit for oral 
transactions to $5,000. In such transac- 
tions there is often no standard of practice 
by which to judge, and values can rise or 


drop without warning; troubling abuses 
are avoided when the dollar limit is ex- 
ceeded by requiring that the subject-mat- 
ter be reasonably identified in a signed 
writing which indicates that a contract for 
sale has been made at a defined or stated 
price. 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Sale”. Section 2-106 (A.C.A. § 4-2-106). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 2-106 
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Comment to § 1-207 (A.C.A. § 4-1-207)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section provides machinery for 
the continuation of performance along the 
lines contemplated by the contract despite 
a pending dispute, by adopting the mer- 
cantile device of going ahead with deliv- 
ery, acceptance, or payment “without prej- 
udice,” “under protest,” “under reserve,” 
“with reservation of all our rights,” and 
the like. All of these phrases completely 
reserve all rights within the meaning of 
this section. The section therefore contem- 
plates that limited as well as general 
reservations and acceptance by a party 
may be made “subject to satisfaction of 
our purchaser,” “subject to acceptance by 
our customers,” or the like. 

2. This section does not add any new 
requirement of language of reservation 
where not already required by law, but 
merely provides a specific measure on 
which a party can rely as that party 
makes or concurs in any interim adjust- 
ment in the course of performance. It does 
not affect or impair the provisions of this 
Act such as those under which the buyer’s 
remedies for defect survive acceptance 
without being expressly claimed if notice 
of the defects is given within a reasonable 
time. Nor does it disturb the policy of 
those cases which restrict the effect of a 
waiver of a defect to reasonable limits 
under the circumstances, even though no 
such reservation is expressed. 

The section is not addressed to the cre- 
ation or loss of remedies in the ordinary 
course of performance but rather to a 
method of procedure where one party is 
claiming as of right something which the 
other believes to be unwarranted. 


3. Judicial authority was divided on the 
issue of whether former Section 1-207 
(present subsection (1)) (A.C.A. § 4-1- 
207(1)) applied to an accord and satisfac- 
tion. Typically the cases involved at- 
tempts to reach an accord and satisfaction 
by use of a check tendered in full satisfac- 
tion of a claim. Subsection (2) of revised 
Section 1-207 (A.C.A. § 4-1-207(2)) re- 
solves this conflict by stating that Section 
1-207 (A.C.A. § 4-1-207) does not apply to 
an accord and satisfaction. Section 3-311 
(A.C.A. § 4-3-311) of revised Article 3 
(A.C.A. § 4-3-101 et seq.) governs if an 
accord and satisfaction is attempted by 
tender of a negotiable instrument as 
stated in that section. If Section 3-311 
(A.C.A. § 4-3-311) does not apply, the is- 
sue of whether an accord and satisfaction 
has been effected is determined by the law 
of contract. Whether or not Section 3-311 
(A.C.A. § 4-3-311) applies, Section 1-207 
(A.C.A. § 4-1-207) has no application to 
an accord and satisfaction. 


Cross Reference: 
Section 2-607 (A.C.A. § 4-2-607). 


Definitional Cross References: 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
20:1). 


*This section was amended by Acts 1991, 
No. 572, § 4, which added (2) to make 
clear that the section does not apply to an 
accord and satisfaction and made minor 
punctuation changes in (1). 


Comment to § 1-208 (A.C.A. § 4-1-208) 


Prior Uniform Statutory Provision: None. 


Purposes: 

The increased use of acceleration 
clauses either in the case of sales on credit 
or in time paper or in security transac- 
tions has led to some confusion in the 
cases as to the effect to be given to a clause 
which seemingly grants the power of an 
acceleration at the whim and caprice of 
one party. This Section is intended to 


make clear that despite language which 
can be so construed and which further 
might be held to make the agreement void 
as against public policy or to make the 
contract illusory or too indefinite for en- 
forcement, the clause means that the op- 
tion is to be exercised only in the good 
faith belief that the prospect of payment 
or performance is impaired. 

Obviously this section has no applica- 
tion to demand instruments or obligations 
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whose very nature permits call at any 
time with or without reason. This section 
applies only to an agreement or to paper 
which in the first instance is payable at a 
future date. 


Definitional Cross References: 
“Burden of establishing”. Section 1-201 
(A.C.A. § 4-1-201). 


“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
PAA AIA 


Comment to § 1-209 (A.C.A. § 4-1-209) 


Source: New York. 
Prior Uniform Statutory Provision: None. 


Reason for Change: The drafting history of 
Article 9 (Chapter 9) makes it clear that 
there was no intention to cover agree- 
ments by which the rights of one unse- 
cured creditor are subordinated to the 
rights of another unsecured creditor of a 
common debtor. Nevertheless, since in in- 
solvency proceedings dividends otherwise 
payable to a subordinated creditor are 
turned over to the superior creditor, fears 
have been expressed that a subordination 
agreement might be treated as a “security 
agreement” creating a “security interest” 
in property of the subordinated creditor, 
and that inappropriate provisions of Arti- 
cle 9 (Chapter 9) might be applied. This 
optional section is intended to allay such 
fears by making an explicit declaration 
that a subordination agreement does not 
of itself create a security interest. Nothing 
in this section prevents the creation of a 
security interest in such a case when the 
parties to the agreement so intend. 


Purposes: 

1. Billions of dollars of subordinated 
debt are held by the public and by insti- 
tutional investors. Commonly, the subor- 
dinated debt is subordinated on issue or 
acquisition and is evidenced by an invest- 
ment security or by a negotiable or non- 
negotiable note. Debt is also sometimes 
subordinated after it arises, either by 
agreement between the subordinating 
creditor and the debtor, by agreement 
between two creditors of the same debtor, 
or by agreement of all three parties. The 
subordinated creditor may be a _ stock- 
holder or other “insider” interested in the 
common debtor; the subordinated debt 
may consist of accounts or other rights to 
payment not evidenced by any instru- 
ment. All such cases are included in the 


terms “subordinated obligation,” “subordi- 
nation,” and “subordinated creditor.” 

2. Subordination agreements are en- 
forceable between the parties as con- 
tracts; and in the bankruptcy of the com- 
mon debtor dividends otherwise payable 
to the subordinated creditor are turned 
over to the superior creditor. This “turn- 
over” practice has on occasion been ex- 
plained in terms of “equitable lien,” “equi- 
table assignment,” or “constructive trust,” 
but whatever the label the practice is 
essentially an equitable remedy and does 
not mean that there is a transaction “in- 
tended to create a security interest,” a 
“sale of accounts, contract rights or chat- 
tel paper,” or a “security interest created 
by contract,” within the meaning of Sec- 
tion 9-102 (A.C.A. § 4-9-102). On the 
other hand, nothing in this section pre- 
vents one creditor from assigning his 
rights to another creditor of the same 
debtor in such a way as to create a secu- 
rity interest within Article 9 (Chapter 9), 
where the parties so intend. 

3. The last sentence of this section is 
intended to negate any implication that 
the section changes the law. It is intended 
to be declaratory of preexisting law. Both 
the history and the text of Article 9 (Chap- 
ter 9) make it clear that it was not in- 
tended to cover subordination agree- 
ments. The provisions of Section 9-203 
(A.C.A. § 4-9-203) for signature by the 
“debtor” would be entirely unworkable if 
read to require signature by public hold- 
ers of subordinated investment securities. 
The priorities, filing provisions and reme- 
dies on default provided by Article 9 
(Chapter 9) would also be largely inappro- 
priate in many situations. The precaution- 
ary language of Section 9-316 (A.C.A. § 4- 
9-316) preserving subordination of 
priority by agreement between secured 
parties points to the conclusion that sim- 
ilar arrangements among unsecured lend- 
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ers are not covered unless otherwise 
within the scope of the Article (Chapter). 

4. The enforcement of subordination 
agreements is largely left to supplemen- 
tary principles under Section 1-103 
(A.C.A. § 4-1-103). If the subordinated 
debt is evidenced by an investment secu- 
rity, Section 8-202(1) (A.C.A. § 4-8-202(1)) 
authorizes enforcement against purchas- 
ers on terms stated or referred to on the 
security. If the fact of subordination is 
noted on a negotiable instrument, a holder 
under Sections 3-302 (A.C.A. § 4-3-302) 
and 3-306 (A.C.A. § 4-3-306) is subject to 
the term because notice precludes him 
from taking free of the subordination. Sec- 
tions 3-302(3)(a) (A.C.A. § 4-3-302(3)(a)), 
3-306 (A.C.A. § 4-3-306) and 8-317 


(A.C.A. § 4-8-317) severely limit the 
rights of levying creditors of a subordi- 
nated creditor in such cases. 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
PANY» 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 1-201 


ARTICLE 2 
(A.C.A. § 4-2-101 et seq.) 


Comment to § 2-101 (A.C.A. § 4-2-101)* 


This Article (Chapter) is a complete 
revision and modernization of the Uni- 
form Sales Act which was promulgated by 
the National Conference of Commission- 
ers on Uniform State Laws in 1906 and 
has been adopted in 34 states and Alaska, 
the District of Columbia and Hawaii. 

The coverage of the present Article 
(Chapter) is much more extensive than 
that of the old Sales Act and extends to the 
various bodies of case law which have 
been developed both outside of and under 
the latter. 

The arrangement of the present Article 
(Chapter) is in terms of contract for sale 
and the various steps of its performance. 
The legal consequences are stated as fol- 
lowing directly from the contract and ac- 


tion taken under it without resorting to 
the idea of when property or title passed 
or was to pass as being the determining 
factor. The purpose is to avoid making 
practical issues between practical men 
turn upon the location of an intangible 
something, the passing of which no man 
can prove by evidence and to substitute 
for such abstractions proof of words and 
actions of a tangible character. 


* This section was amended by Acts 1967, 
No. 303, § 3, to make it conform to the 
Uniform Commercial Code Section by 
adding language that was omitted from 
the original enactment by the Arkansas 
General Assembly. 


Comment to § 2-102 (A.C.A. § 4-2-102) 


Prior Uniform Statutory Provision: Sec- 
tion 75, Uniform Sales Act. 


Changes: Section 75 has been rephrased. 


Purposes of Changes and New Matter: 
To make it clear that: 

The Article (Chapter) leaves substan- 
tially unaffected the law relating to pur- 
chase money security such as conditional 
sale or chattel mortgage though it regu- 
lates the general sales aspects of such 
transactions. “Security transaction” is 


used in the same sense as in the Article 
(Chapter) on Secured Transactions (Arti- 
cle 9 (Chapter 9)). 


Cross Reference: 
Article 9 (Chapter 9). 


Definitional Cross References: 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
PAGAL 

“Contract for 
(A.C.A. § 4-2-106). 


sale”. Section 2-106 
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“Present sale”. Section 2-106 (A.C.A. 
§ 4-2-106). 
“Sale”. Section 2-106 (A.C.A. § 4-2-106). 


Comment to § 2-103 (A.C.A. § 4-2-103) 


Prior Uniform Statutory Provision: Sub- 
section (1) (A.C.A. § 4-2-103(1)): Section 
76, Uniform Sales Act. 


Changes: 

The definitions of “buyer” and “seller” 
have been slightly rephrased, the refer- 
ence in Section 76 of the prior Act to “Any 
legal successor in interest of such person” 
being omitted. The definition of “receipt” 
is new. 


Purposes of Changes and New Matter: 

1. The phrase “any legal successor in 
interest of such person” has been elimi- 
nated since Section 2-210 (A.C.A. § 4-2- 
210) of this Article (Chapter), which limits 
some types of delegation of performance 
on assignment of a sales contract, makes 
it clear that not every such successor can 
be safely included in the definition. In 
every ordinary case, however, such succes- 
sors are as of course included. 


2. “Receipt” must be distinguished from 
delivery particularly in regard to the prob- 
lems arising out of shipment of goods, 
whether or not the contract calls for mak- 
ing delivery by way of documents of title, 
since the seller may frequently fulfill his 
obligations to “deliver” even though the 
buyer may never “receive” the goods. De- 
livery with respect to documents of title is 
defined in Article 1 (Chapter 1) and re- 
quires transfer of physical delivery. Oth- 
erwise the many divergent incidents of 
delivery are handled incident by incident. 


Cross References: 

Point 1: See Section 2-210 (A.C.A. § 4- 
2-210) and Comment thereon. 

Point 2: Section 1-201 (A.C.A. § 4-1- 
201). 


Definitional Cross Reference: 
“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-104 (A.C.A. § 4-2-104) 


Prior Uniform Statutory Provision: None. 
But see Sections 15(2), (5), 16(c), 45(2) and 
71, Uniform Sales Act, and Sections 35 
and 37, Uniform Bills of Lading Act for 
examples of the policy expressly provided 
for in this Article. 


Purposes: 

1. This Article (Chapter) assumes that 
transactions between professionals in a 
given field require special and clear rules 
which may not apply to a casual or inex- 
perienced seller or buyer. It thus adopts a 
policy of expressly stating rules applicable 
“between merchants” and “as against a 
merchant”, wherever they are needed in- 
stead of making them depend upon the 
circumstances of each case as in the stat- 
utes cited above. This section lays the 
foundation of this policy by defining those 
who are to be regarded as professionals or 
“merchants” and by stating when a trans- 
action is deemed to be “between mer- 
chants”. 

2. The term “merchant” as defined here 
roots in the “law merchant” concept of a 
professional in business. The professional 


status under the definition may be based 
upon specialized knowledge as to the 
goods, specialized knowledge as to busi- 
ness practices, or specialized knowledge 
as to both and which kind of specialized 
knowledge may be sufficient to establish 
the merchant status is indicated by the 
nature of the provisions. 

The special provisions as to merchants 
appear only in this Article (Chapter) and 
they are of three kinds. Sections 2-201(2) 
(A.C.A. § 4-2-201(2)), 2-205 (A.C.A. § 4-2- 
205), 2-207 (A.C.A. § 4-2-207) and 2-209 
(A.C.A. § 4-2-209) dealing with the stat- 
ute of frauds, firm offers, confirmatory 
memoranda and modification rest on nor- 
mal business practices which are or ought 
to be typical of and familiar to any person 
in business. For purposes of these sections 
almost every person in business would, 
therefore, be deemed to be a “merchant” 
under the language “who ... by his occu- 
pation holds himself out as having knowl- 
edge or skill peculiar to the practices ... 
involved in the transaction ...,” since the 
practices involved in the transaction are 
nonspecialized business practices such as 
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answering mail. In this type of provision, 
banks or even universities, for example, 
well may be “merchants.” But even these 
sections only apply to a merchant in his 
mercantile capacity; a lawyer or bank 
president buying fishing tackle for his 
own use is not a merchant. 

On the other hand, in Section 2-314 
(A.C.A. § 4-2-314) on the warranty of 
merchantability, such warranty is implied 
only “if the seller is a merchant with 
respect to goods of that kind.” Obviously 
this qualification restricts the implied 
warranty to a much smaller group than 
everyone who is engaged in business and 
requires a professional status as to partic- 
ular kinds of goods. The exception in Sec- 
tion 2-402(2) (A.C.A. § 4-2-402(2)) for re- 
tention of possession by a merchant-seller 
falls in the same class; as does Section 
2-403(2) (A.C.A. § 4-2-403(2)) on entrust- 
ing of possession to a merchant “who deals 
in goods of that kind”. 

A third group of sections includes 
2-103(1)(b) (A.C.A. § 4-2-103(1)(b)), which 
provides that in the case of a merchant 
“good faith” includes observance of reason- 
able commercial standards of fair dealing 
in the trade; 2-327(1)(c) (A.C.A. § 4-2- 
327(1)(c)), 2-603 (A.C.A. § 4-2-603) and 
2-605 (A.C.A. § 4-2-605), dealing with re- 
sponsibilities of merchant buyers to follow 
seller’s instructions, etc.; 2-509 (A.C.A. 
§ 4-2-509) on risk of loss, and 2-609 
(A.C.A. § 4-2-609) on adequate assurance 
of performance. This group of sections 
applies to persons who are merchants 
under either the “practices” or the “goods” 
aspect of the definition of merchant. 


3. The “or to whom such knowledge or 
skill may be attributed by his employment 
of an agent or broker ...” clause of the 
definition of merchant means that even 
persons such as universities, for example, 
can come within the definition of mer- 
chant if they have regular purchasing 
departments or business personnel who 
are familiar with business practices and 
who are equipped to take any action re- 
quired. 


Cross References: 

Point 1: See Sections 1-102 (A.C.A. § 4- 
1-102) and 1-208 (A.C.A. § 4-1-2083). 

Point 2: See Sections 2-314 (A.C.A. § 4- 
2-314), 2-315 (A.C.A. § 4-2-315) and 2-320 
(A.C.A. § 4-2-320) to 2-325 (A.C.A. § 4-2- 
325) of this Article (Chapter), and Article 9 
(Chapter 9). 


Definitional Cross References: 

“Bank”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract for 
(A.C.A. § 4-2-106). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


sale”. Section 2-106 


Section 1-201 


Comment to § 2-105 (A.C.A. § 4-2-105) 


Prior Uniform Statutory Provision: Sub- 
sections (1), (2), (3) and (4) — Sections 5, 6 
and 76, Uniform Sales Act; Subsections (5) 
and (6) — none. 


Changes: Rewritten. 


Purposes of Changes and New Matter: 

1. Subsection (1) (A.C.A. § 4-2-105(1)) 
on “goods”: The phraseology of the prior 
uniform statutory provision has been 
changed so that: 

The definition of goods is based on the 
concept of movability and the term “chat- 
tels personal” is not used. It is not in- 
tended to deal with things which are not 


fairly identifiable as movables before the 
contract is performed. 

Growing crops are included within the 
definition of goods since they are fre- 
quently intended for sale. The concept of 
“industrial” growing crops has been aban- 
doned, for under modern practices fruit, 
perennial hay, nursery stock and the like 
must be brought within the scope of this 
Article (Chapter). The young of animals 
are also included expressly in this defini- 
tion since they, too, are frequently in- 
tended for sale and may be contracted for 
before birth. The period of gestation of 
domestic animals is such that the provi- 
sions of the section on identification can 
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apply as in the case of crops to be planted. 
The reason of this definition also leads to 
the inclusion of a wool crop or the like as 
“goods” subject to identification under this 
Article (Chapter). 

The exclusion of “money in which the 
price is to be paid” from the definition of 
goods does not mean that foreign currency 
which is included in the definition of 
money may not be the subject matter of a 
sales transaction. Goods is intended to 
cover the sale of money when money is 
being treated as a commodity but not to 
include it when money is the medium of 
payment. 

As to contracts to sell timber, minerals, 
or structures to be removed from the land 
Section 2-107(1) (A.C.A. § 4-2-107) 
(Goods to be severed from Realty: record- 
ing) controls. 

The use of the word “fixtures” is avoided 
in view of the diversity of definitions of 
that term. This Article (Chapter) in in- 
cluding within its scope “things attached 
to realty” adds the further test that they 
must be capable of severance without ma- 
terial harm thereto. As between the par- 
ties any identified things which falls 
within that definition becomes “goods” 
upon the making of the contract for sale. 

“Investment securities” are expressly 
excluded from the coverage of this Article 
(Chapter). It is not intended by this exclu- 
sion, however, to prevent the application 
of a particular section of this Article 
(Chapter) by analogy to securities (as was 
done with the Original Sales Act in Agar v. 
Orda, 264 N.Y. 248, 190 N.E. 479, 99 
A.L.R. 269 (1934)) when the reason of that 
section makes such application sensible 
and the situation involved is not covered 
by the Article (Chapter) of this Act dealing 
specifically with such securities (Article 8 
(Chapter 8)). 

2. References to the fact that a contract 
for sale can extend to future or contingent 
goods and that ownership in common fol- 


lows the sale of a part interest have been 
omitted here as obvious without need for 
expression; hence no inference to negate 
these principles should be drawn from 
their omission. 

3. Subsection (4) (A.C.A. § 4-2-105(1)) 
does not touch the question of how far an 
appropriation of a bulk of fungible goods 
may or may not satisfy the contract for 
sale. 

4. Subsections (5) (A.C.A. § 4-2-105(5)) 
and (6) (A.C.A. § 4-2-105(6)) on “lot” and 
“commercial unit” are introduced to aid in 
the phrasing of later sections. 

5. The question of when an identifica- 
tion of goods takes place is determined by 
the provisions of Section 2-501 (A.C.A. 
§ 4-2-501) and all that this section says is 
what kinds of goods may be the subject of 
a sale. 


Cross References: 

Point 1: Sections 2-107 (A.C.A. § 4-2- 
107), 2-201 (A.C.A. § 4-2-201), 2-501 
(A.C.A. § 4-2-501) and Article 8 (Chapter 
8). 

Point 5: Section 2-501 (A.C.A. § 4-2- 
501). 

See also Section 1-201 (A.C.A. § 4-1- 
201). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Fungible”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Present sale”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Sale”. Section 2-106 (A.C.A. § 4-2-106). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 2-106 


Comment to § 2-106 (A.C.A. § 4-2-106) 


Prior Uniform Statutory Provision: Sub- 
section (1) (A.C.A. § 4-2-106(1)) — Section 
1(1) and (2), Uniform Sales Act; Subsec- 
tion (2) (A.C.A. § 4-2-106(2)) — none, but 
subsection generally continues policy of 
Sections 11, 44 and 69, Uniform Sales Act; 


Subsections (3) (A.C.A. § 4-2-106(3)) and 
(4) (A.C.A. § 4-2-106(4)) — none. 


Changes: Completely rewritten. 


Purposes of Changes and New Matter: 
1. Subsection (1) (A.C.A. § 4-2-106(1)): 
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“Contract for sale” is used as a general 
concept throughout this Article (Chapter), 
but the rights of the parties do not vary 
according to whether the transaction is a 
present sale or a contract to sell unless the 
Article (Chapter) expressly so provides. 

2. Subsection (2) (A.C.A. § 4-2-106(2)): 
It is in general intended to continue the 
policy of requiring exact performance by 
the seller of his obligations as a condition 
to his right to require acceptance. How- 
ever, the seller is in part safeguarded 
against surprise as a result of sudden 
technicality on the buyer’s part by the 
provisions of Section 2-508 (A.C.A. § 4-2- 
508) on seller’s cure of improper tender or 
delivery. Moreover, usage of trade fre- 
quently permits commercial leeways in 
performance and the language of the 
agreement itself must be read in the light 
of such custom or usage and also, prior 
course of dealing, and in a long term 
contract, the course of performance. 

3. Subsections (3) (A.C.A. § 4-2-106(3)) 
and (4) (A.C.A. § 4-2-106(4)): These sub- 
sections are intended to make clear the 


distinction carried forward throughout 
this Article (Chapter) between termina- 
tion and cancellation. 


Cross References: 

Point 2: Sections 1-203 (A.C.A. § 4-1- 
203), 1-205 (A.C.A. § 4-1-205), 2-208 
(A.C.A. § 4-2-208) and 2-508 (A.C.A. § 4- 
2-508). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


1972 Official Comment to § 2-107 (A.C.A. § 4-2-107)* 


Prior Uniform Statutory Provision: See 
Section 76, Uniform Sales Act on prior 
policy; Section 7, Uniform Conditional 
Sales Act. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-2-107(1)). 
Notice that this subsection applies only if 
the minerals or structures “are to be sev- 
ered by the seller”. If the buyer is to sever, 
such transactions are considered con- 
tracts affecting land and all problems of 
the Statute of Frauds and of the recording 
of land rights apply to them. Therefore, 
the Statute of Frauds section of this Arti- 
cle (Chapter) does not apply to such con- 
tracts though they must conform to the 
Statute of Frauds affecting the transfer of 
interests in land. 

2. Subsection (2) (A.C.A. § 4-2-107(2)). 
“Things attached” to the realty which can 
be severed without material harm are 
goods within this Article (Chapter) re- 
gardless of who is to effect the severance. 
The word “fixtures” has been avoided be- 
cause of the diverse definitions of this 
term, the test of “severance without mate- 
rial harm” being substituted. 

The provision in subsection (3) (A.C.A. 


§ 4-2-107(3)) for recording such contracts 
is within the purview of this Article 
(Chapter) since it is a means of preserving 
the buyer’s rights under the contract of 
sale. 

3. The security phases of things at- 
tached to or to become attached to realty 
are dealt with in the Article (Chapter) on 
Secured Transactions (Article 9 (Chapter 
9)) and it is to be noted that the definition 
of goods in that Article (Chapter) differs 
from the definition of goods in this Article 
(Chapter). 

However, both Articles (Chapters) treat 
as goods growing crops and also timber to 
be cut under a contract of severance. 


Cross References: 

Point 1: Section 2-201 (A.C.A. § 4-2- 
201). 

Point 2: Section 2-105 (A.C.A. § 4-2- 
105). 

Point 3: Article 9 (Chapter 9) and Sec- 
tion 9-105 (A.C.A. § 4-9-1085). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 
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“Contract for sale’. Section 2-106 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Present sale”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


*This section was amended by Acts 1973 
No. 116, § 3, to incorporate the 1972 
changes to this Uniform Commercial Code 
section. 


Comment to § 2-201 (A.C.A. § 4-2-201) 


Prior Uniform Statutory Provision: Sec- 
tion 4, Uniform Sales Act (which was 
based on Section 17 of the Statute of 29 
Charles II). 


Changes: Completely rephrased; re- 
stricted to sale of goods. See also Sections 
1-206 (A.C.A. § 4-1-206), 8-319 (A.C.A. 
§ 4-8-319) and 9-203 (A.C.A. § 4-9-203). 


Purposes of Changes: The changed 
phraseology of this section is intended to 
make it clear that: 

1. The required writing need not con- 
tain all the material terms of the contract 
and such material terms as are stated 
need not be precisely stated. All that is 
required is that the writing afford a basis 
for believing that the offered oral evidence 
rests on a real transaction. It may be 
written in lead pencil on a scratch pad. It 
need not indicate which party is the buyer 
and which the seller. The only term which 
must appear is the quantity term which 
need not be accurately stated but recovery 
is limited to the amount stated. The price, 
time and place of payment or delivery, the 
general quality of the goods, or any par- 
ticular warranties may all be omitted. 

Special emphasis must be placed on the 
permissibility of omitting the price term 
in view of the insistence of some courts on 
the express inclusion of this term even 
where the parties have contracted on the 
basis of a published price list. In many 
valid contracts for sale the parties do not 
mention the price in express terms, the 
buyer being bound to pay and the seller to 
accept a reasonable price which the trier 
of the fact may well be trusted to deter- 
mine. Again frequently the price is not 
mentioned since the parties have based 
their agreement on a price list or cata- 
logue known to both of them and this list 
serves as an efficient safeguard against 


perjury. Finally, “market” prices and val- 
uations that are current in the vicinity 
constitute a similar check. Thus if the 
price is not stated in the memorandum it 
can normally be supplied without danger 
of fraud. Of course if the “price” consists of 
goods rather than money the quantity of 
goods must be stated. 

Only three definite and invariable re- 
quirements as to the memorandum are 
made by this subsection. First, it must 
evidence a contract for the sale of goods; 
second, it must be “signed”, a word which 
includes any authentication which identi- 
fies the party to be charged; and third, it 
must specify a quantity. 

2. “Partial performance’ as a substitute 
for the required memorandum can vali- 
date the contract only for the goods which 
have been accepted or for which payment 
has been made and accepted. 

Receipt and acceptance either of goods 
or of the price constitutes an unambigu- 
ous overt admission by both parties that a 
contract actually exists. If the court can 
make a just apportionment, therefore, the 
agreed price of any goods actually deliv- 
ered can be recovered without a writing 
or, if the price has been paid, the seller can 
be forced to deliver an apportionable part 
of the goods. The overt actions of the 
parties make admissible evidence of the 
other terms of the contract necessary to a 
just apportionment. This is true even 
though the actions of the parties are not in 
themselves inconsistent with a different 
transaction such as a consignment for 
resale or a mere loan of money. 

Part performance by the buyer requires 
the delivery of something by him that is 
accepted by the seller as such perfor- 
mance. Thus, part payment may be made 
by money or check, accepted by the seller. 
If the agreed price consists of goods or 


COMMENTARIES 23 


services, then they must also have been 
delivered and accepted. 

3. Between merchants, failure to an- 
swer a written confirmation of a contract 
within ten days of receipt is tantamount 
to a writing under subsection (2) (A.C.A. 
§ 4-2-201(2)) and is sufficient against 
both parties under subsection (1) (A.C.A. 
§ 4-2-201(1)). The only effect, however, is 
to take away from the party who fails to 
answer the defense of the Statute of 
Frauds; the burden of persuading the trier 
of fact that a contract was in fact made 
orally prior to the written confirmation is 
unaffected. Compare the effect of a failure 
to reply under Section 2-207 (A.C.A. § 4- 
2-207). 

4. Failure to satisfy the requirements 
of this section does not render the contract 
void for all purposes, but merely prevents 
it from being judicially enforced in favor of 
a party to the contract. For example, a 
buyer who takes possession of goods as 
provided in an oral contract which the 
seller has not meanwhile repudiated, is 
not a trespasser. Nor would the Statute of 
Frauds provisions of this section be a 
defense to a third person who wrongfully 
induces a party to refuse to perform an 
oral contract, even though the injured 
party cannot maintain an action for dam- 
ages against the party so refusing to per- 
form. 

5. The requirement of “signing” is dis- 
cussed in the comment to Section 1-201 
(A.C.A. § 4-1-201). 

6. It is not necessary that the writing 
be delivered to anybody. It need not be 
signed or authenticated by both parties 
but it is, of course, not sufficient against 
one who has not signed it. Prior to a 
dispute no one can determine which par- 
ty’s signing of the memorandum may be 
necessary but from the time of contracting 


each party should be aware that to him it 
is signing by the other which is important. 

7. If the making of a contract is admit- 
ted in court, either in a written pleading, 
by stipulation or by oral statement before 
the court, no additional writing is neces- 
sary for protection against fraud. Under 
this section it is no longer possible to 
admit the contract in court and still treat 
the Statute as a defense. However, the 
contract is not thus conclusively estab- 
lished. The admission so made by a party 
is itself evidential against him of the truth 
of the facts so admitted and of nothing 
more; as against the other party, it is not 
evidential at all. 


Cross References: 

See Sections 1-201 (A.C.A. § 4-1-201), 
2-202 (A.C.A. § 4-2-202), 2-207 (A.C.A. 
§ 4-2-207), 2-209 (A.C.A. § 4-2-209) and 
2-304 (A.C.A. § 4-2-304). 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Between merchants”. 
(A.C.A. § 4-2-104). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 


Section 2-104 


sale”. Section 2-106 


105). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Reasonable time”. Section 1-204 


(A.C.A. § 4-1-204). 
“Sale”. Section 2-106 (A.C.A. § 4-2-106). 
“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-202 (A.C.A. § 4-2-202) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section definitely rejects: 

(a) Any assumption that because a 
writing has been worked out which is final 
on some matters, it is to be taken as 
including all the matters agreed upon; 

(b) The premise that the language used 
has the meaning attributable to such lan- 
guage by rules of construction existing in 


the law rather than the meaning which 
arises out of the commercial context in 
which it was used; and 

(c) The requirement that a condition 
precedent to the admissibility of the type 
of evidence specified in paragraph (a) is an 
original determination by the court that 
the language used is ambiguous. 

2. Paragraph (a) makes admissible ev- 
idence of course of dealing, usage of trade 
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and course of performance to explain or 
supplement the terms of any writing stat- 
ing the agreement of the parties in order 
that the true understanding of the parties 
as to the agreement may be reached. Such 
writings are to be read on the assumption 
that the course of prior dealings between 
the parties and the usages of trade were 
taken for granted when the document was 
phrased. Unless carefully negated they 
have become an element of the meaning of 
the words used. Similarly, the course of 
actual performance by the parties is con- 
sidered the best indication of what they 
intended the writing to mean. 

3. Under paragraph (b) consistent addi- 
tional terms, not reduced to writing, may 
be proved unless the court finds that the 
writing was intended by both parties as a 
complete and exclusive statement of all 
the terms. If the additional terms are such 
that, if agreed upon, they would certainly 
have been included in the document in the 


view of the court, then evidence of their 
alleged making must be kept from the 
trier of fact. 


Cross References: 

Point 3: Sections 1-205 (A.C.A. § 4-1- 
205), 2-207 (A.C.A. § 4-2-207), 2-302 
(A.C.A. § 4-2-302) and 2-316 (A.C.A. § 4- 
2-316). 


Definitional Cross References: 

“Agreed” and “agreement”. 
1-201 (A.C.A. § 4-1-201). 

“Course of dealing”. Section 1-205 
(A.C.A. § 4-1-2085). 

“Parties”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Usage of trade”. Section 1-205 (A.C.A. 
§ 4-1-2085). 

“Written” and “writing”. Section 1-201 
(A.C.A. § 4-1-201). 


Section 


Comment to § 2-203 (A.C.A. § 4-2-203) 


Prior Uniform Statutory Provision: Sec- 
tion 3, Uniform Sales Act. 


Changes: Portion pertaining to “seals” re- 
written. 


Purposes of Changes: 

1. This section makes it clear that ev- 
ery effect of the seal which relates to 
“sealed instruments” as such is wiped out 
insofar as contracts for sale are concerned. 
However, the substantial effects of a seal, 
except extension of the period of limita- 
tions, may be had by appropriate drafting 
as in the case of firm offers (see Section 
2-205 (A.C.A. § 4-2-205)). 

2. This section leaves untouched any 
aspects of a seal which relate merely to 
signatures or to authentication of execu- 
tion and the like. Thus, a statute provid- 
ing that a purported signature gives 
prima facie evidence of its own authentic- 
ity or that a signature gives prima facie 


evidence of consideration is still applica- 
ble to sales transactions even though a 
seal may be held to be a signature within 
the meaning of such a statute. Similarly, 
the authorized affixing of a corporate seal 
bearing the corporate name to a contrac- 
tual writing purporting to be made by the 
corporation may have effect as a signature 
without any reference to the law of sealed 
instruments. 


Cross Reference: 
Point 1: Section 2-205 (A.C.A. § 4-2- 
205). 


Definitional Cross References: 

“Contract for sale”. Section 2-106 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-204 (A.C.A. § 4-2-204) 


Prior Uniform Statutory Provision: Sec- 
tions 1 and 3, Uniform Sales Act. 


Changes: Completely rewritten by this 
and other sections of this Article (Chap- 
ter). 


Purposes of Changes: 

Subsection (1) (A.C.A. § 4-2-204(1)) 
continues without change the basic policy 
of recognizing any manner of expression of 
agreement, oral, written or otherwise. The 
legal effect of such an agreement is, of 
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course, qualified by other provisions of 
this Article. 

Under subsection (1) (A.C.A. § 4-2- 
204(1)) appropriate conduct by the parties 
may be sufficient to establish an agree- 
ment. Subsection (2) (A.C.A. § 4-2-204(2)) 
is directed primarily to the situation 
where the interchanged correspondence 
does not disclose the exact point at which 
the deal was closed, but the actions of the 
parties indicate that a binding obligation 
has been undertaken. 

Subsection (3) (A.C.A. § 4-2-204(3)) 
states the principle as to “open terms” 
underlying later sections of the Article 
(Chapter). If the parties intend to enter 
into a binding agreement, this subsection 
recognizes that agreement as valid in law, 
despite missing terms, if there is any 
reasonably certain basis for granting a 
remedy. The test is not certainty as to 
what the parties were to do nor as to the 
exact amount of damages due the plain- 
tiff. Nor is the fact that one or more terms 
are left to be agreed upon enough of itself 
to defeat an otherwise adequate agree- 
ment. Rather, commercial standards on 
the point of “indefiniteness” are intended 
to be applied, this Act making provision 
elsewhere for missing terms needed for 
performance, open price, remedies and the 
like. 


The more terms the parties leave open, 
the less likely it is that they have intended 
to conclude a binding agreement, but their 
actions may be frequently conclusive on 
the matter despite the omissions. 


Cross References: 

Subsection (1) (A.C.A. § 4-2-204(1)): 
Sections 1-103 (A.C.A. § 4-1-103), 2-201 
(A.C.A, § 4-2-201) and 2-302 (A.C.A. § 4- 
2-302). 

Subsection (2) (A.C.A. § 4-2-204(2)): 
Sections 2-205 through 2-209 (A.C.A. 
§§ 4-2-205 through 4-2-209). 

Subsection (3) (A.C.A. § 4-2-204(3)): 
See part 3. 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


sale”. Section 2-106 


Comment to § 2-205 (A.C.A. § 4-2-205) 


Prior Uniform Statutory Provision: Sec- 
tions 1 and 3, Uniform Sales Act. 


Changes: Completely rewritten by this 
and other sections of this Article (Chap- 
ter). 


Purposes of Changes: 

1. This section is intended to modify 
the former rule which required that “firm 
offers” be sustained by consideration in 
order to bind, and to require instead that 
they must merely be characterized as 
such and expressed in signed writings. 

2. The primary purpose of this section 
is to give effect to the deliberate intention 
of a merchant to make a current firm offer 
binding. The deliberation is shown in the 
case of an individualized document by the 
merchant’s signature to the offer, and in 
the case of an offer included on a form 
supplied by the other party to the trans- 
action by the separate signing of the par- 


ticular clause which contains the offer. 
“Signed” here also includes authentication 
but the reasonableness of the authentica- 
tion herein allowed must be determined in 
the light of the purpose of the section. The 
circumstances surrounding the signing 
may justify something less than a formal 
signature or initialing but typically the 
kind of authentication involved here 
would consist of a minimum of initialing 
of the clause involved. A handwritten 
memorandum on the writer’s letterhead 
purporting in its terms to “confirm” a firm 
offer already made would be enough to 
satisfy this section, although not sub- 
scribed, since under the circumstances it 
could not be considered a memorandum of 
mere negotiation and it would adequately 
show its own authenticity. Similarly, an 
authorized telegram will suffice, and this 
is true even though the original draft 
contained only a typewritten signature. 
However, despite settled courses of deal- 
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ing or usages of the trade whereby firm 
offers are made by oral communication 
and relied upon without more evidence, 
such offers remain revocable under this 
Article (Chapter) since authentication by 
a writing is the essence of this section. 

3. This section is intended to apply to 
current “firm” offers and not to long term 
options, and an outside time limit of three 
months during which such offers remain 
irrevocable has been set. The three month 
period during which firm offers remain 
irrevocable under this section need not be 
stated by days or by date. If the offer 
states that it is “guaranteed” or “firm” 
until the happening of a contingency 
which will occur within the three month 
period, it will remain irrevocable until 
that event. A promise made for a longer 
period will operate under this section to 
bind the offeror only for the first three 
months of the period but may of course be 
renewed. If supported by consideration it 
may continue for as long as the parties 
specify. This section deals only with the 
offer which is not supported by consider- 
ation. 

4. Protection is afforded against the in- 
advertent signing of a firm offer when 
contained in a form prepared by the of- 
feree by requiring that such a clause be 


separately authenticated. If the offer 
clause is called to the offeror’s attention 
and he separately authenticates it, he will 
be bound; Section 2-302 (A.C.A. § 4-2- 
302) may operate, however, to prevent an 
unconscionable result which otherwise 
would flow from other terms appearing in 
the form. 

5. Safeguards are provided to offer re- 
lief in the case of material mistake by 
virtue of the requirement of good faith and 
the general law of mistake. 


Cross References: 

Point 1: Section 1-102 (A.C.A. § 4-1- 
102). 

Point 2: Section 1-102 (A.C.A. § 4-1- 
102). 

Point 3: Section 2-201 (A.C.A. § 4-2- 
201). 

Point 5: Section 2-302 (A.C.A. § 4-2- 
302). 


Definitional Cross References: 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Merchant”. Section 2-104 (A.C.A. § 4- 
2-104). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-206 (A.C.A. § 4-2-206) 


Prior Uniform Statutory Provision: Sec- 
tions 1 and 3, Uniform Sales Act. 


Changes: Completely rewritten in this 
and other sections of this Article (Chap- 
ter). 


Purposes of Changes: To make it clear 
that: 

1. Any reasonable manner of accep- 
tance is intended to be regarded as avail- 
able unless the offeror has made quite 
clear that it will not be acceptable. Former 
technical rules as to acceptance, such as 
requiring that telegraphic offers be ac- 
cepted by telegraphed acceptance, etc., 
are rejected and a criterion that the accep- 
tance be “in any manner and by any 
medium reasonable under the circum- 
stances,” is substituted. This section is 
intended to remain flexible and its appli- 
cability to be enlarged as new media of 
communication develop or as the more 
time-saving present day media come into 
general use. 


2. Either shipment or a prompt prom- 
ise to ship is made a proper means of 
acceptance of an offer looking to current 
shipment. In accordance with ordinary 
commercial understanding the section in- 
terprets an order looking to current ship- 
ment as allowing acceptance either by 
actual shipment or by a prompt promise to 
ship and rejects the artificial theory that 
only a single mode of acceptance is nor- 
mally envisaged by an offer. This is true 
even though the language of the offer 
happens to be “ship at once” or the like. 
“Shipment” is here used in the same sense 
as in Section 2-504 (A.C.A. § 4-2-504); it 
does not include the beginning of delivery 
by the seller’s own truck or by messenger. 
But loading on the seller’s own truck 
might be a beginning of performance un- 
der subsection (2) (A.C.A. § 4-2-206(2)). 

3. The beginning of performance by an 
offeree can be effective as acceptance so as 
to bind the offeror only if followed within a 
reasonable time by notice to the offeror. 
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Such a beginning of performance must 
unambiguously express the offeree’s in- 
tention to engage himself. For the protec- 
tion of both parties it is essential that 
notice follow in due course to constitute 
acceptance. Nothing in this section how- 
ever bars the possibility that under the 
common law performance begun may 
have an intermediate effect of temporarily 
barring revocation of the offer, or at the 
offeror’s option, final effect in constituting 
acceptance. 

4. Subsection (1)(b) (A.C.A. § 4-2- 
206(1)(b)) deals with the situation where a 
shipment made following an order is 
shown by a notification of shipment to be 
referable to that order but has a defect. 
Such a non-conforming shipment is nor- 
mally to be understood as intended to 
close the bargain, even though it proves to 


have been at the same time a breach. 
However, the seller by stating that the 
shipment is non-conforming and is offered 
only as an accommodation to the buyer 
keeps the shipment or notification from 
operating as an acceptance. 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conforming”. 
§ 4-2-106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Reasonable time”. 
(A.C.A. § 4-1-204). 


Section 2-106 (A.C.A. 


Section 1-204 


Comment to § 2-207 (A.C.A. § 4-2-207) 


Prior Uniform Statutory Provision: Sec- 
tions 1 and 3, Uniform Sales Act. 


Changes: Completely rewritten by this 
and other sections of this Article (Chap- 
ter). 


Purposes of Changes: 

1. This section is intended to deal with 
two typical situations. The one is where 
an agreement has been reached either 
orally or by informal correspondence be- 
tween the parties and is followed by one or 
both of the parties sending formal ac- 
knowledgments or memoranda embody- 
ing the terms so far as agreed upon and 
adding terms not discussed. The other 
situation is one in which a wire or letter 
expressed and intended as the closing or 
confirmation of an agreement adds fur- 
ther minor suggestions or proposals such 
as “ship by Tuesday,” “rush,” “ship draft 
against bill of lading inspection allowed,” 
or the like. 

2. Under this Article (Chapter) a pro- 
posed deal which in commercial under- 
standing has in fact been closed is recog- 
nized as a contract. Therefore, any 
additional matter contained either in the 
writing intended to close the deal or in a 
later confirmation falls within subsection 
(2) (A.C.A. § 4-2-207(2)) and must be re- 
garded as a proposal for an added term 
unless the acceptance is made conditional 
on the acceptance of the additional terms. 


3. Whether or not additional or differ- 
ent terms will become part of the agree- 
ment depends upon the provisions of sub- 
section (2) (A.C.A. § 4-2-207(2)). If they 
are such as materially to alter the original 
bargain, they will not be included unless 
expressly agreed to by the other party. If, 
however, they are terms which would not 
so change the bargain they will be incor- 
porated unless notice of objection to them 
has already been given or is given within 
a reasonable time. 

4, Examples of typical clauses which 
would normally “materially alter” the con- 
tract and so result in surprise or hardship 
if incorporated without express awareness 
by the other party are: a clause negating 
such standard warranties as that of mer- 
chantability or fitness for a particular 
purpose in circumstances in which either 
warranty normally attaches; a clause re- 
quiring a guaranty of 90% or 100% deliv- 
eries in a case such as a contract by 
cannery, where the usage of the trade 
allows greater quantity leeways; a clause 
reserving to the seller the power to cancel 
upon the buyer’s failure to meet any in- 
voice when due; a clause requiring that 
complaints be made in a time materially 
shorter than customary or reasonable. 

5. Examples of clauses which involve 
no element of unreasonable surprise and 
which therefore are to be incorporated in 
the contract unless notice of objection is 
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seasonably given are: a clause setting 
forth and perhaps enlarging slightly upon 
the seller’s exemption due to supervening 
causes beyond his control, similar to those 
covered by the provision of this Article 
(Chapter) on merchant’s excuse by failure 
of presupposed conditions or a clause fix- 
ing in advance any reasonable formula of 
proration under such circumstances; a 
clause fixing a reasonable time for com- 
plaints within customary limits, or in the 
case of a purchase for sub-sale, providing 
for inspection by the sub-purchaser; a 
clause providing for interest on overdue 
invoices or fixing the seller’s standard 
credit terms where they are within the 
range of trade practice and do not limit 
any credit bargained for; a clause limiting 
the right of rejection for defects which fall 
within the customary trade tolerances for 
acceptance “with adjustment” or other- 
wise limiting remedy in a reasonable 
manner (see Sections 2-718 (A.C.A. § 4-2- 
718) and 2-719 (A.C.A. § 4-2-719)). 

6. If no answer is received within a 
reasonable time after additional terms are 
proposed, it is both fair and commercially 
sound to assume that their inclusion has 
been assented to. Where clauses on con- 
firming forms sent by both parties conflict 
each party must be assumed to object to a 
clause of the other conflicting with one on 
the confirmation sent by himself. As a 
result the requirement that there be no- 
tice of objection which is found in subsec- 
tion (2) (A.C.A. § 4-2-207(2)) is satisfied 
and the conflicting terms do not become a 


part of the contract. The contract then 
consists of the terms originally expressly 
agreed to, terms on which the confirma- 
tions agree, and terms supplied by this 
Act, including subsection (2) (A.C.A. § 4- 
2-207(2)). 


Cross References: 

See generally Section 2-302 (A.C.A. § 4- 
2-302). 

Point 5: Sections 2-513 (A.C.A. § 4-2- 
513), 2-602 (A.C.A. § 4-2-602), 2-607 
(A.C.A. § 4-2-607), 2-609 (A.C.A. § 4-2- 
609), 2-612 (A.C.A. § 4-2-612), 2-614 
(A.C.A. § 4-2-614), 2-615 (A.C.A. § 4-2- 
615), 2-616 (A.C.A. § 4-2-616), 2-718 
(A.C.A. § 4-2-718) and 2-719 (A.C.A. § 4- 
2-719). 

Point 6: Sections 1-102 (A.C.A. § 4-1- 
102) and 2-104 (A.C.A. § 4-2-104). 


Definitional Cross References: 

“Between merchants”. Section 2-104 
(A.C.A. § 4-2-104). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 


201). 

“Notification”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Reasonable time”. Section 1-204 
(A.C.A. § 4-1-204). 

“Seasonably”. Section 1-204 (A.C.A. 
§ 4-1-204). 


“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-208 (A.C.A. § 4-2-208) 


Prior Uniform Statutory Provision: No 
such general provision but concept of this 
section recognized by terms such as 
“course of dealing,” “the circumstances of 
the case,” “the conduct of the parties,” etc., 
in Uniform Sales Act. 


Purposes: 

1. The parties themselves know best 
what they have meant by their words of 
agreement and their action under that 
agreement is the best indication of what 
that meaning was. This section thus 
rounds out the set of factors which deter- 
mines the meaning of the “agreement” 
and therefore also of the “unless otherwise 
agreed” qualification to various provisions 


of this Article (Chapter). 


2. Under this section a course of perfor- 
mance is always relevant to determine the 
meaning of the agreement. Express men- 
tion of course of performance elsewhere in 
this Article (Chapter) carries no contrary 
implication when there is a failure to refer 
to it in other sections. 

3. Where it is difficult to determine 
whether a particular act merely sheds 
light on the meaning of the agreement or 
represents a waiver of a term of the agree- 
ment, the preference is in favor of “waiv- 
er” whenever such construction, plus the 
application of the provisions on the rein- 
statement of rights waived (see Section 
2-209 (A.C.A. § 4-2-209)), is needed to 
preserve the flexible character of commer- 


COMMENTARIES 29 


cial contracts and to prevent surprise or 
other hardship. 

4. Asingle occasion of conduct does not 
fall within the language of this section but 
other sections such as the ones on silence 
after acceptance and failure to specify 
particular defects can affect the parties’ 
rights on a single occasion (see Sections 
2-605 (A.C.A. § 4-2-605) and 2-607 
(A.C.A. § 4-2-607)). 


Cross References: 

Point 1: Section 1-201 (A.C.A. § 4-1- 
201). 

Point 2: Section 2-202 (A.C.A. § 4-2- 
202). 

Point 3: Sections 2-209 (A.C.A. § 4-2- 
209), 2-601 (A.C.A. § 4-2-601) and 2-607 
(A.C.A. § 4-2-607). 

Point 4: Sections 2-605 (A.C.A. § 4-2- 
605) and 2-607 (A.C.A. § 4-2-607). 


Comment to § 2-209 (A.C.A. § 4-2-209) 


Prior Uniform Statutory Provision: Sub- 
section (1) (A.C.A. § 4-2-209(1)) — Com- 
pare Section 1, Uniform Written Obliga- 
tions Act; Subsections (2) to (5) (A.C.A. 
§§ 4-2-209(2) to 4-2-209(5)) — none. 


Purposes of Changes and New Matter: 

1. This section seeks to protect and 
make effective all necessary and desirable 
modifications of sales contracts without 
regard to the technicalities which at 
present hamper such adjustments. 

2. Subsection (1) (A.C.A. § 4-2-209(1)) 
provides that an agreement modifying a 
sales contract needs no consideration to be 
binding. 

However, modifications made thereun- 
der must meet the test of good faith im- 
posed by this Act. The effective use of bad 
faith to escape performance on the origi- 
nal contract terms is barred, and the ex- 
tortion of a “modification” without legiti- 
mate commercial reason is ineffective as a 
violation of the duty of good faith. Nor can 
a mere technical consideration support a 
modification made in bad faith. 

The test of “good faith” between mer- 
chants or as against merchants includes 
“observance of reasonable commercial 
standards of fair dealing in the trade” 
(Section 2-103 (A.C.A. § 4-2-103)), and 
may in some situations require an objec- 
tively demonstrable reason for seeking a 
modification. But such matters as a mar- 
ket shift which makes performance come 
to involve a loss may provide such a rea- 
son even though there is no such unfore- 
seen difficulty as would make out a legal 
excuse from performance under Sections 
2-615 (A.C.A. § 4-2-615) and 2-616 
(A.C.A. § 4-2-616). 

3. Subsections (2) (A.C.A. § 4-2-209(2)) 
and (3) (A.C.A. § 4-2-209(3)) are intended 
to protect against false allegations of oral 
modifications. “Modification or rescission” 


includes abandonment or other change by 
mutual consent, contrary to the decision 
in Green v. Doniger, 300 N.Y. 238, 90 N.E. 
2d 56 (1949); it does not include unilateral 
“termination” or “cancellation” as defined 
in Section 2-106 (A.C.A. § 4-2-106). 

The Statute of Frauds provisions of this 
Article (Chapter) are expressly applied to 
modifications by subsection (3) (A.C.A. 
§ 4-2-209(3)). Under those provisions the 
“delivery and acceptance” test is limited to 
the goods which have been accepted, that 
is, to the past. “Modification” for the fu- 
ture cannot therefore be conjured up by 
oral testimony if the price involved is 
$500.00 or more since such modification 
must be shown at least by an authenti- 
cated memo. And since a memo is limited 
in its effect to the quantity of goods set 
forth in it there is safeguard against oral 
evidence. 

Subsection (2) (A.C.A. § 4-2-209(2)) 
permits the parties in effect to make their 
own Statute of Frauds as regards any 
future modification of the contract by giv- 
ing effect to a clause in a signed agree- 
ment which expressly requires any modi- 
fication to be by signed writing. But note 
that if a consumer is to be held to such a 
clause on a form supplied by a merchant it 
must be separately signed. 

4. Subsection (4) (A.C.A. § 4-2-209(4)) 
is intended, despite the provision of sub- 
sections (2) (A.C.A. § 4-2-209(2)) and (3) 
(A.C.A. § 4-2-209(3)), to prevent contrac- 
tual provisions excluding modification ex- 
cept by a signed writing from limiting in 
other respects the legal effect of the par- 
ties’ actual later conduct. The effect of 
such conduct as a waiver is further regu- 
lated in subsection (5) (A.C.A. § 4-2-. 
209(5)). 


Cross References: 
Point 1: Section 1-203 (A.C.A. § 4-1- 
203) 
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Point 2: Sections 1-201 (A.C.A. § 4-1- 
201), 1-203 (A.C.A. § 4-1-2038), 2-615 
(A.C.A. § 4-2-615) and 2-616 (A.C.A. § 4- 
2-616). 

Point 3: Sections 2-106 (A.C.A. § 4-2- 
106), 2-201 (A.C.A. § 4-2-201) and 2-202 
(A.C.A. § 4-2-202). 

Point 4: Sections 2-202 (A.C.A. § 4-2- 
202) and 2-208 (A.C.A. § 4-2-208). 


Definitional Cross References: 
“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 


“Between merchants”. Section 2-104 
(A.C.A. § 4-2-104). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notification”. 
§ 4-1-201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 (A.C.A. 


Comment to § 2-210 (A.C.A. § 4-2-210) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Generally, this section recognizes 
both delegation of performance and as- 
signability as normal and permissible in- 
cidents of a contract for the sale of goods. 

2. Delegation of performance, either in 
conjunction with an assignment or other- 
wise, is provided for by subsection (1) 
(A.C.A. § 4-2-210(1)) where no substan- 
tial reason can be shown as to why the 
delegated performance will not be as sat- 
isfactory as personal performance. 

3. Under subsection (2) (A.C.A. § 4-2- 
210(2)) rights which are no longer execu- 
tory such as a right to damages for breach 
or a right to payment of an “account” as 
defined in the Article (Chapter) on Se- 
cured Transactions (Article 9 (Chapter 9)) 
may be assigned although the agreement 
prohibits assignment. In such cases no 
question of delegation of any performance 
is involved. The assignment of a “contract 
right” as defined in the Article (Chapter) 
on Secured Transactions (Article 9 (Chap- 
ter 9)) is not covered by this subsection. 

4. The nature of the contract or the 
circumstances of the case, however, may 
bar assignment of the contract even where 
delegation of performance is not involved. 
This Article (Chapter) and this section are 
intended to clarify this problem, particu- 
larly in cases dealing with output, re- 
quirement and exclusive dealing con- 
tracts. In the first place the section on 
requirements and exclusive dealing re- 
moves from the construction of the origi- 
nal contract most of the “personal discre- 
tion” element by _ substituting the 
reasonably objective standard of good 
faith operation of the plant or business to 


be supplied. Secondly, the section on inse- 
curity and assurances, which is specifi- 
cally referred to in subsection (5) (A.C.A. 
§ 4-2-210(5)) of this section, frees the 
other party from the doubts and uncer- 
tainty which may afflict him under an 
assignment of the character in question by 
permitting him to demand adequate as- 
surance of due performance without 
which he may suspend his own perfor- 
mance. Subsection (5) (A.C.A. § 4-2- 
210(5)) is not in any way intended to limit 
the effect of the section on insecurity and 
assurances and the word “performance” 
includes the giving of orders under a re- 
quirements contract. Of course, in any 
case where a material personal discretion 
is sought to be transferred, effective as- 
signment is barred by subsection (2) 
(A.C.A. § 4-2-210(2)). 

5. Subsection (4) (A.C.A. § 4-2-210(4)) 
lays down a general rule of construction 
distinguishing between a normal commer- 
cial assignment, which substitutes the as- 
signee for the assignor both as to rights 
and duties, and a financing assignment in 
which only the assignor’s rights are trans- 
ferred. 

This Article (Chapter) takes no position 
on the possibility of extending some rec- 
ognition or power to the original parties to 
work out normal commercial readjust- 
ments of the contract in the case of financ- 
ing assignments even after the original 
obligor has been notified of the assign- 
ment. This question is dealt with in the 
Article (Chapter) on Secured Transactions 
(Article 9 (Chapter 9)). 

6. Subsection (5) (A.C.A. § 4-2-210(5)) 
recognizes that the non-assigning original 
party has a stake in the reliability of the 
person with whom he has closed the orig- 
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inal contract, and is, therefore, entitled to 
due assurance that any delegated perfor- 
mance will be properly forthcoming. 

7. This section is not intended as a 
complete statement of the law of delega- 
tion and assignment but is limited to 
clarifying a few points doubtful under the 
case law. Particularly, neither this section 
nor this Article (Chapter) touches directly 
on such questions as the need or effect of 
notice of the assignment, the rights of 
successive assignees, or any question of 
the form of an assignment, either as be- 
tween the parties or as against any third 
parties. Some of these questions are dealt 
with in Article 9 (Chapter 9). 


Cross References: 

Point 3: Articles 5 and 9 (Chapters 5 
and 9). 

Point 4: Sections 2-306 (A.C.A. § 4-2- 
306) and 2-609 (A.C.A. § 4-2-609). 


Point 5: Article 9 (Chapter 9), Sections 
9-317 (A.C.A. § 4-9-3817) and 9-318 
(A.C.A. § 4-9-318). 

Point 7: Article 9 (Chapter 9). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-301 (A.C.A. § 4-2-301) 


Prior Uniform Statutory Provision: Sec- 
tions 11 and 41, Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes: 

This section uses the term “obligation’ 
in contrast to the term “duty” in order to 
provide for the “condition” aspects of de- 
livery and payment insofar as they are not 
modified by other sections of this Article 
(Chapter) such as those on cure of tender. 
It thus replaces not only the general pro- 
visions of the Uniform Sales Act on the 
parties’ duties, but also the general provi- 
sions of that Act on the effect of conditions. 
In order to determine what is “in accor- 
dance with the contract” under this Article 
(Chapter) usage of trade, course of dealing 
and performance, and the general back- 
ground of circumstances must be given 


P 


due consideration in conjunction with the 
lay meaning of the words used to define 
the scope of the conditions and duties. 


Cross References: 

Section 1-106 (A.C.A. § 4-1-106). See 
also Sections 1-205 (A.C.A. § 4-1-205), 
2-208 (A.C.A. § 4-2-208), 2-209 (A.C.A. 
§ 4-2-209), 2-508 (A.C.A. § 4-2-508) and 
2-612 (A.C.A. § 4-2-612). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-302 (A.C.A. § 4-2-302) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section is intended to make it 
possible for the courts to police explicitly 
against the contracts or clauses which 
they find to be unconscionable. In the past 
such policing has been accomplished by 
adverse construction of language, by ma- 
nipulation of the rules of offer and accep- 


tance or by determinations that the clause 
is contrary to public policy or to the dom- 
inant purpose of the contract. This section 
is intended to allow the court to pass 
directly on the unconscionability of the 
contract or particular clause therein and 
to make a conclusion of law as to its 
unconscionability. The basic test is 
whether, in the light of the general com- 
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mercial background and the commercial 
needs of the particular trade or case, the 
clauses involved are so one-sided as to be 
unconscionable under the circumstances 
existing at the time of the making of the 
contract. Subsection (2) (A.C.A. § 4-2- 
302(2)) makes it clear that it is proper for 
the court to hear evidence upon these 
questions. The principle is one of the pre- 
vention of oppression and unfair surprise 
(Cf. Campbell Soup Co. v. Wentz, 172 F.2d 
80, 3d Cir. 1948) and not of disturbance of 
allocation of risks because of superior bar- 
gaining power. The underlying basis of 
this section is illustrated by the results in 
cases such as the following: 

Kansas City Wholesale Grocery Co. v. 
Weber Packing Corporation, 93 Utah 414, 
73 P.2d 1272 (1937), where a clause limit- 
ing time for complaints was held inappli- 
cable to latent defects in a shipment of 
catsup which could be discovered only by 
microscopic analysis; Hardy v. General 
Motors Acceptance Corporation, 38 
Ga.App. 463, 144 S.E. 327 (1928), holding 
that a disclaimer of warranty clause ap- 
plied only to express warranties, thus 
letting in a fair implied warranty; 
Andrews Bros. v. Singer & Co. (1934 CA) 1 
K.B. 17, holding that where a car with 
substantial mileage was delivered instead 
of a “new” car, a disclaimer of warranties, 
including those “implied,” left unaffected 
an “express obligation” on the description, 
even though the Sale of Goods Act called 
such an implied warranty; New Prague 
Flouring Mill Co. v. G. A. Spears, 194 Iowa 
417, 189 N.W. 815 (1922), holding that a 
clause permitting the seller, upon the buy- 
er’s failure to supply shipping instruc- 
tions, to cancel, ship, or allow delivery 
date to be indefinitely postponed 30 days 
at a time by the inaction, does not indefi- 
nitely postpone the date of measuring 
damages for the buyer’s breach, to the 
seller’s advantage; and Kansas Flour 
Mills Co. v. Dirks, 100 Kan. 376, 164 P. 
273 (1917), where under a similar clause 
in a rising market the court permitted the 
buyer to measure his damages for non- 
delivery at the end of only one 30 day 


postponement; Green v. Arcos, Ltd. (1931 
CA) 47 T.L.R. 336, where a blanket clause 
prohibiting rejection of shipments by the 
buyer was restricted to apply to ship- 
ments where discrepancies represented 
merely mercantile variations; Meyer v. 
Packard Cleveland Motor Co., 106 Ohio 
St. 328, 140 N.E. 118 (1922), in which the 
court held that a “waiver” of all agree- 
ments not specified did not preclude im- 
plied warranty of fitness of a rebuilt dump 
truck for ordinary use as a dump truck; 
Austin Co. v. J. H. Tillman Co., 104 Or. 
541, 209 P. 131 (1922), where a clause 
limiting the buyer’s remedy to return was 
held to be applicable only if the seller had 
delivered a machine needed for a con- 
struction job which reasonably met the 
contract description; Bekkevold v. Potts, 
173 Minn. 87, 216 N.W. 790, 59 A.L.R. 
1164 (1927), refusing to allow warranty of 
fitness for purpose imposed by law to be 
negated by clause excluding all warran- 
ties “made” by the seller; Robert A. 
Munroe & Co. v. Meyer (1930) 2 K.B. 312, 
holding that the warranty of description 
overrides a clause reading “with all faults 
and defects” where adulterated meat not 
up to the contract description was deliv- 
ered. 

2. Under this section the court, in its 
discretion, may refuse to enforce the con- 
tract as a whole if it is permeated by the 
unconscionability, or it may strike any 
single clause or group of clauses which are 
so tainted or which are contrary to the 
essential purpose of the agreement, or it 
may simply limit unconscionable clauses 
so as to avoid unconscionable results. 

3. The present section is addressed to 
the court, and the decision is to be made 
by it. The commercial evidence referred to 
in subsection (2) (A.C.A. § 4-2-302(2)) is 
for the court’s consideration, not the ju- 
rys. Only the agreement which results 
from the court’s action on these matters is 
to be submitted to the general triers of the 
facts. 


Definitional Cross References: 
“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 
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Comment to § 2-303 (A.C.A. § 4-2-303) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section is intended to make it 
clear that the parties may modify or allo- 
cate “unless otherwise agreed” risks or 
burdens imposed by this Article (Chapter) 
as they desire, always subject, of course, 
to the provisions on unconscionability. 

Compare Section 1-102(4) (A.C.A. § 4- 
1-102(4)). 

2. The risk or burden may be divided by 
the express terms of the agreement or by 
the attending circumstances, since under 
the definition of “agreement” in this Act 
the circumstances surrounding the trans- 


action as well as the express language 
used by the parties enter into the meaning 
and substance of the agreement. 


Cross References: 

Point 1: Sections 1-102 (A.C.A. § 4-1- 
102), 2-302 (A.C.A. § 4-2-302). 

Point 2: Section 1-201 (A.C.A. § 4-1- 
201). 


Definitional Cross References: 
“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 
“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-304 (A.C.A. § 4-2-304) 


Prior Uniform Statutory Provision: Sub- 
sections (2) and (3) of Section 9, Uniform 
Sales Act. 


Changes: Rewritten. 


Purposes of Changes: 

1. This section corrects the phrasing of 
the Uniform Sales Act so as to avoid 
misconstruction and produce greater ac- 
curacy in commercial result. While it con- 
tinues the essential intent and purpose of 
the Uniform Sales Act it rejects any purely 
verbalistic construction in disregard of the 
underlying reason of the provisions. 

2. Under subsection (1) (A.C.A. § 4-2- 
304(1)) the provisions of this Article 
(Chapter) are applicable to transactions 
where the “price” of goods is payable in 
something other than money. This does 
not mean, however, that this whole Article 
(Chapter) applies automatically and in its 
entirety simply because an agreed trans- 
fer of title to goods is not a gift. The basic 
purposes and reasons of the Article (Chap- 
ter) must always be considered in deter- 
mining the applicability of any of its pro- 
visions. 

3. Subsection (2) (A.C.A. § 4-2-304(2)) 
lays down the general principle that when 
goods are to be exchanged for realty, the 
provisions of this Article (Chapter) apply 
only to those aspects of the transaction 
which concern the transfer of title to goods 
but do not affect the transfer of the realty 


since the detailed regulation of various 
particular contracts which fall outside the 
scope of this Article (Chapter) is left to the 
courts and other legislation. However, the 
complexities of these situations may be 
such that each must be analyzed in the 
light of the underlying reasons in order to 
determine the applicable principles. Local 
statutes dealing with realty are not to be 
lightly disregarded or altered by language 
of this Article (Chapter). In contrast, this 
Article (Chapter) declares definite policies 
in regard to certain matters legitimately 
within its scope though concerned with 
real property situations, and in those in- 
stances the provisions of this Article 
(Chapter) control. 


Cross References: 

Point 1: Section 1-102 (A.C.A. § 4-1- 
102). 

Point 3: Sections 1-102 (A.C.A. § 4-1- 
102), 1-103 (A.C.A. § 4-1-103), 1-104 
(A.C.A. § 4-1-104) and 2-107 (A.C.A. § 4- 
2-107). 


Definitional Cross References: 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 
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Comment to § 2-305 (A.C.A. § 4-2-305) 


Prior Uniform Statutory Provision: Sec- 
tions 9 and 10, Uniform Sales Act. 


Changes: Completely rewritten. 


Purposes of Changes: 

1. This section applies when the price 
term is left open on the making of an 
agreement which is nevertheless intended 
by the parties to be a binding agreement. 
This Article (Chapter) rejects in these 
instances the formula that “an agreement 
to agree is unenforceable” if the case falls 
within subsection (1) (A.C.A. § 4-2- 
305(1)) of this section, and rejects also 
defeating such agreements on the ground 
of “indefiniteness”. Instead this Article 
(Chapter) recognizes the dominant inten- 
tion of the parties to have the deal con- 
tinue to be binding upon both. As to future 
performance, since this Article (Chapter) 
recognizes remedies such as cover (Sec- 
tion 2-712 (A.C.A. § 4-2-712)), resale (Sec- 
tion 2-706 (A.C.A. § 4-2-706)) and specific 
performance (Section 2-716 (A.C.A. § 4-2- 
716)) which go beyond any mere arith- 
metic as between contract price and mar- 
ket price, there is usually a “reasonably 
certain basis for granting an appropriate 
remedy for breach” so that the contract 
need not fail for indefiniteness. 

2. Under some circumstances the post- 
ponement of agreement on price will mean 
that no deal has really been concluded, 
and this is made express in the preamble 
of subsection (1) (A.C.A. § 4-2-305(1)) 
(“The parties if they so intend”) and in 
subsection (4) (A.C.A. § 4-2-305(4)). 
Whether or not this is so is, in most cases, 
a question to be determined by the trier of 
fact. 

3. Subsection (2) (A.C.A. § 4-2-305(2)), 
dealing with the situation where the price 
is to be fixed by one party rejects the 
uncommercial idea that an agreement 
that the seller may fix the price means 
that he may fix any price he may wish by 
the express qualification that the price so 
fixed must be fixed in good faith. Good 
faith includes observance of reasonable 
commercial standards of fair dealing in 
the trade if the party is a merchant. (Sec- 
tion 2-103 (A.C.A. § 4-2-103)). But in the 
normal case a “posted price” or a future 
seller’s or buyer’s “given price,” “price in 
effect,” “market price,” or the like satisfies 
the good faith requirement. 


4. The section recognizes that there 
may be cases in which a particular per- 
son’s judgment is not chosen merely as a 
barometer or index of a fair price but is an 
essential condition to the parties’ intent to 
make any contract at all. For example, the 
case where a known and trusted expert is 
to “value” a particular painting for which 
there is no market standard differs 
sharply from the situation where a named 
expert is to determine the grade of cotton, 
and the difference would support a finding 
that in the one the parties did not intend 
to make a binding agreement if that ex- 
pert were unavailable whereas in the 
other they did so intend. Other circum- 
stances would of course affect the validity 
of such a finding. 

5. Under subsection (3) (A.C.A. § 4-2- 
305(3)), wrongful interference by one 
party with any agreed machinery for price 
fixing in the contract may be treated by 
the other party as a repudiation justifying 
cancellation, or merely as a failure to take 
cooperative action thus shifting to the 
aggrieved party the reasonable leeway in 
fixing the price. 

6. Throughout the entire section, the 
purpose is to give effect to the agreement 
which has been made. That effect, how- 
ever, is always conditioned by the require- 
ment of good faith action which is made an 
inherent part of all contracts within this 
Act. (Section 1-203 (A.C.A. § 4-1-203)). 


Cross References: 

Point 1: Sections 2-204(3) (A.C.A. § 4-2- 
204(3)), 2-706 (A.C.A. § 4-2-706), 2-712 
(A.C.A. § 4-2-712) and 2-716 (A.C.A. § 4- 
2-716). 

Point 3: Section 2-103 (A.C.A. § 4-2- 
103). 

Point 5: Sections 2-311 (A.C.A. § 4-2- 
311) and 2-610 (A.C.A. § 4-2-610). 

Point 6: Section 1-203 (A.C.A. § 4-1- 
203). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Burden of establishing”. Section 1-201 
(A.C.A. § 4-1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Cancellation”. Section 2-106 (A.C.A. 
§ 4-2-106). 
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“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Fault”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 


Section 2-106 


“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-103). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-306 (A.C.A. § 4-2-306) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-2-306(1)) 
of this section, in regard to output and 
requirements, applies to this specific prob- 
lem the general approach of this Act which 
requires the reading of commercial back- 
ground and intent into the language of 
any agreement and demands good faith in 
the performance of that agreement. It 
applies to such contracts of nonproducing 
establishments such as dealers or distrib- 
utors as well as to manufacturing con- 
cerns. 

2. Under this Article (Chapter), a con- 
tract for output or requirements is not too 
indefinite since it is held to mean the 
actual good faith output or requirements 
of the particular party. Nor does such a 
contract lack mutuality of obligation 
since, under this section, the party who 
will determine quantity is required to 
operate his plant or conduct his business 
in good faith and according to commercial 
standards of fair dealing in the trade so 
that his output or requirements will ap- 
proximate a reasonably foreseeable figure. 
Reasonable elasticity in the requirements 
is expressly envisaged by this section and 
good faith variations from prior require- 
ments are permitted even when the vari- 
ation may be such as to result in discon- 
tinuance. A shut-down by a requirements 
buyer for lack of orders might be permis- 
sible when a shut-down merely to curtail 
losses would not. The essential test is 
whether the party is acting in good faith. 
Similarly, a sudden expansion of the plant 
by which requirements are to be mea- 
sured would not be included within the 
scope of the contract as made but normal 
expansion undertaken in good faith would 
be within the scope of this section. One of 
the factors in an expansion situation 
would be whether the market price had 
risen greatly in a case in which the re- 


quirements contract contained a fixed 
price. Reasonable variation of an extreme 
sort is exemplified in Southwest Natural 
Gas Co. v. Oklahoma Portland Cement 
Co., 102 F.2d 630 (C.C.A. 10, 1939). This 
Article (Chapter) takes no position as to 
whether a requirements contract is a 
provable claim in bankruptcy. 

3. If an estimate of output or require- 
ments is included in the agreement, no 
quantity unreasonably disproportionate 
to it may be tendered or demanded. Any 
minimum or maximum set by the agree- 
ment shows a clear limit on the intended 
elasticity. In similar fashion, the agreed 
estimate is to be regarded as a center 
around which the parties intend the vari- 
ation to occur. 

4, When an enterprise is sold, the ques- 
tion may arise whether the buyer is bound 
by an existing output or requirements 
contract. That question is outside the 
scope of this Article (Chapter), and is to be 
determined on other principles of law. 
Assuming that the contract continues, the 
output or requirements in the hands of 
the new owner continue to be measured by 
the actual good faith output or require- 
ments under the normal operation of the 
enterprise prior to sale. The sale itself is 
not grounds for sudden expansion or de- 
crease. 

5. Subsection (2) (A.C.A. § 4-2-306(2)), 
on exclusive dealing, makes explicit the 
commercial rule embodied in this Act un- 
der which the parties to such contracts are 
held to have impliedly, even when not 
expressly, bound themselves to use rea- 
sonable diligence as well as good faith in 
their performance of the contract. Under 
such contracts the exclusive agent is re- 
quired, although no express commitment 
has been made, to use reasonable effort 
and due diligence in the expansion of the 
market or the promotion of the product, as 
the case may be. The principal is expected 
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Comment to § 2-309 (A.C.A. § 4-2-309) 


Prior Uniform Statutory Provision: Sub- 
section (1) (A.C.A. § 4-2-309(1)) — see 
Sections 43(2), 45(2), 47(1) and 48, Uni- 
form Sales Act, for policy continued under 
this Article; Subsection (2) (A.C.A. § 4-2- 
309(2)) — none; Subsection (3) (A.C.A. 
§ 4-2-309(3)) — none. 


Changes: Completely different in scope. 


Purposes of Changes and New Matter: 

1. Subsection (1) (A.C.A. § 4-2-309(1)) 
requires that all actions taken under a 
sales contract must be taken within a 
reasonable time where no time has been 
agreed upon. The reasonable time under 
this provision turns on the criteria as to 
“reasonable time” and on good faith and 
commercial standards set forth in Sec- 
tions 1-203 (A.C.A. § 4-1-203), 1-204 
(A.C.A. § 4-1-204) and 2-103 (A.C.A. § 4- 
2-103). It thus depends upon what consti- 
tutes acceptable commercial conduct in 
view of the nature, purpose and circum- 
stances of the action to be taken. Agree- 
ment as to a definite time, however, may 
be found in a term implied from the con- 
tractual circumstances, usage of trade or 
course of dealing or performance as well 
as in an express term. Such cases fall 
outside of this subsection since in them 
the time for action is “agreed” by usage. 

2. The time for payment, where not 
agreed upon, is related to the time for 
delivery; the particular problems which 
arise in connection with determining the 
appropriate time of payment and the time 
for any inspection before payment which 
is both allowed by law and demanded by 
the buyer are covered in Section 2-513 
(A.C.A. § 4-2-513). 

3. The facts in regard to shipment and 
delivery differ so widely as to make de- 
tailed provision for them in the text of this 
Article (Chapter) impracticable. The ap- 
plicable principles, however, make it clear 
that surprise is to be avoided, good faith 
judgment is to be protected, and notice or 
negotiation to reduce the uncertainty to 
certainty is to be favored. 

4. When the time for delivery is left 
open, unreasonably early offers of or de- 
mands for delivery are intended to be read 
under this Article (Chapter) as expres- 
sions of desire or intention, requesting the 
assent or acquiescence of the other party, 


not as final positions which may amount 
without more to breach or to create breach 
by the other side. See Sections 2-207 
(A.C.A. § 4-2-207) and 2-609 (A.C.A. § 4- 
2-609). 

5. The obligation of good faith under 
this Act requires reasonable notification 
before a contract may be treated as 
breached because a reasonable time for 
delivery or demand has expired. This op- 
erates both in the case of a contract orig- 
inally indefinite as to time and of one 
subsequently made indefinite by waiver. 

When both parties let an originally rea- 
sonable time go by in silence the course of 
conduct under the contract may be viewed 
as enlarging the reasonable time for ten- 
der or demand of performance. The con- 
tract may be terminated by abandonment. 

6. Parties to a contract are not required 
in giving reasonable notification to fix, at 
peril of breach, a time which is in fact 
reasonable in the unforeseeable judgment 
of a later trier of fact. Effective communi- 
cation of a proposed time limit calls for a 
response, so that failure to reply will 
make out acquiescence. Where objection is 
made, however, or if the demand is merely 
for information as to when goods will be 
delivered or will be ordered out, demand 
for assurances on the ground of insecurity 
may be made under this Article (Chapter) 
pending further negotiations. Only when 
a party insists on undue delay or on rejec- 
tion of the other party’s reasonable pro- 
posal is there a question of flat breach 
under the present section. 

7. Subsection (2) (A.C.A. § 4-2-309(2)) 
applies a commercially reasonable view to 
resolve the conflict which has arisen in the 
cases as to contracts of indefinite dura- 
tion. The “reasonable time” of duration 
appropriate to a given arrangement is 
limited by the circumstances. When the 
arrangement has been carried on by the 
parties over the years, the “reasonable 
time” can continue indefinitely and the 
contract will not terminate until notice. 

8. Subsection (3) (A.C.A. § 4-2-309(3)) 
recognizes that the application of princi- 
ples of good faith and sound commercial 
practice normally call for such notification 
of the termination of a going contract 
relationship as will give the other party 
reasonable time to seek a substitute ar- 
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rangement. An agreement dispensing 
with notification or limiting the time for 
the seeking of a substitute arrangement 
is, of course, valid under this subsection 
unless the results of putting it into oper- 
ation would be the creation of an uncon- 
scionable state of affairs. 

9. Justifiable cancellation for breach is 
a remedy for breach and is not the kind of 
termination covered by the present sub- 
section. 

10. The requirement of notification is 
dispensed with where the contract pro- 
vides for termination on the happening of 
an “agreed event.” “Event” is a term cho- 
sen here to contrast with “option” or the 
like. 


Cross References: 

Point 1: Sections 1-203 (A.C.A. § 4-1- 
203), 1-204 (A.C.A. § 4-1-204) and 2-103 
(A.C.A. § 4-2-1083). 

Point 2: Sections 2-320 (A.C.A. § 4-2- 
320), 2-321 (A.C.A. § 4-2-321), 2-504 
(A.C.A. § 4-2-504), and 2-511 through 
2-514 (A.C.A. §§ 4-2-511 through 4-2- 
514). 


Point 5: Section 1-203 (A.C.A. § 4-1- 
203). 

Point 6: Section 2-609 (A.C.A. § 4-2- 
609). 

Point 7: Section 2-204 (A.C.A. § 4-2- 
204). 

Point 9: Sections 2-106 (A.C.A. § 4-2- 
106), 2-318 (A.C.A. § 4-2-318), 2-610 
(A.C.A. § 4-2-610) and 2-703 (A.C.A. § 4- 
2-703). . 


Definitional Cross References: 
“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 
“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 
“Notification”. 
§ 4-1-201). 
“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 (A.C.A. 


“Reasonable time”. Section 1-204 
(A.C.A. § 4-1-204). 

“Termination”. Section 2-106 (A.C.A. 
§ 4-2-106). 


Comment to § 2-310 (A.C.A. § 4-2-310) 


Prior Uniform Statutory Provision: Sec- 
tions 42 and 47(2), Uniform Sales Act. 


Changes: Completely rewritten in this 
and other sections. 


Purposes of Changes: This section is 
drawn to reflect modern business methods 
of dealing at a distance rather than face to 
face. Thus: 

1. Paragraph (a) (A.C.A. § 4-2-310(a)) 
provides that payment is due at the time 
and place “the buyer is to receive the 
goods” rather than at the point of delivery 
except in documentary shipment cases 
(paragraph (c) (A.C.A. § 4-2-310(c))). This 
grants an opportunity for the exercise by 
the buyer of his preliminary right to in- 
spection before paying even though under 
the delivery term the risk of loss may have 
previously passed to him or the running of 
the credit period has already started. 

2. Paragraph (b) (A.C.A. § 4-2-310(b)) 
while, providing for inspection by the 
buyer before he pays, protects the seller. 
He is not required to give up possession of 
the goods until he has received payment, 
where no credit has been contemplated by 
the parties. The seller may collect through 


a bank by a sight draft against an order 
bill of lading “hold until arrival; inspec- 
tion allowed.” The obligations of the bank 
under such a provision are set forth in 
Part 5 of Article 4 (Chapter 4). In the 
absence of a credit term, the seller is 
permitted to ship under reservation and if 
he does payment is then due where and 
when the buyer is to receive the docu- 
ments. 

3. Unless otherwise agreed, the place 
for the receipt of the documents and pay- 
ment is the buyer’s city but the time for 
payment is only after arrival of the goods, 
since under paragraph (b) (A.C.A. § 4-3- 
310(b)), and Sections 2-512 (A.C.A. § 4-2- 
512) and 2-513 (A.C.A. § 4-2-513) the 
buyer is under no duty to pay prior to 
inspection. 

4. Where the mode of shipment is such 
that goods must be unloaded immediately 
upon arrival, too rapidly to permit ade- 
quate inspection before receipt, the seller 
must be guided by the provisions of this 
Article (Chapter) on inspection which pro- 
vide that if the seller wishes to demand 
payment before inspection, he must put 
an appropriate term into the contract. 
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Even requiring payment against docu- 
ments will not of itself have this desired 
result if the documents are to be held until 
the arrival of the goods. But under (b) 
(A.C.A. § 4-2-310(b)) and (c) (A.C.A. § 4- 
2-310(c)) if the terms are C.I.F., C.O.D., or 
cash against documents payment may be 
due before inspection. 

5. Paragraph (d) (A.C.A. § 4-2-310(d)) 
states the common commercial under- 
standing that an agreed credit period runs 
from the time of shipment or from that 
dating of the invoice which is commonly 
recognized as a representation of the time 
of shipment. The provision concerning any 
delay in sending forth the invoice is in- 
cluded because such conduct results in 
depriving the buyer of his full notice and 
warning as to when he must be prepared 
to pay. 


Cross References: 

Generally: Part 5. 

Point 1: Section 2-509 (A.C.A. § 4-2- 
509). 

Point 2: Sections 2-505 (A.C.A. § 4-2- 


505), 2-511 (A.C.A. § 4-2-511), 2-512 
(A.C.A. § 4-2-512), 2-513 (A.C.A. § 4-2- 
513) and Article 4 (Chapter 4). 

Point 3: Sections 2-308(b) (A.C.A. § 4-2- 
308(b)), 2-512 (A.C.A. § 4-2-512) and 
2-513 (A.C.A. § 4-2-513). 

Point 4: Section 2-513(3)(b) (A.C.A. § 4- 
2-513(3)(b)). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-103). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Comment to § 2-311 (A.C.A. § 4-2-311) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-2-311(1)) 
permits the parties to leave certain de- 
tailed particulars of performance to be 
filled in by either of them without running 
the risk of having the contract invalidated 
for indefiniteness. The party to whom the 
agreement gives power to specify the 
missing details is required to exercise 
good faith and to act in accordance with 
commercial standards so that there is no 
surprise and the range of permissible 
variation is limited by what is commer- 
cially reasonable. The “agreement” which 
permits one party so to specify may be 
found as well in a course of dealing, usage 
of trade, or implication from circum- 
stances as in explicit language used by the 
parties. 

2. Options as to assortment of goods or 
shipping arrangements are specifically re- 
served to the buyer and seller respectively 
under subsection (2) (A.C.A. § 4-2-311(2)) 
where no other arrangement has been 
made. This section rejects the test which 
mechanically and without regard to usage 
or the purpose of the option gave the 


option to the party “first under a duty to 
move” and applies instead a standard 
commercial interpretation to these cir- 
cumstances. The “unless otherwise 
agreed” provision of this subsection covers 
not only express terms but the back- 
ground and circumstances which enter 
into the agreement. 

3. Subsection (3) (A.C.A. § 4-2-311(3)) 
applies when the exercise of an option or 
cooperation by one party is necessary to or 
materially affects the other party’s perfor- 
mance, but it is not seasonably forthcom- 
ing; the subsection relieves the other 
party from the necessity for performance 
or excuses his delay in performance as the 
case may be. The contract-keeping party 
may at his option under this subsection 
proceed to perform in any commercially 
reasonable manner rather than wait. In 
addition to the special remedies provided, 
this subsection also reserves “all other 
remedies”. The remedy of particular im- 
portance in this connection is that pro- 
vided for insecurity. Requests may also be 
made pursuant to the obligation of good 
faith for a reasonable indication of the 
time and manner of performance for 
which a party is to hold himself ready. 
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4. The remedy provided in subsection 
(3) (A.C.A. § 4-2-311(3)) is one which does 
not operate in the situation which falls 
within the scope of Section 2-614 (A.C.A. 
§ 4-2-614) on substituted performance. 
Where the failure to cooperate results 
from circumstances set forth in that Sec- 
tion, the other party is under a duty to 
proffer or demand (as the case may be) 
substitute performance as a condition to 
claiming rights against the noncoopera- 
ting party. 


Cross References: 

Point 1: Sections 1-201 (A.C.A. § 4-1- 
201), 1-203 (A.C.A. § 4-1-203) and 1-204 
(A.C.A. § 4-1-204). 

Point 3: Sections 1-203 (A.C.A. § 4-1- 
203) and 2-609 (A.C.A. § 4-2-609). 

Point 4: Section 2-614 (A.C.A. § 4-2- 
614). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seasonably”. 
§ 4-1-204). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 2-106 


Section 1-204 (A.C.A. 


Comment to § 2-312 (A.C.A. § 4-2-312) 


Prior Uniform Statutory Provision: Sec- 
tion 13, Uniform Sales Act. 


Changes: Completely rewritten, the provi- 
sions concerning infringement being new. 


Purposes of Changes: 

1. Subsection (1) (A.C.A. § 4-2-312(1)) 
makes provision for a buyer’s basic needs 
in respect to a title which he in good faith 
expects to acquire by his purchase, 
namely, that he receive a good, clean title 
transferred to him also in a rightful man- 
ner so that he will not be exposed to a 
lawsuit in order to protect it. 

The warranty extends to a_ buyer 
whether or not the seller was in posses- 
sion of the goods at the time the sale or 
contract to sell was made. 

The warranty of quiet possession is 
abolished. Disturbance of quiet posses- 
sion, although not mentioned specifically, 
is one way, among many, in which the 
breach of the warranty of title may be 
established. 

The “knowledge” referred to in subsec- 
tion 1(b) (A.C.A. § 4-2-312(1)(b)) is actual 
knowledge as distinct from notice. 

2. The provisions of this Article (Chap- 
ter) requiring notification to the seller 
within a reasonable time after the buyer’s 
discovery of a breach apply to notice of a 
breach of the warranty of title, where the 
seller’s breach was innocent. However, if 


the seller’s breach was in bad faith he 
cannot be permitted to claim that he has 
been misled or prejudiced by the delay in 
giving notice. In such case the “reason- 
able” time for notice should receive a very 
hberal interpretation. Whether’ the 
breach by the seller is in good or bad faith 
Section 2-725 (A.C.A. § 4-2-725) provides 
that the cause of action accrues when the 
breach occurs. Under the provisions of 
that section the breach of the warranty of 
good title occurs when tender of delivery is 
made since the warranty is not one which 
extends to “future performance of the 
goods.” 

3. When the goods are part of the sell- 
er’s normal stock and are sold in his 
normal course of business, it is his duty to 
see that no claim of infringement of a 
patent or trademark by a third party will 
mar the buyer’s title. A sale by a person 
other than a dealer, however, raises no 
implication in its circumstances of such a 
warranty. Nor is there such an implication 
when the buyer orders goods to be assem- 
bled, prepared or manufactured on his 
own specifications. If, in such a case, the 
resulting product infringes a patent or 
trademark, the liability will run from 
buyer to seller. There is, under such cir- 
cumstances, a tacit representation on the 
part of the buyer that the seller will be 
safe in manufacturing according to the 
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specifications, and the buyer is under an 
obligation in good faith to indemnify him 
for any loss suffered. 

4. This section rejects the cases which 
recognize the principle that infringements 
violate the warranty of title but deny the 
buyer a remedy unless he has been ex- 
pressly prevented from using the goods. 
Under this Article (Chapter) “eviction” is 
not a necessary condition to the buyer’s 
remedy since the buyer’s remedy arises 
immediately upon receipt of notice of in- 
fringement; it is merely one way of estab- 
lishing the fact of breach. 

5. Subsection (2) (A.C.A. § 4-2-312(2)) 
recognizes that sales by sheriffs, execu- 
tors, foreclosing lienors and persons simi- 
larly situated are so out of the ordinary 
commercial course that their peculiar 
character is immediately apparent to the 
buyer and therefore no personal obliga- 
tion is imposed upon the seller who is 
purporting to sell only an unknown or 
limited right. This subsection does not 
touch upon and leaves open all questions 
of restitution arising in such cases, when 
a unique article so sold is reclaimed by a 
third party as the rightful owner. 

6. The warranty of subsection (1) 
(A.C.A. § 4-2-312(1)) is not designated as 
an “implied” warranty, and hence is not 


subject to Section 2-316(3) (A.C.A. § 4-2- 
316(3)). Disclaimer of the warranty of title 
is governed instead by subsection (2) 
(A.C.A. § 4-2-312(2)), which requires ei- 
ther specific language or the described 
circumstances. 


Cross References: 

Point 1: Section 2-403 (A.C.A. 
403). 

Point 2: Sections 2-607 (A.C.A. 
607) and 2-725 (A.C.A. § 4-2-725). 

Point 3: Section 1-203 (A.C.A. 
203). 

Point 4: Sections 2-609 (A.C.A. § 4-2- 
609) and 2-725 (A.C.A. § 4-2-725). 


§ 4-2- 
§ 4-2- 


§ 4-1- 


Point 6: Section 2-316 (A.C.A. § 4-2- 
316). 
Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract for sale”. Section 2-106 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 


103). 


Comment to § 2-313 (A.C.A. § 4-2-313) 


Prior Uniform Statutory Provision: Sec- 
tions 12, 14 and 16, Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes: To consolidate and 
systematize basic principles with the re- 
sult that: 

1. “Express” warranties rest on “dick- 
ered” aspects of the individual bargain, 
and go so clearly to the essence of that 
bargain that words of disclaimer in a form 
are repugnant to the basic dickered terms. 
“Implied” warranties rest so clearly on a 
common factual situation or set of condi- 
tions that no particular language or action 
is necessary to evidence them and they 
will arise in such a situation unless un- 
mistakably negated. 

This section reverts to the older case 
law insofar as the warranties of descrip- 
tion and sample are designated “express” 
rather than “implied”. 

2. Although this section is limited in its 


scope and direct purpose to warranties 
made by the seller to the buyer as part of 
a contract for sale, the warranty sections 
of this Article (Chapter) are not designed 
in any way to disturb those lines of case 
law growth which have recognized that 
warranties need not be confined either to 
sales contracts or to the direct parties to 
such a contract. They may arise in other 
appropriate circumstances such as in the 
case of bailments for hire, whether such 
bailment is itself the main contract or is 
merely a supplying of containers under a 
contract for the sale of their contents. The 
provisions of Section 2-318 (A.C.A. § 4-2- 
318) on third party beneficiaries expressly 
recognize this case law development 
within one particular area. Beyond that, 
the matter is left to the case law with the 
intention that the policies of this Act may 
offer useful guidance in dealing with fur- 
ther cases as they arise. 

3. The present section deals with 
affirmations of fact by the seller, descrip- 
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tions of the goods or exhibitions of sam- 
ples, exactly as any other part of a nego- 
tiation which ends in a contract is dealt 
with. No specific intention to make a war- 
ranty is necessary if any of these factors is 
made part of the basis of the bargain. In 
actual practice affirmations of fact made 
by the seller about the goods during a 
bargain are regarded as part of the de- 
scription of those goods; hence no partic- 
ular reliance on such statements need be 
shown in order to weave them into the 
fabric of the agreement. Rather, any fact 
which is to take such affirmations, once 
made, out of the agreement requires clear 
affirmative proof. The issue normally is 
one of fact. 

4. In view of the principle that the 
whole purpose of the law of warranty is to 
determine what it is that the seller has in 
essence agreed to sell, the policy is 
adopted of those cases which refuse except 
in unusual circumstances to recognize a 
material deletion of the seller’s obligation. 
Thus, a contract is normally a contract for 
a sale of something describable and de- 
scribed. A clause generally disclaiming 
“all warranties, express or implied” can- 
not reduce the seller’s obligation with re- 
spect to such description and therefore 
cannot be given literal effect under Sec- 
tion 2-316 (A.C.A. § 4-2-316). 

This is not intended to mean that the 
parties, if they consciously desire, cannot 
make their own bargain as they wish. But 
in determining what they have agreed 
upon good faith is a factor and consider- 
ation should be given to the fact that the 
probability is small that a real price is 
intended to be exchanged for a pseudo- 
obligation. 

5. Paragraph (1)(b) (A.C.A. § 4-2- 
313(1)(b)) makes specific some of the prin- 
ciples set forth above when a description 
of the goods is given by the seller. 

A description need not be by words. 
Technical specifications, blueprints and 
the like can afford more exact description 
than mere language and if made part of 
the basis of the bargain goods must con- 
form with them. Past deliveries may set 
the description of quality, either expressly 
or impliedly by course of dealing. Of 
course, all descriptions by merchants 
must be read against the applicable trade 
usages with the general rules as to mer- 
chantability resolving any doubts. 

6. The basic situation as to statements 


affecting the true essence of the bargain is 
no different when a sample or model is 
involved in the transaction. This section 
includes both a “sample” actually drawn 
from the bulk of goods which is the subject 
matter of the sale, and a “model” which is 
offered for inspection when the subject 
matter is not at hand and which has not 
been drawn from the bulk of the goods. 

Although the underlying principles are 
unchanged, the facts are often ambiguous 
when something is shown as illustrative, 
rather than as a straight sample. In gen- 
eral, the presumption is that any sample 
or model just as any affirmation of fact is 
intended to become a basis of the bargain. 
But there is no escape from the question of 
fact. When the seller exhibits a sample 
purporting to be drawn from an existing 
bulk, good faith of course requires that the 
sample be fairly drawn. But in mercantile 
experience the mere exhibition of a “sam- 
ple” does not of itself show whether it is 
merely intended to “suggest” or to “be” the 
character of the subject-matter of the con- 
tract. The question is whether the seller 
has so acted with reference to the sample 
as to make him responsible that the whole 
shall have at least the values shown by it. 
The circumstances aid in answering this 
question. If the sample has been drawn 
from an existing bulk, it must be regarded 
as describing values of the goods con- 
tracted for unless it is accompanied by an 
unmistakable denial of such responsibil- 
ity. If, on the other hand, a model of 
merchandise not on hand is offered, the 
mercantile presumption that it has be- 
come a literal description of the subject 
matter is not so strong, and particularly 
so if modification on the buyer’s initiative 
impairs any feature of the model. 

7. The precise time when words of de- 
scription or affirmation are made or sam- 
ples are shown is not material. The sole 
question is whether the language or sam- 
ples or models are fairly to be regarded as 
part of the contract. If language is used 
after the closing of the deal (as when the 
buyer when taking delivery asks and re- 
ceives an additional assurance), the war- 
ranty becomes a modification, and need 
not be supported by consideration if it is 
otherwise reasonable and in order (Sec- 
tion 2-209 (A.C.A. § 4-2-209)). 

8. Concerning affirmations of value or a 
seller’s opinion or commendation under 
subsection (2) (A.C.A. § 4-2-313(2)), the 
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basic question remains the same: What 
statements of the seller have in the cir- 
cumstances and in objective judgment be- 
come part of the basis of the bargain? As 
indicated above, all of the statements of 
the seller do so unless good reason is 
shown to the contrary. The provisions of 
subsection (2) are included, however, since 
common experience discloses that some 
statements or predictions cannot fairly be 
viewed as entering into the bargain. Even 
as to false statements of value, however, 
the possibility is left open that a remedy 
may be provided by the law relating to 
fraud or misrepresentation. 


Cross References: 

Point 1: Section 2-316 (A.C.A. § 4-2- 
316). 

Point 2: Sections 1-102(3) (A.C.A. § 4-1- 
102(3)) and 2-318 (A.C.A. § 4-2-318). 

Point 3: Section 2-316(2)(b) (A.C.A. § 4- 
2-316(2)(b))*. 

Point 4: Section 2-316 (A.C.A. § 4-2- 
316). 


Point 5: Sections 1-205(4) (A.C.A. § 4-1- 
205(4)) and 2-314 (A.C.A. § 4-2-314). 

Point 6: Section 2-316 (A.C.A. § 4-2- 
316). 

Point 7: Section 2-209 (A.C.A. § 4-2- 
209). 

Point 8: Section 1-103 (A.C.A. § 4-1- 
103). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conforming”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


*T his appears to be an incorrect reference 
since there is no (2)(b) in § 4-2-316. 


Comment to § 2-314 (A.C.A. § 4-2-314) 


Prior Uniform Statutory Provision: Sec- 
tion 15(2), Uniform Sales Act. 


Changes: Completely rewritten. 


Purposes of Changes: This section, drawn 
in view of the steadily developing case law 
on the subject, is intended to make it clear 
that: 

1. The seller’s obligation applies to 
present sales as well as to contracts to sell 
subject to the effects of any examination of 
specific goods. (Subsection (2) of Section 
2-316 (A.C.A. § 4-2-316)). Also, the war- 
ranty of merchantability applies to sales 
for use as well as to sales for resale. 

2. The question when the warranty is 
imposed turns basically on the meaning of 
the terms of the agreement as recognized 
in the trade. Goods delivered under an 
agreement made by a merchant in a given 
line of trade must be of a quality compa- 
rable to that generally acceptable in that 
line of trade under the description or other 
designation of the goods used in the agree- 
ment. The responsibility imposed rests on 
any merchant-seller, and the absence of 
the words “grower or manufacturer or not” 
which appeared in Section 15(2) of the 
Uniform Sales Act does not restrict the 
applicability of this section. 


3. Aspecific designation of goods by the 
buyer does not exclude the seller’s obliga- 
tion that they be fit for the general pur- 
poses appropriate to such goods. A con- 
tract for the sale of second-hand goods, 
however, involves only such obligation as 
is appropriate to such goods for that is 
their contract description. A person mak- 
ing an isolated sale of goods is not a 
“merchant” within the meaning of the full 
scope of this section and, thus, no war- 
ranty of merchantability would apply. His 
knowledge of any defects not apparent on 
inspection would, however, without need 
for express agreement and in keeping 
with the underlying reason of the present 
section and the provisions on good faith, 
impose an obligation that known material 
but hidden defects be fully disclosed. 

4, Although a seller may not be a “mer- 
chant” as to the goods in question, if he 
states generally that they are “guaran- 
teed” the provisions of this section may 
furnish a guide to the content of the re- 
sulting express warranty. This has partic- 
ular significance in the case of second- 
hand sales, and has further significance in 
limiting the effect of fine-print disclaimer 
clauses where their effect would be incon- 
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sistent with large-print assertions of 
“guarantee”. 

5. The second sentence of subsection (1) 
(A.C.A. § 4-2-314(1)) covers the warranty 
with respect to food and drink. Serving 
food or drink for value is a sale, whether to 
be consumed on the premises or else- 
where. Cases to the contrary are rejected. 
The principal warranty is that stated in 
subsections (1) and (2)(c) (A.C.A. § 4-2- 
314(1) and (2)(c)) of this section. 

6. Subsection (2) (A.C.A. § 4-2-314(2)) 
does not purport to exhaust the meaning 
of “merchantable” nor to negate any of its 
attributes not specifically mentioned in 
the text of the statute, but arising by 
usage of trade or through case law. The 
language used is “must be at least such 


as...,” and the intention is to leave open 
other possible attributes of merchantabil- 
ity. 


7. Paragraphs (a) and (b) of subsection 
(2) (A.C.A. § 4-2-314(2)(a) and (b)) are to 
be read together. Both refer, as indicated 
above, to the standards of that line of the 
trade which fits the transaction and the 
seller’s business. “Fair average” is a term 
directly appropriate to agricultural bulk 
products and means goods centering 
around the middle belt of quality, not the 
least or the worst that can be understood 
in the particular trade by the designation, 
but such as can pass “without objection.” 
Of course a fair percentage of the least is 
permissible but the goods are not “fair 
average” if they are all of the least or 
worst quality possible under the descrip- 
tion. In cases of doubt as to what quality is 
intended, the price at which a merchant 
closes a contract is an excellent index of 
the nature and scope of his obligation 
under the present section. 

8. Fitness for the ordinary purposes for 
which goods of the type are used is a 
fundamental concept of the present sec- 
tion and is covered in paragraph (c) 
(A.C.A. § 4-2-314(2)(c)). As stated above, 
merchantability is also a part of the obli- 
gation owing to the purchaser for use. 
Correspondingly, protection, under this 
aspect of the warranty, of the person buy- 
ing for resale to the ultimate consumer is 
equally necessary, and merchantable 
goods must therefore be “honestly” resal- 
able in the normal course of business 
because they are what they purport to be. 

9. Paragraph (d) (A.C.A. § 4-2- 
314(2)(d)) on evenness of kind, quality and 


quantity follows case law. But precaution- 
ary language has been added as a re- 
minder of the frequent usages of trade 
which permit substantial variations both 
with and without an allowance or an obli- 
gation to replace the varying units. 

10. Paragraph (e) (A.C.A. § 4-2- 
314(2)(e)) applies only where the nature of 
the goods and of the transaction require a 
certain type of container, package or label. 
Paragraph (f) (A.C.A. § 4-2-314(2)(f)) ap- 
plies, on the other hand, wherever there is 
a label or container on which representa- 
tions are made, even though the original 
contract, either by express terms or usage 
of trade, may not have required either the 
labelling or the representation. This fol- 
lows from the general obligation of good 
faith which requires that a buyer should 
not be placed in the position of reselling or 
using goods delivered under false repre- 
sentations appearing on the package or 
container. No problem of extra consider- 
ation arises in this connection since, un- 
der this Article, an obligation is imposed 
by the original contract not to deliver 
mislabeled articles, and the obligation is 
imposed where mercantile good faith so 
requires and without reference to the doc- 
trine of consideration. 

11. Exclusion or modification of the 
warranty of merchantability, or of any 
part of it, is dealt with in the section to 
which the text of the present section 
makes explicit precautionary references. 
That section must be read with particular 
reference to its subsection (4) (A.C.A. § 4- 
2-316(4)) on limitation of remedies. The 
warranty of merchantability, wherever it 
is normal, is so commonly taken for 
granted that its exclusion from the con- 
tract is a matter threatening surprise and 
therefore requiring special precaution. 

12. Subsection (3) (A.C.A. § 4-2-314(3)) 
is to make explicit that usage of trade and 
course of dealing can create warranties 
and that they are implied rather than 
express warranties and thus subject to 
exclusion or modification under Section 
2-316 (A.C.A. § 4-2-316). A typical in- 
stance would be the obligation to provide 
pedigree papers to evidence conformity of 
the animal to the contract in the case of a 
pedigreed dog or blooded bull. 

13. In an action based on breach of 
warranty, it is of course necessary to show 
not only the existence of the warranty but 
the fact that the warranty was broken and 
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that the breach of the warranty was the 
proximate cause of the loss sustained. In 
such an action an affirmative showing by 
the seller that the loss resulted from some 
action or event following his own delivery 
of the goods can operate as a defense. 
Equally, evidence indicating that the 
seller exercised care in the manufacture, 
processing or selection of the goods is 
relevant to the issue of whether the war- 
ranty was in fact broken. Action by the 
buyer following an examination of the 
goods which ought to have indicated the 
defect complained of can be shown as 
matter bearing on whether the breach 
itself was the cause of the injury. 


Cross References: 

Point 1: Section 2-316 (A.C.A. § 4-2- 
316). 

Point 3: Sections 1-203 (A.C.A. § 4-1- 
203) and 2-104 (A.C.A. § 4-2-104). 


Point 5: Section 2-315 (A.C.A. § 4-2- 
315). 

Point 11: Section 2-316 (A.C.A. § 4-2- 
316). 

Point 12: Sections 1-201 (A.C.A. § 4-1- 
201), 1-205 (A.C.A. § 4-1-205) and 2-316 
(A.C.A. § 4-2-316). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Merchant”. Section 2-104 (A.C.A. § 4- 
2-104). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 2-106 


Comment to § 2-315 (A.C.A. § 4-2-315) 


Prior Uniform Statutory Provision: Sec- 
tion 15 (1), (4), (5), Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes: 

1. Whether or not this warranty arises 
in any individual case is basically a ques- 
tion of fact to be determined by the cir- 
cumstances of the contracting. Under this 
section the buyer need not bring home to 
the seller actual knowledge of the partic- 
ular purpose for which the goods are in- 
tended or of his reliance on the seller’s 
skill and judgment, if the circumstances 
are such that the seller has reason to 
realize the purpose intended or that the 
reliance exists. The buyer, of course, must 
actually be relying on the seller. 

2. A “particular purpose” differs from 
the ordinary purpose for which the goods 
are used in that it envisages a specific use 
by the buyer which is peculiar to the 
nature of his business whereas the ordi- 
nary purposes for which goods are used 
are those envisaged in the concept of mer- 
chantability and go to uses which are 
customarily made of the goods in ques- 
tion. For example, shoes are generally 
used for the purpose of walking upon 
ordinary ground, but a seller may know 
that a particular pair was selected to be 
used for climbing mountains. 

A contract may of course include both a 


warranty of merchantability and one of 
fitness for a particular purpose. 

The provisions of this Article (Chapter) 
on the cumulation and conflict of express 
and implied warranties must be consid- 
ered on the question of inconsistency be- 
tween or among warranties. In such a 
case any question of fact as to which 
warranty was intended by the parties to 
apply must be resolved in favor of the 
warranty of fitness for particular purpose 
as against all other warranties except 
where the buyer has taken upon himself 
the responsibility of furnishing the tech- 
nical specifications. 

3. In connection with the warranty of 
fitness for a particular purpose the provi- 
sions of this Article (Chapter) on the allo- 
cation or division of risks are particularly 
applicable in any transaction in which the 
purpose for which the goods are to be used 
combines requirements both as to the 
quality of the goods themselves and com- 
pliance with certain laws or regulations. 
How the risks are divided is a question of 
fact to be determined, where not expressly 
contained in the agreement, from the cir- 
cumstances of contracting, usage of trade, 
course of performance and the like, mat- 
ters which may constitute the “otherwise 
agreement” of the parties by which they 
may divide the risk or burden. 

4. The absence from this section of the 
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language used in the Uniform Sales Act in 
referring to the seller, “whether he be the 
grower or manufacturer or not,” is not 
intended to impose any requirement that 
the seller be a grower or manufacturer. 
Although normally the warranty will 
arise only where the seller is a merchant 
with the appropriate “skill or judgment,” 
it can arise as to nonmerchants where this 
is justified by the particular circum- 
stances. 

5. The elimination of the “patent or 
other trade name” exception constitutes 
the major extension of the warranty of 
fitness which has been made by the cases 
and continued in this Article (Chapter). 
Under the present section the existence of 
a patent or other trade name and the 
designation of the article by that name, or 
indeed in any other definite manner, is 
only one of the facts to be considered on 
the question of whether the buyer actually 
relied on the seller, but it is not of itself 
decisive of the issue. If the buyer himself 
is insisting on a particular brand he is not 
relying on the seller’s skill and judgment 
and so no warranty results. But the mere 
fact that the article purchased has a par- 


ticular patent or trade name is not suffi- 
cient to indicate nonreliance if the article 
has been recommended by the seller as 
adequate for the buyer’s purposes. 

6. The specific reference forward in the 
present section to the following section on 
exclusion or modification of warranties is 
to call attention to the possibility of elim- 
inating the warranty in any given case. 
However, it must be noted that under the 
following section the warranty of fitness 
for a particular purpose must be excluded 
or modified by a conspicuous writing. 


Cross References: 

Point 2: Sections 2-314 (A.C.A. § 4-2- 
314) and 2-317 (A.C.A. § 4-2-317). 

Point 3: Section 2-303 (A.C.A. § 4-2- 
303). 

Point 6: Section 2-316 (A.C.A. § 4-2- 
316). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-316 (A.C.A. § 4-2-316)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section is designed principally 
to deal with those frequent clauses in 
sales contracts which seek to exclude “all 
warranties, express or implied.” It seeks 
to protect a buyer from unexpected and 
unbargained language of disclaimer by 
denying effect to such language when in- 
consistent with language of express war- 
ranty and permitting the exclusion of im- 
plied warranties only by conspicuous 
language or other circumstances which 
protect the buyer from surprise. 

2. The seller is protected under this 
Article (Chapter) against false allegations 
of oral warranties by its provisions on 
parol and extrinsic evidence and against 
unauthorized representations by the cus- 
tomary “lack of authority” clauses. This 
Article (Chapter) treats the limitation or 
avoidance of consequential damages as a 
matter of limiting remedies for breach, 
separate from the matter of creation of 
liability under a warranty. If no warranty 
exists, there is of course no problem of 


limiting remedies for breach of warranty. 
Under subsection (4) (A.C.A. § 4-2-316(4)) 
the question of limitation of remedy is 
governed by the sections referred to 
rather than by this section. 

3. Disclaimer of the implied warranty 
of merchantability is permitted under 
subsection (2) (A.C.A. § 4-2-316(2)), but 
with the safeguard that such disclaimers 
must mention merchantability and in case 
of a writing must be conspicuous. 

4. Unlike the implied warranty of mer- 
chantability, implied warranties of fitness 
for a particular purpose may be excluded 
by general language, but only if it is in 
writing and conspicuous. 

5. Subsection (2) (A.C.A. § 4-2-316(2)) 
presupposes that the implied warranty in 
question exists unless excluded or modi- 
fied. Whether or not language of dis- 
claimer satisfies the requirements of this 
section, such language may be relevant 
under other sections to the question 
whether the warranty was ever in fact 
created. Thus, unless the provisions of 
this Article (Chapter) on parol and extrin- 
sic evidence prevent, oral language of dis- 
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claimer may raise issues of fact as to 
whether reliance by the buyer occurred 
and whether the seller had “reason to 
know” under the section on implied war- 
ranty of fitness for a particular purpose. 

6. The exceptions to the general rule 
set forth in paragraphs (a), (b) and (c) of 
subsection (3) (A.C.A. § 4-2-316(3)(a), (b) 
and (c)) are common factual situations in 
which the circumstances surrounding the 
transaction are in themselves sufficient to 
call the buyer’s attention to the fact that 
no implied warranties are made or that a 
certain implied warranty is being ex- 
cluded. 

7. Paragraph (a) of subsection (3) 
(A.C.A. § 4-2-316(3)(a)) deals with gen- 
eral terms such as “as is,” “as they stand,” 
“with all faults,” and the like. Such terms 
in ordinary commercial usage are under- 
stood to mean that the buyer takes the 
entire risk as to the quality of the goods 
involved. The terms covered by paragraph 
(a) (A.C.A. § 4-2-316(3)(a)) are in fact 
merely a particularization of paragraph 
(c) (A.C.A. § 4-2-316(3)(c)) which provides 
for exclusion or modification of implied 
warranties by usage of trade. 

8. Under paragraph (b) of subsection 
(3) (A.C.A. § 4-2-316(3)(b)) warranties 
may be excluded or modified by the cir- 
cumstances where the buyer examines the 
goods or a sample or model of them before 
entering into the contract. “Examination” 
as used in this paragraph is not synony- 
mous with inspection before acceptance or 
at any other time after the contract has 
been made. It goes rather to the nature of 
the responsibility assumed by the seller at 
the time of the making of the contract. Of 
course if the buyer discovers the defect 
and uses the goods anyway, or if he unrea- 
sonably fails to examine the goods before 
he uses them, resulting injuries may be 
found to result from his own action rather 
than proximately from a breach of war- 
ranty. See Sections 2-314 (A.C.A. § 4-2- 
314) and 2-715 (A.C.A. § 4-2-715) and 
comments thereto. 

In order to bring the transaction within 
the scope of “refused to examine” in para- 
graph (b) (A.C.A. § 4-2-316(3)(b)), it is not 
sufficient that the goods are available for 
inspection. There must in addition be a 
demand by the seller that the buyer ex- 
amine the goods fully. The seller by the 
demand puts the buyer on notice that he 
is assuming the risk of defects which the 


examination ought to reveal. The lan- 
guage “refused to examine” in this para- 
graph is intended to make clear the neces- 
sity for such demand. 

Application of the doctrine of “caveat 
emptor” in all cases where the buyer ex- 
amines the goods regardless of statements 
made by the seller is, however, rejected by 
this Article (Chapter). Thus, if the offer of 
examination is accompanied by words as 
to their merchantability or specific at- 
tributes and the buyer indicates clearly 
that he is relying on those words rather 
than on his examination, they give rise to 
an “express” warranty. In such cases the 
question is one of fact as to whether a 
warranty of merchantability has been ex- 
pressly incorporated in the agreement. 
Disclaimer of such an express warranty is 
governed by subsection (1) (A.C.A. § 4-2- 
316(1)) of the present section. 

The particular buyer’s skill and the nor- 
mal method of examining goods in the 
circumstances determine what defects are 
excluded by the examination. A failure to 
notice defects which are obvious cannot 
excuse the buyer. However, an examina- 
tion under circumstances which do not 
permit chemical or other testing of the 
goods would not exclude defects which 
could be ascertained only by such testing. 
Nor can latent defects be excluded by a 
simple examination. A professional buyer 
examining a product in his field will be 
held to have assumed the risk as to all 
defects which a professional in the field 
ought to observe, while a nonprofessional 
buyer will be held to have assumed the 
risk only for such defects as a layman 
might be expected to observe. 

9. The situation in which the buyer 
gives precise and complete specifications 
to the seller is not explicitly covered in 
this section, but this is a frequent circum- 
stance by which the implied warranties 
may be excluded. The warranty of fitness 
for a particular purpose would not nor- 
mally arise since in such a situation there 
is usually no reliance on the seller by the 
buyer. The warranty of merchantability in 
such a transaction, however, must be con- 
sidered in connection with the next sec- 
tion on the cumulation and conflict of 
warranties. Under paragraph (c) (A.C.A. 
§ 4-2-316(3)(c)) of that section in case of 
such an inconsistency the implied war- 
ranty of merchantability is displaced by 
the express warranty that the goods will 
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comply with the specifications. Thus, 
where the buyer gives detailed specifica- 
tions as to the goods, neither of the im- 
plied warranties as to quality will nor- 
mally apply to the transaction unless 
consistent with the specifications. 


Cross References: 

Point 2: Sections 2-202 (A.C.A. § 4-2- 
202), 2-718 (A.C.A. § 4-2-718), and 2-719 
(A.C.A. § 4-2-719). 

Point 7: Sections 1-205 (A.C.A. § 4-1- 
205) and 2-208 (A.C.A. § 4-2-208). 


Definitional Cross References: 
“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 
“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 


“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Course of dealing’. Section 1-205 
(A.C.A. § 4-1-205). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Usage of trade”. Section 1-205 (A.C.A. 
§ 4-1-205). 


*The Arkansas version of this section was 
amended by Acts 1969, No. 41, § 1, and 
1981, No. 822, § 1, making it vary from 
this uniform act section. 


Comment to § 2-317 (A.C.A. § 4-2-317) 


Prior Uniform Statutory Provision: On 
cumulation of warranties, see Sections 14, 
15, and 16, Uniform Sales Act. 


Changes: Completely rewritten into one 
section. 


Purposes of Changes: 

1. The present section rests on the ba- 
sic policy of this Article (Chapter) that no 
warranty is created except by some con- 
duct (either affirmative action or failure to 
disclose) on the part of the seller. There- 
fore, all warranties are made cumulative 
unless this construction of the contract is 
impossible or unreasonable. 

This Article (Chapter) thus follows the 
general policy of the Uniform Sales Act 
except that in case of the sale of an article 
by its patent or trade name the elimina- 
tion of the warranty of fitness depends 
solely on whether the buyer has relied on 
the seller’s skill and judgment; the use of 
the patent or trade name is but one factor 
in making this determination. 

2. The rules of this section are designed 
to aid in determining the intention of the 
parties as to which of inconsistent war- 
ranties which have arisen from the cir- 
cumstances of their transaction shall pre- 


vail. These rules of intention are to be 
applied only where factors making for an 
equitable estoppel of the seller do not exist 
and where he has in perfect good faith 
made warranties which later turn out to 
be inconsistent. To the extent that the 
seller has led the buyer to believe that all 
of the warranties can be performed, he is 
estopped from setting up any essential 
inconsistency as a defense. 

3. The rules in subsections (a), (b) and 
(c) (A.C.A. § 4-2-317(a), (b), and (c)) are 
designed to ascertain the intention of the 
parties by reference to the factor which 
probably claimed the attention of the par- 
ties in the first instance. These rules are 
not absolute but may be changed by evi- 
dence showing that the conditions which 
existed at the time of contracting make 
the construction called for by the section 
inconsistent or unreasonable. 


Cross Reference: 
Point 1: Section 2-315 (A.C.A. § 4-2- 
315). 


Definitional Cross Reference: 
“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 
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Comment to § 2-318 (A.C.A. § 4-2-318) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. The last sentence of this section does 
not mean that a seller is precluded from 
excluding or disclaiming a warranty 
which might otherwise arise in connection 
with the sale provided such exclusion or 
modification is permitted by Section 2-316 
(A.C.A. § 4-2-316). Nor does that sentence 
preclude the seller from limiting the rem- 
edies of his own buyer and of any benefi- 
ciaries, in any manner provided in Sec- 
tions 2-718 (A.C.A. § 4-2-718) or 2-719 
(A.C.A. § 4-2-719). To the extent that the 
contract of sale contains provisions under 
which warranties are excluded or modi- 
fied, or remedies for breach are limited, 
such provisions are equally operative 
against beneficiaries of warranties under 
this section. What this last sentence for- 
bids is exclusion of liability by the seller to 
the persons to whom the warranties 
which he has made to his buyer would 
extend under this section. 

2. The purpose of this section is to give 
the buyer’s family, household and guests 
the benefit of the same warranty which 
the buyer received in the contract of sale, 
thereby freeing any such beneficiaries 
from any technical rules as to “privity.” It 
seeks to accomplish this purpose without 
any derogation of any right or remedy 
resting on negligence. It rests primarily 


upon the merchant-seller’s warranty un- 
der this Article (Chapter) that the goods 
sold are merchantable and fit for the ordi- 
nary purposes for which such goods are 
used rather than the warranty of fitness 
for a particular purpose. Implicit in the 
section is that any beneficiary of a war- 
ranty may bring a direct action for breach 
of warranty against the seller whose war- 
ranty extends to him. 

3. This section expressly includes as 
beneficiaries within its provisions the 
family, household, and guests of the pur- 
chaser. Beyond this, the section is neutral 
and is not intended to enlarge or restrict 
the developing case law on whether the 
seller’s warranties, given to his buyer who 
resells, extend to other persons in the 
distributive chain. 


Cross References: 

Point 1: Sections 2-316 (A.C.A. § 4-2- 
316), 2-718 (A.C.A. § 4-2-718) and 2-719 
(A.C.A. § 4-2-719). 

Point 2: Section 2-314 (A.C.A. § 4-2- 
314). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-319 (A.C.A. § 4-2-319) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section is intended to negate the 
uncommercial line of decision which 
treats an “F.O.B.” term as “merely a price 
term.” The distinctions taken in subsec- 
tion (1) (A.C.A. § 4-2-319(1)) handle most 
of the issues which have on occasion led to 
the unfortunate judicial language just re- 
ferred to. Other matters which have led to 
sound results being based on unhappy 
language in regard to F.O.B. clauses are 
dealt with in this Act by Section 2-311(2) 
(A.C.A. § 4-2-311(2)) (seller’s option re 
arrangements relating to shipment) and 
Sections 2-614 (A.C.A. § 4-2-614) and 
2-615 (A.C.A. § 4-2-615) (substituted per- 
formance and seller’s excuse). 


2. Subsection (1)(c) (A.C.A. § 4-2- 
319(1)(c)) not only specifies the duties of a 
seller who engages to deliver “F.O.B. ves- 
sel,” or the like, but ought to make clear 
that no agreement is soundly drawn when 
it looks to reshipment from San Francisco 
or New York, but speaks merely of “F.O.B.” 
the place. 

3. The buyer’s obligations stated in 
subsection (1)(c) (A.C.A. § 4-2-319(1)(c)) 
and subsection (3) (A.C.A. § 4-2-319(3)) 
are, as shown in the text, obligations of 
cooperation. The last sentence of subsec- 
tion (3) (A.C.A. § 4-2-319(3)) expressly, 
though perhaps unnecessarily, authorizes 
the seller, pending instructions, to go 
ahead with such preparatory moves as 
shipment from the interior to the named 
point of delivery. The sentence presup- 
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poses the usual case in which instructions 
“fail”; a prior repudiation by the buyer, 
giving notice that breach was intended, 
would remove the reason for the sentence, 
and would normally bring into play, in- 
stead, the second sentence of Section 
2-704 (A.C.A. § 4-2-704), which duly calls 
for lessening damages. 

4. The treatment of “F.O.B. vessel” in 
conjunction with F.A.S. fits, in regard to 
the need for payment against documents, 
with standard practice and case-law; but 
“F.O.B. vessel” is a term which by its very 
language makes express the need for an 
“on board” document. In this respect, that 
term is stricter than the ordinary overseas 
“shipment” contract (C.LF., etc., Section 
2-320 (A.C.A. § 4-2-320)). 


Cross References: 
Sections 2-311(3) (A.C.A. § 4-2-311(3)), 


2-323 (A.C.A. § 4-2-323), 2-503 (A.C.A. 
§ 4-2-503) and 2-504 (A.C.A. § 4-2-504). 


Definitional Cross References: 

“Agreed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Seasonably”. 
§ 4-1-204). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-204 (A.C.A. 


Comment to § 2-320 (A.C.A. § 4-2-320) 


Prior Uniform Statutory Provision: None. 


Purposes: To make it clear that: 

1. The C.I.F. contract is not a destina- 
tion but a shipment contract with risk of 
subsequent loss or damage to the goods 
passing to the buyer upon shipment if the 
seller has properly performed all his obli- 
gations with respect to the goods. Delivery 
to the carrier is delivery to the buyer for 
purposes of risk and “title”. Delivery of 
possession of the goods is accomplished by 
delivery of the bill of lading, and upon 
tender of the required documents the 
buyer must pay the agreed price without 
awaiting the arrival of the goods and if 
they have been lost or damaged after 
proper shipment he must seek his remedy 
against the carrier or insurer. The buyer 
has no right of inspection prior to pay- 
ment or acceptance of the documents. 

2. The seller’s obligations remain the 
same even though the C.I.F. term is “used 
only in connection with the stated price 
and destination”. 

3. The insurance stipulated by the 
C.I.F. term is for the buyer’s benefit, to 
protect him against the risk of loss or 
damage to the goods in transit. A clause in 
a C.F. contract “insurance — for the 
account of sellers” should be viewed in its 
ordinary mercantile meaning that the 
sellers must pay for the insurance and not 
that it is intended to run to the seller’s 
benefit. 

4. A bill of lading covering the entire 


transportation from the port of shipment 
is explicitly required by the provision on 
this point must be read in the light of its 
reason to assure the buyer of as full pro- 
tection as the conditions of shipment rea- 
sonably permit, remembering always that 
this type of contract is designed to move 
the goods in the channels commercially 
available. To enable the buyer to deal with 
the goods while they are afloat the bill of 
lading must be one that covers only the 
quantity of goods called for by the con- 
tract. The buyer is not required to accept 
his part of the goods without a bill of 
lading because the latter covers a larger 
quantity, nor is he required to accept a bill 
of lading for the whole quantity under a 
stipulation to hold the excess for the 
owner. Although the buyer is not com- 
pelled to accept either goods or documents 
under such circumstances he may of 
course claim his rights in any goods which 
have been identified to his contract. 

5. The seller is given the option of pay- 
ing or providing for the payment of 
freight. He has no option to ship “freight 
collect” unless the agreement so provides. 
The rule of the common law that the buyer 
need not pay the freight if the goods do not 
arrive is preserved. 

Unless the shipment has been sent 
“freight collect” the buyer is entitled to 
receive documentary evidence that he is 
not obligated to pay the freight; the seller 
is therefore required to obtain a receipt 
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“showing that the freight has been paid or 
provided for.” The usual notation in the 
appropriate space on the bill of lading that 
the freight has been prepaid is a sufficient 
receipt, as at common law. The phrase 
“provided for” is intended to cover the 
frequent situation in which the carrier 
extends credit to a shipper for the freight 
on successive shipments and receives pe- 
riodical payments of the accrued freight 
charges from him. 

6. The requirement that unless other- 
wise agreed the seller must procure insur- 
ance “of a kind and on terms then current 
at the port for shipment in the usual 
amount, in the currency of the contract, 
sufficiently shown to cover the same goods 
covered by the bill of lading”, applies to 
both marine and war risk insurance. As 
applied to marine insurance, it means 
such insurance as is usual or customary at 
the port for shipment with reference to the 
particular kind of goods involved, the 
character and equipment of the vessel, the 
route of the voyage, the port of destination 
and any other considerations that affect 
the risk. It is the substantial equivalent of 
the ordinary insurance in the particular 
trade and on the particular voyage and is 
subject to agreed specifications of type or 
extent of coverage. The language does not 
mean that the insurance must be ade- 
quate to cover all risks to which the goods 
may be subject in transit. There are some 
types of loss or damage that are not cov- 
ered by the usual marine insurance and 
are excepted in bills of lading or in appli- 
cable statutes from the causes of loss or 
damage for which the carrier or the vessel 
is liable. Such risks must be borne by the 
buyer under this Article (Chapter). 

Insurance secured in compliance with a 
C.I.F. term must cover the entire trans- 
portation of the goods to the named desti- 
nation. 

7. An additional obligation is imposed 
upon the seller in requiring him to pro- 
cure customary war risk insurance at the 
buyer’s expense. This changes the com- 
mon law on the point. The seller is not 
required to assume the risk of including in 
the C.I.F. price the cost of such insurance, 
since it often fluctuates rapidly, but is 
required to treat it simply as a necessary 
for the buyer’s account. What war risk 
insurance is “current” or usual turns on 
the standard forms of policy or rider in 
common use. 


8. The C.I.F. contract calls for insur- 
ance covering the value of the goods at the 
time and place of shipment and does not 
include any increase in market value dur- 
ing transit or any anticipated profit to the 
buyer on a sale by him. ~ 

The contract contemplates that before 
the goods arrive at their destination they 
may be sold again and again on C.I.F. 
terms and that the original policy of insur- 
ance and bill of lading will run with the 
interest in the goods by being transferred 
to each successive buyer. A buyer who 
becomes the seller in such an intermedi- 
ate contract for sale does not thereby, if 
his sub-buyer knows the circumstances, 
undertake to insure the goods again at an 
increased price fixed in the new contract 
or to cover the increase in price by addi- 
tional insurance, and his buyer may not 
reject the documents on the ground that 
the original policy does not cover such 
higher price. If such a sub-buyer desires 
additional insurance he must procure it 
for himself. 

Where the seller exercises an option to 
ship “freight collect” and to credit the 
buyer with the freight against the C.I.F. 
price, the insurance need not cover the 
freight since the freight is not at the 
buyer’s risk. On the other hand, where the 
seller prepays the freight upon shipping 
under a bill of lading requiring prepay- 
ment and providing that the freight shall 
be deemed earned and shall be retained 
by the carrier “ship and/or cargo lost or 
not lost,” or using words of similar import, 
he must procure insurance that will cover 
the freight, because notwithstanding that 
the goods are lost in transit the buyer is 
bound to pay the freight as part of the 
C.I.F. price and will be unable to recover it 
back from the carrier. 

9. Insurance “for the account of whom 
it may concern” is usual and sufficient. 
However, for a valid tender the policy of 
insurance must be one which can be dis- 
posed of together with the bill of lading 
and so must be “sufficiently shown to 
cover the same goods covered by the bill of 
lading.” It must cover separately the 
quantity of goods called for by the buyer’s 
contract and not merely insure his goods 
as part of a larger quantity in which 
others are interested, a case provided for 
in American mercantile practice by the 
use of negotiable certificates of insurance 
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which are expressly authorized by this 
section. By usage these certificates are 
treated as the equivalent of separate pol- 
icies and are good tender under C.L.F. 
contracts. The term “certificate of insur- 
ance”, however, does not of itself include 
certificates or “cover notes” issued by the 
insurance broker and stating that the 
goods are covered by a policy. Their suffi- 
ciency as substitutes for policies will de- 
pend upon proof of an established usage or 
course of dealing. The present section re- 
jects the English rule that not only bro- 
kers’ certificates and “cover notes” but also 
certain forms of American insurance cer- 
tificates are not the equivalent of policies 
and are not good tender under a C.L.F. 
contract. 

The seller’s failure to tender a proper 
insurance document is waived if the buyer 
refuses to make payment on other and 
untenable grounds at a time when proper 
insurance could have been obtained and 
tendered by the seller if timely objection 
had been made. Even a failure to insure 
on shipment may be cured by seasonable 
tender of a policy retroactive in effect; e.g., 
one insuring the goods “lost or not lost.” 
The provisions of this Article (Chapter) on 
cure of improper tender and on waiver of 
buyer’s objections by silence are applica- 
ble to insurance tenders under a C.LF. 
term. Where there is no waiver by the 
buyer as described above, however, the 
fact that the goods arrive safely does not 
cure the seller’s breach of his obligations 
to insure them and tender to the buyer a 
proper insurance document. 

10. The seller’s invoice of the goods 
shipped under a C.I.F. contract is re- 
garded as a usual and necessary docu- 
ment upon which reliance may properly 
be placed. It is the document which evi- 
dences points of description, quality and 
the like which do not readily appear in 
other documents. This Article (Chapter) 
rejects those statements to the effect that 
the invoice is a usual but not a necessary 
document under a C.I.F. term. 

11. The buyer needs all of the docu- 
ments required under a C.L.F. contract, in 
due form and with necessary endorse- 
ments, so that before the goods arrive he 
may deal with them by negotiating the 
documents or may obtain prompt posses- 
sion of the goods after their arrival. If the 
goods are lost or damaged in transit the 


documents are necessary to enable him 
promptly to assert his remedy against the 
carrier or insurer. The seller is therefore 
obligated to do what is mercantilely rea- 
sonable in the circumstances and should 
make every reasonable exertion to send 
forward the documents as soon as possible 
after the shipment. The requirement that 
the documents be forwarded with “com- 
mercial promptness” expresses a more ur- 
gent need for action than that suggested 
by the phrase “reasonable time”. 

12. Under a C.I.F. contract the buyer, 
as under the common law, must pay the 
price upon tender of the required docu- 
ments without first inspecting the goods, 
but his payment in these circumstances 
does not constitute an acceptance of the 
goods nor does it impair his right of sub- 
sequent inspection or his options and rem- 
edies in the case of improper delivery. All 
remedies and rights for the seller’s breach 
are reserved to him. The buyer must pay 
before inspection and assert his remedy 
against the seller afterward unless the 
nonconformity of the goods amounts to a 
real failure of consideration since the pur- 
pose of choosing this form of contract is to 
give the seller protection against the buy- 
er’s unjustifiable rejection of the goods at 
a distant port of destination which would 
necessitate taking possession of the goods 
and suing the buyer there. 

13. Avalid C.I.F. contract may be made 
which requires part of the transportation 
to be made on land and part on the sea, as 
where the goods are to be brought by rail 
from an inland point to a seaport and 
thence transported by vessel to the named 
destination under a “through” or combina- 
tion bill of lading issued by the railroad 
company. In such a case shipment by rail 
from the inland point within the contract 
period is a timely shipment notwithstand- 
ing that the loading of the goods on the 
vessel is delayed by causes beyond the 
seller’s control. 

14. Although subsection (2) (A.C.A. 
§ 4-2-320(2)) stating the legal effects of 
the C.I.F. term is an “unless otherwise 
agreed” provision, the express language 
used in an agreement is frequently a pre- 
cautionary, fuller statement of the normal 
C.I.F. terms and hence not intended as a 
departure or variation from them. More- 
over, the dominant outlines of the C.LF 
term are so well understood commercially 
that any variation should, whenever rea- 
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sonably possible, be read as falling within 
those dominant outlines rather than as 
destroying the whole meaning of a term 
which essentially indicates a contract for 
proper shipment rather than one for de- 
livery at destination. Particularly careful 
consideration is necessary before a 
printed form or clause is construed to 
mean agreement otherwise and where a 
C.LF. contract is prepared on a printed 
form designed for some other type of con- 
tract, the C.I.F. terms must prevail over 
printed clauses repugnant to them. 

15. Under subsection (4) (A.C.A. § 4-2- 
320(4)) the fact that the seller knows at 
the time of the tender of the documents 
that the goods have been lost in transit 
does not affect his rights if he has per- 
formed his contractual obligations. Simi- 
larly, the seller cannot perform under a 
C.1.F. term by purchasing and tendering 
landed goods. 

16. Under the C. & F. term, as under 
the C.I.F. term, title and risk of loss are 
intended to pass to the buyer on shipment. 
A stipulation in a C. & F. contract that the 
seller shall effect insurance on the goods 
and charge the buyer with the premium 
(in effect that he shall act as the buyer’s 
agent for that purpose) is entirely in keep- 
ing with the pattern. On the other hand, it 
often happens that the buyer is in a more 
advantageous position than the seller to 
effect insurance on the goods or that he 
has in force an “open” or “floating” policy 
covering all shipments made by him or to 
him, in either of which events the C. & F. 


term is adequate without mention of in- 
surance. 

17. It is to be remembered that in a 
French contract the term “C.A.F.” does not 
mean “Cost and Freight” but has exactly 
the same meaning as the term “C.LF.” 
since it is merely the French equivalent of 
that term. The “A” does not stand for “and” 
but for “assurance” which means insur- 
ance. 


Cross References: 

Point 4: Section 2-323 (A.C.A. § 4-2- 
323) 

Point 6: Section 2-509(1)(a) (A.C.A. § 4- 
2-509(1)(a)). 

Point 9: Sections 2-508 (A.C.A. § 4-2- 
508) and 2-605(1)(a) (A.C.A. § 4-2- 
605(1)(a)). 

Point 12: Sections 2-321(3) (A.C.A. § 4- 
2-321(3)), 2-512 (A.C.A. § 4-2-512) and 
2-513(3) (A.C.A. § 4-2-513(3)) and Article 
5 (Chapter 5). 


Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-321 (A.C.A. § 4-2-321) 


Prior Uniform Statutory Provision: None. 


Purposes: 

This section deals with two variations of 
the C.I.F. contract which have evolved in 
mercantile practice but are entirely con- 
sistent with the basic C.I.F. pattern. Sub- 
sections (1) (A.C.A. § 4-2-321(1)) and (2) 
(A.C.A. § 4-2-321(2)), which provide for a 
shift to the seller of the risk of quality and 
weight deterioration during shipment, are 
designed to conform the law to the best 
mercantile practice and usage without 
changing the legal consequences of the 
C.I.F. or C. & F. term as to the passing of 
marine risks to the buyer at the point of 
shipment. Subsection (3) (A.C.A. § 4-2- 
321(3)) provides that where under the 


contract documents are to be presented 
for payment after arrival of the goods, this 
amounts merely to a postponement of the 
payment under the C.I.F. contract and is 
not to be confused with the “no arrival, no 
sale” contract. If the goods are lost, deliv- 
ery of the documents and payment against 
them are due when the goods should have 
arrived. The clause for payment on or 
after arrival is not to be construed as such 
a condition precedent to payment that if 
the goods are lost in transit the buyer 
need never pay and the seller must bear 
the loss. 


Cross Reference: 
Section 2-324 (A.C.A. § 4-2-324). 
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Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-322 (A.C.A. § 4-2-322) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. The delivery term, “ex ship”, as be- 
tween seller and buyer, is the reverse of 
the f.a.s. term covered. 

2. Delivery need not be made from any 
particular vessel under a clause calling for 
delivery “ex ship”, even though a vessel on 
which shipment is to be made originally is 
named in the contract, unless the agree- 
ment by appropriate language, restricts 
the clause to delivery from a named ves- 
sel. 

3. The appropriate place and manner of 
unloading at the port of destination de- 
pend upon the nature of the goods and the 
facilities and usages of the port. 

4. A contract fixing a price “ex ship” 
with payment “cash against documents” 
calls only for such documents as are ap- 
propriate to the contract. Tender of a de- 


livery order and of a receipt for the freight 
after the arrival of the carrying vessel is 
adequate. The seller is not required to 
tender a bill of lading as a document of 
title nor is he required to insure the goods 
for the buyer’s benefit, as the goods are 
not at the buyer’s risk during the voyage. 


Cross Reference: 
Point 1: Section 2-319(2) (A.C.A. § 4-2- 
319(2)). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-323 (A.C.A. § 4-2-323) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-2-323(1)) 
follows the “American” rule that a regular 
bill of lading indicating delivery of the 
goods at the dock for shipment is suffi- 
cient, except under a term “F.O.B. vessel.” 
See Section 2-319 (A.C.A. § 4-2-319) and 
comment thereto. 

2. Subsection (2) (A.C.A. § 4-2-323(2)) 
deals with the problem of bills of lading 
covering deep water shipments, issued not 
as a single bill of lading but in a set of 
parts, each part referring to the other 
parts and the entire set constituting in 
commercial practice and at law a single 
bill of lading. Commercial practice in in- 
ternational commerce is to accept and pay 
against presentation of the first part of a 
set if the part is sent from overseas even 
though the contract of the buyer requires 


presentation of a full set of bills of lading 
provided adequate indemnity for the miss- 
ing parts is forthcoming. 

This subsection codifies that practice as 
between buyer and seller. Article 5 (Chap- 
ter 5) (Section 5-113 (A.C.A. § 4-5-113)) 
authorizes banks presenting drafts under 
letters of credit to give indemnities 
against the missing parts, and this sub- 
section means that the buyer must accept 
and act on such indemnities if he in good 
faith deems them adequate. But neither 
this subsection nor Article 5 (Chapter 5) 
decides whether a bank which has issued 
a letter of credit is similarly bound. The 
issuing bank’s obligation under a letter of 
credit is independent and depends on its 
own terms. See Article 5 (Chapter 5). 


Cross References: 
Sections 2-508(2) (A.C.A. § 4-2-508(2)), 
5-113 (A.C.A. § 4-5-1138). 
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Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Financing agency”. 
(A.C.A. § 4-2-104). 


Section 2-104 


“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-324 (A.C.A. § 4-2-324) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. The “no arrival, no sale” term in a 
“destination” overseas contract leaves risk 
of loss on the seller but gives him an 
exemption from liability for nondelivery. 
Both the nature of the case and the duty of 
good faith require that the seller must not 
interfere with the arrival of the goods in 
any way. If the circumstances impose 
upon him the responsibility for making or 
arranging the shipment, he must have a 
shipment made despite the exemption 
clause. Further, the shipment made must 
be a conforming one, for the exemption 
under a “no arrival, no sale” term applies 
only to the hazards of transportation and 
the goods must be proper in all other 
respects. 

The reason of this section is that where 
the seller is reselling goods bought by him 
as shipped by another and this fact is 
known to the buyer, so that the seller is 
not under any obligation to make the 
shipment himself, the seller is entitled 
under the “no arrival, no sale” clause to 
exemption from payment of damages for 
nondelivery if the goods do not arrive or if 
the goods which actually arrive are non- 
conforming. This does not extend to sell- 
ers who arrange shipment by their own 
agents, in which case the clause is limited 
to casualty due to marine hazards. But 
sellers who make known that they are 
contracting only with respect to what will 
be delivered to them by parties over whom 
they assume no control are entitled to the 
full quantum of the exemption. 

2. The provisions of this Article (Chap- 
ter) on identification must be read to- 
gether with the present section in order to 
bring the exemption into application. Un- 
til there is some designation of the goods 


in a particular shipment or on a particular 
ship as being those to which the contract 
refers there can be no application of an 
exemption for their non-arrival. 

3. The seller’s duty to tender the agreed 
or declared goods if they do arrive is not 
impaired because of their delay in arrival 
or by their arrival after transshipment. 

4. The phrase “to arrive” is often em- 
ployed in the same sense as “no arrival, no 
sale” and may then be given the same 
effect. But a “to arrive” term, added to a 
C.LF. or C. & F. contract, does not have 
the full meaning given by this section to 
“no arrival, no sale”. Such a “to arrive” 
term is usually intended to operate only to 
the extent that the risks are not covered 
by the agreed insurance and the loss or 
casualty is due to such uncovered haz- 
ards. In some instances the “to arrive” 
term may be regarded as a time of pay- 
ment term, or, in the case of the reselling 
seller discussed in point 1 above, as negat- 
ing responsibility for conformity of the 
goods, if they arrive, to any description 
which was based on his good faith belief of 
the quality. Whether this is the intention 
of the parties is a question of fact based on 
all the circumstances surrounding the re- 
sale and in case of ambiguity the rules of 
Sections 2-316 (A.C.A. § 4-2-316) and 
2-317 (A.C.A. § 4-2-317) apply to preclude 
dishonor. 

5. Paragraph (b) (A.C.A. § 4-2-324(b)) 
applies where goods arrive impaired by 
damage or partial loss during transporta- 
tion and makes the policy of this Article 
(Chapter) on casualty to identified goods 
applicable to such a situation. For the 
term cannot be regarded as intending to 
give the seller an unforeseen profit 
through casualty; it is intended only to 
protect him from loss due to causes be- 
yond his control. 
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Cross References: 

Point 1: Section 1-203 (A.C.A. § 4-1- 
203). 

Point 2: Section 2-501(1)(a) (A.C.A. § 4- 
2-501(1)(a)) and (1)(c) (A.C.A. § 4-2- 
501(1)(c)). 

Point 5: Section 2-613 (A.C.A. § 4-2- 
613). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conforming”. Section 2-106 (A.C.A. 
§ 4-2-106). 


“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Fault”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Sale”. Section 2-106 (A.C.A. § 4-2-106). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-325 (A.C.A. § 4-2-325) 


Prior Uniform Statutory Provision: None. 


Purposes: To express the established com- 
mercial and banking understanding as to 
the meaning and effects of terms calling 
for “letters of credit” or “confirmed credit”: 

1. Subsection (2) (A.C.A. § 4-2-325(2)) 
follows the general policy of this Article 
(Chapter) and Article 3 (Chapter 3) (Sec- 
tion 3-802 (A.C.A. § 4-3-802)) on condi- 
tional payment, under which payment by 
check or other short-term instrument is 
not ordinarily final as between the parties 
if the recipient duly presents the instru- 
ment and honor is refused. Thus the fur- 
nishing of a letter of credit does not sub- 
stitute the financing agency’s obligation 
for the buyer’s, but the seller must first 
give the buyer reasonable notice of his 
intention to demand direct payment from 
him. 

2. Subsection (3) (A.C.A. § 4-2-325(3)) 
requires that the credit be irrevocable and 
be a prime credit as determined by the 
standing of the issuer. It is not necessary, 
unless otherwise agreed, that the credit be 
a negotiation credit; the seller can finance 
himself by an assignment of the proceeds 
under Section 5-116(2) (A.C.A. § 4-5- 
116(2)). 

3. The definition of “confirmed credit” is 
drawn on the supposition that the credit is 


issued by a bank which is not doing direct 
business in the seller’s financial market; 
there is no intention to require the obliga- 
tion of two banks both local to the seller. 


Cross References: 

Sections 2-403 (A.C.A. § 4-2-4083), 
2-511(3) (A.C.A. § 4-2-511(3)) and 3-802 
(A.C.A. § 4-3-802) and Article 5 (Chapter 
5). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract for 
(A.C.A. § 4-2-106). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Financing agency”. 
(A.C.A. § 4-2-104). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Overseas”. Section 2-323 (A.C.A. § 4-2- 
B2o). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Seasonably”. 
§ 4-1-204). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


sale”. Section 2-106 


Section 2-104 


Section 1-204 (A.C.A. 


Comment to § 2-326 (A.C.A. § 4-2-326)* 


Prior Uniform Statutory Provision: Sec- 
tion 19(3), Uniform Sales Act. 


Changes: Completely rewritten in this 
and the succeeding section. 


Purposes of Changes: To make it clear 
that: 

1. A “sale on approval” or “sale or re- 
turn” is distinct from other types of trans- 
actions with which they have frequently 
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been confused. The type of “sale on ap- 
proval,” “on trial” or “on satisfaction” dealt 
with involves a contract under which the 
seller undertakes a particular business 
risk to satisfy his prospective buyer with 
the appearance or performance of the 
goods in question. The goods are delivered 
to the proposed purchaser but they re- 
main the property of the seller until the 
buyer accepts them. The price has already 
been agreed. The buyer’s willingness to 
receive and test the goods is the consider- 
ation for the seller’s engagement to de- 
liver and sell. The type of “sale or return” 
involved herein is a sale to a merchant 
whose unwillingness to buy is overcome 
only by the seller’s engagement to take 
back the goods (or any commercial unit of 
goods) in lieu of payment if they fail to be 
resold. These two transactions are so 
strongly delineated in practice and in gen- 
eral understanding that every presump- 
tion runs against a delivery to a consumer 
being a “sale or return” and against a 
delivery to a merchant for resale being a 
“sale on approval.” 

The right to return the goods for failure 
to conform to the contract does not make 
the transaction a “sale on approval” or 
“sale or return” and has nothing to do with 
this and the following section. The present 
section is not concerned with remedies for 
breach of contract. It deals instead with a 
power given by the contract to turn back 
the goods even though they are wholly as 
warranted. 

This section nevertheless presupposes 
that a contract for sale is contemplated by 
the parties although that contract may be 
of the peculiar character here described. 

Where the buyer’s obligation as a buyer 
is conditioned not on his personal ap- 
proval but on the article’s passing a de- 
scribed objective test, the risk of loss by 
casualty pending the test is properly the 
seller’s and proper return is at his ex- 
pense. On the point of “satisfaction” as 
meaning “reasonable satisfaction” where 
an industrial machine is involved, this 
Article (Chapter) takes no position. 

2. Pursuant to the general policies of 
this Act which require good faith not only 
between the parties to the sales contract, 
but as against interested third parties, 
subsection (3) (A.C.A. § 4-2-326(3)) re- 
solves all reasonable doubts as to the 
nature of the transaction in favor of the 
general creditors of the buyer. As against 
such creditors words such as “on consign- 
ment” or “on memorandum”, with or with- 


out words of reservation of title in the 
seller, are disregarded when the buyer has 
a place of business at which he deals in 
goods of the kind involved. A necessary 
exception is made where the buyer is 
known to be engaged primarily in selling 
the goods of others or is selling under a 
relevant sign law, or the seller complies 
with the filing provisions of Article 9 
(Chapter 9) as if his interest were a secu- 
rity interest. However, there is no intent 
in this Section to narrow the protection 
afforded to third parties in any jurisdic- 
tion which has a selling Factors Act. The 
purpose of the exception is merely to limit 
the effect of the present subsection itself, 
in the absence of any such Factors Act, to 
cases in which creditors of the buyer may 
reasonably be deemed to have been misled 
by the secret reservation. 

3. Subsection (4) (A.C.A. § 4-2-326(4)) 
resolves a conflict in the preexisting case 
law by recognition that an “or return” 
provision is so definitely at odds with any 
ordinary contract for sale of goods that 
where written agreements are involved it 
must be contained in a written memoran- 
dum. The “or return” aspect of a sales 
contract must be treated as a separate 
contract under the Statute of Frauds sec- 
tion and as contradicting the sale insofar 
as questions of parol or extrinsic evidence 
are concerned. 


Cross References: 

Point 2: Article 9 (Chapter 9). 

Point 3: Sections 2-201 (A.C.A. § 4-2- 
201) and 2-202 (A.C.A. § 4-2-202). 


Definitional Cross References: 

“Between merchants”. Section 2-104 
(A.C.A. § 4-2-104). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conform”. Section 2-106 (A.C.A. § 4-2- 
106). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Sale”. Section 2-106 (A.C.A. § 4-2-106). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 2-106 


*The Arkansas version of this section was 
amended by Acts 1983, No. 820, § 7, mak- 
ing it vary from this uniform act section. 
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Comment to § 2-327 (A.C.A. § 4-2-327) 


Prior Uniform Statutory Provision: Sec- 
tion 19(3), Uniform Sales Act. 


Changes: Completely rewritten in preced- 
ing and this section. 


Purposes of Changes: To make it clear 
that: 

1. In the case of a sale on approval: 

If all of the goods involved conform to 
the contract, the buyer’s acceptance of 
part of the goods constitutes acceptance of 
the whole. Acceptance of part falls outside 
the normal intent of the parties in the “on 
approval” situation and the policy of this 
Article (Chapter) allowing partial accep- 
tance of a defective delivery has no appli- 
cation here. A case where a buyer takes 
home two dresses to select one commonly 
involves two distinct contracts; if not, it is 
covered by the words “unless otherwise 
agreed”. 

2. In the case of a sale or return, the 
return of any unsold unit merely because 
it is unsold is the normal intent of the 
“sale or return” provision, and therefore 
the right to return for this reason alone is 
independent of any other action under the 
contract which would turn on wholly dif- 
ferent considerations. On the other hand, 
where the return of goods is for breach, 
including return of items resold by the 
buyer and returned by the ultimate pur- 
chasers because of defects, the return pro- 
cedure is governed not by the present 
section but by the provisions on the effects 
and revocation of acceptance. 

3. In the case of a sale on approval the 
risk rests on the seller until acceptance of 
the goods by the buyer, while in a sale or 
return the risk remains throughout on the 
buyer. 

4. Notice of election to return given by 
the buyer in a sale on approval is suffi- 
cient to relieve him of any further liability. 
Actual return by the buyer to the seller is 
required in the case of a sale or return 


contract. What constitutes due “giving” of 
notice, as required in “on approval” sales, 
is governed by the provisions on good faith 
and notice. “Seasonable” is used here as 
defined in Section 1-204 (A.C.A. § 4-1- 
204). Nevertheless, the provisions of both 
this Article (Chapter) and of the contract 
on this point must be read with commer- 
cial reason and with full attention to good 
faith. 


Cross References: 

Point 1: Sections 2-501 (A.C.A. § 4-2- 
501), 2-601 (A.C.A. § 4-2-601) and 2-603 
(A.C.A. § 4-2-603). 

Point 2: Sections 2-607 (A.C.A. § 4-2- 
607) and 2-608 (A.C.A. § 4-2-608). 

Point 4: Sections 1-201 (A.C.A. § 4-1- 
201) and 1-204 (A.C.A. § 4-1-204). 


Definitional Cross References: 

“Agreed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Commercial unit”. 
(A.C.A. § 4-2-105). 

“Conform”. Section 2-106 (A.C.A. § 4-2- 
106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Merchant”. Section 2-104 (A.C.A. § 4- 
2-104). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notification”. 
§ 4-1-201). 

“Sale on approval”. 
(A.C.A. § 4-2-326). 

“Sale or return”. Section 2-326 (A.C.A. 
§ 4-2-326). 

“Seasonably”. 
§ 4-1-204). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 2-105 


Section 1-201 (A.C.A. 


Section 2-326 


Section 1-204 (A.C.A. 


Comment to § 2-328 (A.C.A. § 4-2-328) 


Prior Uniform Statutory Provision: Sec- 
tion 21, Uniform Sales Act. 


Changes: Completely rewritten. 


Purposes of Changes: To make it clear 
that: 


1. The auctioneer may in his discretion 
either reopen the bidding or close the sale 
on the bid on which the hammer was 
falling when a bid is made at that mo- 
ment. The recognition of a bid of this kind 
by the auctioneer in his discretion does | 
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not mean a closing in favor of such a 
bidder, but only that the bid has been 
accepted as a continuation of the bidding. 
If recognized, such a bid discharges the 
bid on which the hammer was falling 
when it was made. 

2. An auction “with reserve” is the nor- 
mal procedure. The crucial point, how- 
ever, for determining the nature of an 
auction is the “putting up” of the goods. 
This Article (Chapter) accepts the view 
that the goods may be withdrawn before 
they are actually “put up,” regardless of 
whether the auction is advertised as one 
without reserve, without liability on the 
part of the auction announcer to persons 
who are present. This is subject to any 
peculiar facts which might bring the case 
within the “firm offer” principle of this 
Article (Chapter), but an offer to persons 
generally would require unmistakable 
language in order to fall within that sec- 
tion. The prior announcement of the na- 
ture of the auction either as with reserve 
or without reserve will, however, enter as 


an “explicit term” in the “putting up” of 
the goods and conduct thereafter must be 
governed accordingly. The present section 
continues the prior rule permitting with- 
drawal of bids in auctions both with and 
without reserve; and the rule is made 
explicit that the retraction of a bid does 
not revive a prior bid. 


Cross Reference: 
Point 2: Section 2-205 (A.C.A. § 4-2- 
205). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Lot”. Section 2-105 (A.C.A. § 4-2-105). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Sale”. Section 2-106 (A.C.A. § 4-2-106). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-401 (A.C.A. § 4-2-401) 


Prior Uniform Statutory Provision: See 
generally, Sections 17, 18, 19 and 20, 
Uniform Sales Act. 


Purposes: To make it clear that: 

1. This Article (Chapter) deals with the 
issues between seller and buyer in terms 
of step by step performance or non-perfor- 
mance under the contract for sale and not 
in terms of whether or not “title” to the 
goods has passed. That the rules of this 
section in no way alter the rights of either 
the buyer, seller or third parties declared 
elsewhere in the Article (Chapter) is made 
clear by the preamble of this section. This 
section, however, in no way intends to 
indicate which line of interpretation 
should be followed in cases where the 
applicability of “public” regulation de- 
pends upon a “sale” or upon location of 
“title” without further definition. The ba- 
sic policy of this Article (Chapter) that 
known purpose and reason should govern 
interpretation cannot extend beyond the 
scope of its own provisions. It is therefore 
necessary to state what a “sale” is and 
when title passes under this Article 
(Chapter) in case the courts deem any 
public regulation to incorporate the de- 
fined term of the “private” law. 


2. “Future” goods cannot be the subject 
of a present sale. Before title can pass the 
goods must be identified in the manner set 
forth in Section 2-501 (A.C.A. § 4-2-501). 
The parties, however, have full liberty to 
arrange by specific terms for the passing 
of title to goods which are existing. 

3. The “special property” of the buyer in 
goods identified to the contract is excluded 
from the definition of “security interest”; 
its incidents are defined in provisions of 
this Article (Chapter) such as those on the 
rights of the seller’s creditors, on good 
faith purchase, on the buyer’s right to 
goods on the seller’s insolvency, and on the 
buyer’s right to specific performance or 
replevin. 

4. The factual situations in subsections 
(2) (A.C.A. § 4-2-401(2)) and (3) (A.C.A. 
§ 4-2-401(3)) upon which passage of title 
turn actually base the test upon the time 
when the seller has finally committed 
himself in regard to specific goods. Thus in 
a “shipment” contract he commits himself 
by the act of making the shipment. If 
shipment is not contemplated subsection 
(3) (A.C.A. § 4-2-401(3)) turns on the sell- 
er’s final commitment, i.e. the delivery of 
documents or the making of the contract. 
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Cross References: 

Point 2: Sections 2-102 (A.C.A. § 4-2- 
102), 2-501 (A.C.A. § 4-2-501) and 2-502 
(A.C.A. § 4-2-502). 

Point 3: Sections 1-201 (A.C.A. § 4-1- 
201), 2-402 (A.C.A. § 4-2-402), 2-403 
(A.C.A. § 4-2-403), 2-502 (A.C.A. § 4-2- 
502) and 2-716 (A.C.A. § 4-2-716). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201) 

“Contract for 
(A.C.A. § 4-2-106). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document of title”. 
(A.C.A. § 4-1-201). 


sale”. Section 2-106 


Section 1-201 


“Good faith”. Section 2-103 (A.C.A. § 4- 
2-103). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-1038). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Sale”. Section 2-106 (A.C.A. § 4-2-106). 

“Security interest”. Section 1-201 
(A.C.A. § 4-1-201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-402 (A.C.A., § 4-2-402) 


Prior Uniform Statutory Provision: Sub- 
section (2) (A.C.A. § 4-2-402(2)) — Section 
26, Uniform Sales Act; Subsections (1) 
(A.C.A. § 4-2-402(1)) and (3) (A.C.A. § 4- 
2-402(3)) — none. 


Changes: Rephrased. 


Purposes of Changes and New Matter: To 
avoid confusion on ordinary issues be- 
tween current sellers and buyers and is- 
suers in the field of preference and hin- 
drance by making it clear that: 

1. Local law on question of hindrance of 
creditors by the seller’s retention of pos- 
session of the goods are outside the scope 
of this Article (Chapter), but retention of 
possession in the current course of trade is 
legitimate. Transactions which fall within 
the law’s policy against improper prefer- 
ences are reserved from the protection of 
this Article (Chapter). 

2. The retention of possession of the 
goods by a merchant seller for a commer- 
cially reasonable time after a sale or iden- 
tification in current course is exempted 
from attack as fraudulent. Similarly, the 


provisions of subsection (3) (A.C.A. § 4-2- 
402(3)) have no application to identifica- 
tion or delivery made in the current 
course of trade, as measured against gen- 
eral commercial understanding of what a 
“current” transaction is. 


Definitional Cross References: 

“Contract for sale”. Section 2-106 
(A.C.A. § 4-2-106). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Good faith”. Section 2-103 (A.C.A. § 4- 
2-103). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Merchant”. Section 2-104 (A.C.A. § 4- 
2-104). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Reasonable time”. 
(A.C.A. § 4-1-204). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Sale”. Section 2-106 (A.C.A. § 4-2-106). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 1-204 
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Comment to § 2-403 (A.C.A. § 4-2-403)* 


Prior Uniform Statutory Provision: Sec- 
tions 20(4), 23, 24, 25, Uniform Sales Act; 
Section 9, especially 9(2), Uniform Trust 
Receipts Act; Section 9, Uniform Condi- 
tional Sales Act. 


Changes: Consolidated and rewritten. 


Purposes of Changes: To gather together a 
series of prior uniform statutory provi- 
sions and the case-law thereunder and to 
state a unified and simplified policy on 
good faith purchase of goods. 

1. The basic policy of our law allowing 
transfer of such title as the transferor has 
is generally continued and expanded un- 
der subsection (1) (A.C.A. § 4-2-403(1)). 
In this respect the provisions of the sec- 
tion are applicable to a person taking by 
any form of “purchase” as defined by this 
Act. Moreover the policy of this Act ex- 
pressly providing for the application of 
supplementary general principles of law 
to sales transactions wherever appropri- 
ate joins with the present section to con- 
tinue unimpaired all rights acquired un- 
der the law of agency or of apparent 
agency or ownership or other estoppel, 
whether based on statutory provisions or 
on case law principles. The section also 
leaves unimpaired the powers given to 
selling factors under the earlier Factors 
Acts. In addition subsection (1) (A.C.A. 
§ 4-2-403(1)) provides specifically for the 
protection of the good faith purchaser for 
value in a number of specific situations 
which have been troublesome under prior 
law. 

On the other hand, the contract of pur- 
chase is of course limited by its own terms 
as in a case of pledge for a limited amount 
or of sale of a fractional interest in goods. 

2. The many particular situations in 
which a buyer in ordinary course of busi- 
ness from a dealer has been protected 
against reservation of property or other 
hidden interest are gathered by subsec- 
tions (2)-(4) (A.C.A. § 4-2-403(2)-(4)) into 
a single principle protecting persons who 
buy in ordinary course out of inventory. 
Consignors have no reason to complain, 
nor have lenders who hold a security in- 
terest in the inventory, since the very 
purpose of goods in inventory is to be 
turned into cash by sale. 


The principle is extended in subsection 
(3) (A.C.A. § 4-2-403(3)) to fit with the 
abolition of the old law of “cash sale” by 
subsection (1)(c) (A.C.A. § 4-2-403(1)(c)). 
It is also freed from any technicalities 
depending on the extended law of larceny; 
such extension of the concept of theft to 
include trick, particular types of fraud, 
and the like is for the purpose of helping 
conviction of the offender; it has no proper 
application to the long-standing policy of 
civil protection of buyers from persons 
guilty of such trick or fraud. Finally, the 
policy is extended, in the interest of sim- 
plicity and sense, to any entrusting by a 
bailor; this is in consonance with the ex- 
plicit provisions of Section 7-205 (A.C.A. 
§ 4-7-205) on the powers of a warehouse- 
man who is also in the business of buying 
and selling fungible goods of the kind he 
warehouses. As to entrusting by a secured 
party, subsection (2) (A.C.A. § 4-2-403(2)) 
is limited by the more specific provisions 
of Section 9-307(1) (A.C.A. § 4-9-307(1)), 
which deny protection to a person buying 
farm products from a person engaged in 
farming operations. 

3. The definition of “buyer in ordinary 
course of business” (Section 1-201 (A.C.A. 
§ 4-1-201)) is effective here and preserves 
the essence of the healthy limitations 
engrafted by the case-law on the older 
statutes. The older loose concept of good 
faith and wide definition of value com- 
bined to create apparent good faith pur- 
chasers in many situations in which the 
result outraged common sense; the court’s 
solution was to protect the original title 
especially by use of “cash sale” or of 
overtechnical construction of the enabling 
clauses of the statutes. But such rulings 
then turned into limitations on the proper 
protection of buyers in the ordinary mar- 
ket. Section 1-201(9) (A.C.A. § 4-1-201(9)) 
cuts down the category of buyer in ordi- 
nary course in such fashion as to take care 
of the results of the cases, but with no 
price either in confusion or in injustice to 
proper dealings in the normal market. 

4. Except as provided in subsection (1) 
(A.C.A. § 4-2-403(1)), the rights of pur- 
chasers other than buyers in ordinary 
course are left to the Articles (Chapters) 
on Secured Transactions, Documents of 
Title, and Bulk Sales. 


COMMENTARIES 63 


Cross References: 

Point 1: Sections 1-103 (A.C.A. § 4-1- 
103) and 1-201 (A.C.A. § 4-1-201). 

Point 2: Sections 1-201 (A.C.A. § 4-1- 
201), 2-402 (A.C.A. § 4-2-402), 7-205 
(A.C.A. § 4-7-205) and 9-807(1) (A.C.A. 
§ 4-9-307(1)). 

Points 3 and 4: Sections 1-102 (A.C.A. 
§ 4-1-102), 1-201 (A.C.A. § 4-1-201), 
2-104 (A.C.A. § 4-2-104), 2-707 (A.C.A. 
§ 4-2-707) and Articles (Chapters) 6, 7 
and 9. 


Definitional Cross References: 

“Buyer in ordinary course of business”. 
Section 1-201 (A.C.A. § 4-1-201). “Good 
faith”. Sections 1-201 (A.C.A. § 4-1-201) 
and 2-103 (A.C.A. § 4-2-1083). 


“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1991, 
No. 344, § 3, to reflect the enactment of 
Article 4A (A.C.A. § 4-4A-101 et seq.) con- 
cerning bulk transfers. 


Comment to § 2-501 (A.C.A, § 4-2-501) 


Prior Uniform Statutory Provision: See 
Sections 17 and 19, Uniform Sales Act. 


Purposes: 

1. The present section deals with the 
manner of identifying goods to the con- 
tract so that an insurable interest in the 
buyer and the rights set forth in the next 
section will accrue. Generally speaking, 
identification may be made in any manner 
“explicitly agreed to” by the parties. The 
rules of paragraphs (1)(a) (A.C.A. § 4-2- 
501(1)(a)), (1)(b) (A.C.A. § 4-2-501(1)(b)) 
and (1)(c) (A.C.A. § 4-2-501(1)(c)) apply 
only in the absence of such “explicit agree- 
ment”. 

2. In the ordinary case identification of 
particular existing goods as goods to 
which the contract refers is unambiguous 
and may occur in one of many ways. It is 
possible, however, for the identification to 
be tentative or contingent. In view of the 
limited effect given to identification by 
this Article (Chapter), the general policy is 
to resolve all doubts in favor of identifica- 
tion. 

3. The provision of this section as to 
“explicit agreement” clarifies the present 
confusion in the law of sales which has 
arisen from the fact that under prior uni- 
form legislation all rules of presumption 
with reference to the passing of title or to 
appropriation (which in turn depended 
upon identification) were regarded as sub- 
ject to the contrary intention of the parties 
or of the party appropriating. Such uncer- 


tainty is reduced to a minimum under this 
section by requiring “explicit agreement” 
of the parties before the rules of para- 
graphs (1)(a) (A.C.A. § 4-2-501(1)(a)), 
(1)(b) (A.C.A. § 4-2-501(1)(b)) and (1)(c) 
(A.C.A. § 4-2-501(1)(c)) are displaced — 
as they would be by a term giving the 
buyer power to select the goods. An “ex- 
plicit” agreement, however, need not nec- 
essarily be found in the terms used in the 
particular transaction. Thus, where a us- 
age of the trade has previously been made 
explicit by reduction to a standard set of 
“rules and regulations” currently incorpo- 
rated by reference into the contracts of the 
parties, a relevant provision of those 
“rules and regulations” is “explicit” within 
the meaning of this section. 

4. In view of the limited function of 
identification there is no requirement in 
this section that the goods be in deliver- 
able state or that all of the seller’s duties 
with respect to the processing of the goods 
be completed in order that identification 
occur. For example, despite identification 
the risk of loss remains on the seller under 
the risk of loss provisions until completion 
of his duties as to the goods and all of his 
remedies remain dependent upon his not 
defaulting under the contract. 

5. Undivided shares in an identified 
fungible bulk, such as grain in an elevator 
or oil in a storage tank, can be sold. The 
mere making of the contract with refer- 
ence to an undivided share in an identified 
fungible bulk is enough under subsection 
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(1)(a) (A.C.A. § 4-2-501(1)(a)) to effect an 
identification if there is no explicit agree- 
ment otherwise. The seller’s duty, how- 
ever, to segregate and deliver according to 
the contract is not affected by such an 
identification but is controlled by other 
provisions of this Article (Chapter). 

6. Identification of crops under para- 
graph (1)(c) (A.C.A. § 4-2-501(1)(c)) is 
made upon planting only if they are to be 
harvested within the year or within the 
next normal harvest season. The phrase 
“next normal harvest season” fairly in- 
cludes nursery stock raised for normally 
quick “harvest,” but plainly excludes a 
“timber” crop to which the concept of a 
harvest “season” is inapplicable. 

Paragraph (l1)(c) (ACA. § 4-2- 
501(1)(c)) is also applicable to a crop of 
wool or the young of animals to be born 
within twelve months after contracting. 
The product of a lumbering, mining or 
fishing operation, though seasonal, is not 
within the concept of “growing”. Identifi- 
cation under a contract for all or part of 
the output of such an operation can be 
effected early in the operation. 


Cross References: 
Point 1: Section 2-502 (A.C.A. § 4-2- 
502). 


Point 4: Sections 2-509 (A.C.A. § 4-2- 
509), 2-510 (A.C.A. § 4-2-510) and 2-703 
(A.C.A. § 4-2-7083). 

Point 5: Sections 2-105 (A.C.A. § 4-2- 
105), 2-308 (A.C.A. § 4-2-308), 2-503 
(A.C.A. § 4-2-503) and 2-509 (A.C.A. § 4- 
2-509). 

Point 6: Sections 2-105(1) (A.C.A. § 4-2- 
105(1)), 2-107(1) (A.C.A. § 4-2-107(1)) and 
2-402 (A.C.A. § 4-2-402). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Future goods”. Section 2-105 (A.C.A. 
§ 4-2-105). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Notification”. 
§ 4-1-201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Sale”. Section 2-106 (A.C.A. § 4-2-106). 

“Security interest”. Section 1-201 
(A.C.A. § 4-1-201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 2-106 


Section 1-201 (A.C.A. 


Comment to § 2-502 (A.C.A. § 4-2-502) 


Prior Uniform Statutory Provision: Com- 
pare Sections 17, 18 and 19, Uniform 
Sales Act. 


Purposes: 

1. This section gives an additional right 
to the buyer as a result of identification of 
the goods to the contract in the manner 
provided in Section 2-501 (A.C.A. § 4-2- 
501). The buyer is given a right to the 
goods on the seller’s insolvency occurring 
within 10 days after he receives the first 
installment on their price. 

2. The question of whether the buyer 
also acquires a security interest in identi- 
fied goods and has rights to the goods 
when insolvency takes place after the ten- 
day period provided in this section de- 
pends upon compliance with the provi- 
sions of the Article (Chapter) on Secured 
Transactions (Article 9 (Chapter 9)). 

3. Subsection (2) (A.C.A. § 4-2-502(2)) 
is included to preclude the possibility of 
unjust enrichment which exists if the 


buyer were permitted to recover goods 
even though they were greatly superior in 
quality or quantity to that called for by 
the contract for sale. 


Cross References: 

Point 1: Sections 1-201 (A.C.A. § 4-1- 
201) and 2-702 (A.C.A. § 4-2-702). 

Point 2: Article 9 (Chapter 9). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conform”. Section 2-106 (A.C.A. § 4-2- 
106). 

“Contract for 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Insolvent”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


sale”. Section 2-106 
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Comment to § 2-503 (A.C.A. § 4-2-503) 


Prior Uniform Statutory Provision: See 
Sections 11, 19, 20, 43(3) and (4), 46 and 
51, Uniform Sales Act. 


Changes: The general policy of the above 
sections is continued and supplemented 
but subsection (3) (A.C.A. § 4-2-503(3)) 
changes the rule of prior section 19(5) as 
to what constitutes a “destination” con- 
tract and subsection (4) (A.C.A. § 4-2- 
503(4)) incorporates a minor correction as 
to tender of delivery of goods in the pos- 
session of a bailee. 


Purposes of Changes: 

1. The major general rules governing 
the manner of proper or due tender of 
delivery are gathered in this section. The 
term “tender” is used in this Article 
(Chapter) in two different senses. In one 
sense it refers to “due tender” which con- 
templates an offer coupled with a present 
ability to fulfill all the conditions resting 
on the tendering party and must be fol- 
lowed by actual performance if the other 
party shows himself ready to proceed. 
Unless the context unmistakably indi- 
cates otherwise this is the meaning of 
“tender” in this Article (Chapter) and the 
occasional addition of the word “due” is 
only for clarity and emphasis. At other 
times it is used to refer to an offer of goods 
or documents under a contract as if in 
fulfillment of its conditions even though 
there is a defect when measured against 
the contract obligation. Used in either 
sense, however, “tender” connotes such 
performance by the tendering party as 
puts the other party in default if he fails to 
proceed in some manner. 

2. The seller’s general duty to tender 
and deliver is laid down in Section 2-301 
(A.C.A. § 4-2-301) and more particularly 
in Section 2-507 (A.C.A. § 4-2-507). The 
seller’s right to a receipt if he demands 
one and receipts are customary is gov- 
erned by Section 1-205 (A.C.A. § 4-1-205). 
Subsection (1) (A.C.A. § 4-2-503(1)) of the 
present section proceeds to set forth two 
primary requirements of tender: first, that 
the seller “put and hold conforming goods 
at the buyer’s disposition” and, second, 
that he “give the buyer any notice reason- 
ably necessary to enable him to take de- 
livery.” 

In cases in which payment is due and 


demanded upon delivery the “buyer’s dis- 
position” is qualified by the seller’s right 
to retain control of the goods until pay- 
ment by the provision of this Article 
(Chapter) on delivery on condition. How- 
ever, where the seller is demanding pay- 
ment on delivery he must first allow the 
buyer to inspect the goods in order to 
avoid impairing his tender unless the con- 
tract for sale is on C.I.F., C.O.D., cash 
against documents or similar terms ne- 
gating the privilege of inspection before 
payment. 

In the case of contracts involving docu- 
ments the seller can “put and hold con- 
forming goods at the buyer’s disposition” 
under subsection (1) (A.C.A. § 4-2-503(1)) 
by tendering documents which give the 
buyer complete control of the goods under 
the provisions of Article 7 (Chapter 7) on 
due negotiation. 

3. Under paragraph (a) of subsection 
(1) (A.C.A. § 4-2-503(1)(a)) usage of the 
trade and the circumstances of the partic- 
ular case determine what is a reasonable 
hour for tender and what constitutes a 
reasonable period of holding the goods 
available. 

4. The buyer must furnish reasonable 
facilities for the receipt of the goods ten- 
dered by the seller under subsection (1), 
paragraph (b) (A.C.A. § 4-2-503(1)(b)). 
This obligation of the buyer is no part of 
the seller’s tender. 

5. For the purposes of subsections (2) 
and (3) (A.C.A. § 4-2-503(2) and (3)) there 
is omitted from this Article (Chapter) the 
rule under prior uniform legislation that a 
term requiring the seller to pay the freight 
or cost of transportation to the buyer is 
equivalent to an agreement by the seller 
to deliver to the buyer or at an agreed 
destination. This omission is with the spe- 
cific intention of negating the rule, for 
under this Article (Chapter) the “ship- 
ment” contract is regarded as the normal 
one and the “destination” contract as the 
variant type. The seller is not obligated to 
deliver at a named destination and bear 
the concurrent risk of loss until arrival, 
unless he has specifically agreed so to 
deliver or the commercial understanding 
of the terms used by the parties contem- 
plates such delivery. 

6. Paragraph (a) of subsection (4) 
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(A.C.A. § 4-2-503(4)(a)) continues the rule 
of the prior uniform legislation as to ac- 
knowledgment by the bailee. Paragraph 
(b) of subsection (4) (A.C.A. § 4-2- 
503(4)(b)) adopts the rule that between 
the buyer and the seller the risk of loss 
remains on the seller during a period 
reasonable for securing acknowledgment 
of the transfer from the bailee, while as 
against all other parties the buyer’s rights 
are fixed as of the time the bailee receives 
notice of the transfer. 

7. Under subsection (5) (A.C.A. § 4-2- 
503(5)) documents are never “required” 
except where there is an express contract 
term or it is plainly implicit in the pecu- 
lar circumstances of the case or in a 
usage of trade. Documents may, of course, 
be “authorized” although not required, but 
such cases are not within the scope of this 
subsection. When documents are re- 
quired, there are three main require- 
ments of this subsection: (1) “All”: each 
required document is essential to a proper 
tender; (2) “Such”: the documents must be 
the ones actually required by the contract 
in terms of source and substance; (3) “Cor- 
rect form”: all documents must be in cor- 
rect form. 

When a prescribed document cannot be 
procured, a question of fact arises under 
the provision of this Article (Chapter) on 
substituted performance as to whether 
the agreed manner of delivery is actually 
commercially impracticable and whether 
the substitute is commercially reasonable. 


Cross References: 

Point 2: Sections 1-205 (A.C.A. § 4-1- 
205), 2-301 (A.C.A. § 4-2-301), 2-310 
(A.C.A. § 4-2-8310), 2-507 (A.C.A. § 4-2- 
507) and 2-513 (A.C.A. § 4-2-513) and 
Article 7 (Chapter 7). 

Point 5: Sections 2-308 (A.C.A. § 4-2- 
308), 2-310 (A.C.A, § 4-2-310) and 2-509 
(A.C.A. § 4-2-509). 

Point 7: Section 2-614(1) (A.C.A. § 4-2- 
614(1)). 


Specific matters involving tender are 
covered in many additional sections of this 
Article (Chapter). See Sections 1-205 
(A.C.A. § 4-1-205), 2-301 (A.C.A. § 4-2- 
301), 2-306 to 2-319 (A.C.A. §§ 4-2-306 to 
4-2-319), 2-321(3) (A.C.A. § 4-2-321(3)), 
2-504 (A.C.A. § 4-2-504), 2-507(2) (A.C.A. 
§ 4-2-507(2)), 2-511(1) (A.C.A. § 4-2- 
511(1)), 2-513 (A.C.A. § 4-2-5138), 2-612 
(A.C.A. § 4-2-612) and 2-614 (A.C.A. § 4- 
2-614). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conforming”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Dishonor”. Section 3-508 (A.C.A. § 4-3- 
508). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 


Section 1-201 


105). 

“Notification”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Reasonable time”. Section 1-204 


(A.C.A. § 4-1-204). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-1083). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seasonably”. 
§ 4-1-204). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-204 (A.C.A. 


Comment to § 2-504 (A.C.A. § 4-2-504) 


Prior Uniform Statutory Provision: Sec- 
tion 46, Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes: To continue the gen- 
eral policy of the prior uniform statutory 
provision while incorporating certain 


modifications with respect to the require- 
ment that the contract with the carrier be 
made expressly on behalf of the buyer and 
as to the necessity of giving notice of the 
shipment to the buyer, so that: 

1. The section is limited to “shipment” 
contracts as contrasted with “destination” 
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contracts or contracts for delivery at the 
place where the goods are located. The 
general principles embodied in this sec- 
tion cover the special cases of F.O.B. point 
of shipment contracts and C.I.F. and C. & 
F. contracts. Under the preceding section 
on manner of tender of delivery, due ten- 
der by the seller requires that he comply 
with the requirements of this section in 
appropriate cases. 

2. The contract to be made with the 
carrier under paragraph (a) (A.C.A. § 4- 
2-504(a)) must conform to all express 
terms of the agreement, subject to any 
substitution necessary because of failure 
of agreed facilities as provided in the later 
provision. on substituted performance. 
However, under the policies of this Article 
(Chapter) on good faith and commercial 
standards and on buyer’s rights on im- 
proper delivery, the requirements of ex- 
plicit provisions must be read in terms of 
their commercial and not their literal 
meaning. This policy is made express with 
respect to bills of lading in a set in the 
provision of this Article (Chapter) on form 
of bills of lading required in overseas 
shipment. 

3. In the absence of agreement, the 
provision of this Article (Chapter) on op- 
tions and cooperation respecting perfor- 
mance gives the seller the choice of any 
reasonable carrier, routing and other ar- 
rangements. Whether or not the shipment 
is at the buyer’s expense the seller must 
see to any arrangements, reasonable in 
the circumstances, such as refrigeration, 
watering of livestock, protection against 
cold, the sending along of any necessary 
help, selection of specialized cars and the 
like for paragraph (a) (A.C.A. § 4-2- 
504(a)) is intended to cover all necessary 
arrangements whether made by contract 
with the carrier or otherwise. There is, 
however, a proper relaxation of such re- 
quirements if the buyer is himself in a 
position to make the appropriate arrange- 
ments and the seller gives him reasonable 
notice of the need to do so. It is an im- 
proper contract under paragraph (a) 
(A.C.A. § 4-2-504(a)) for the seller to 
agree with the carrier to a limited valua- 
tion below the true value and thus cut off 
the buyer’s opportunity to recover from 
the carrier in the event of loss, when the 
risk of shipment is placed on the buyer by 
his contract with the seller. 

4. Both the language of paragraph (b) 


(A.C.A. § 4-2-504(b)) and the nature of 
the situation it concerns indicate that the 
requirement that the seller must obtain 
and deliver promptly to the buyer in due 
form any document necessary to enable 
him to obtain possession of the goods is 
intended to cumulate with the other du- 
ties of the seller such as those covered in 
paragraph (a) (A.C.A. § 4-2-504(a)). 

In this connection, in the case of pool car 
shipments a delivery order furnished by 
the seller on the pool car consignee, or on 
the carrier for delivery out of a larger 
quantity, satisfies the requirements of 
paragraph (b) (A.C.A. § 4-2-504(b)) unless 
the contract requires some other form of 
document. 

5. This Article (Chapter), unlike the 
prior uniform statutory provision, makes 
it the seller’s duty to notify the buyer of 
shipment in all cases. The consequences of 
his failure to do so, however, are limited in 
that the buyer may reject on this ground 
only where material delay or loss ensues. 

A standard and acceptable manner of 
notification in open credit shipments is 
the sending of an invoice and in the case of 
documentary contracts is the prompt for- 
warding of the documents as under para- 
graph (b) (A.C.A. § 4-2-504(b)) of this sec- 
tion. It is also usual to send on a straight 
bill of lading but this is not necessary to 
the required notification. However, should 
such a document prove necessary or con- 
venient to the buyer, as in the case of loss 
and claim against the carrier, good faith 
would require the seller to send it on 
request. 

Frequently the agreement expressly re- 
quires prompt notification as by wire or 
cable. Such a term may be of the essence 
and the final clause of paragraph (c) 
(A.C.A. § 4-2-504(c)) does not prevent the 
parties from making this a particular 
ground for rejection. To have this vital and 
irreparable effect upon the seller’s duties, 
such a term should be part of the “dick- 
ered” terms written in any “form,” or 
should otherwise be called seasonably and 
sharply to the seller’s attention. 

6. Generally, under the final sentence 
of the section, rejection by the buyer is 
justified only when the seller’s dereliction 
as to any of the requirements of this 
section in fact is followed by material 
delay or damage. It rests on the seller, so 
far as concerns matters not within the 
peculiar knowledge of the buyer, to estab- 
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lish that his error has not been followed by 
events which justify rejection. 


Cross References: 

Point 1: Sections 2-319 (A.C.A. § 4-2- 
319), 2-320 (A.C.A. § 4-2-320) and 
2-503(2) (A.C.A. § 4-2-503(2)). 

Point 2: Sections 1-203 (A.C.A. § 4-1- 
203), 2-323(2) (A.C.A. § 4-2-323(2)), 2-601 
(A.C.A. § 4-2-601) and 2-614(1) (A.C.A. 
§ 4-2-614(1)). 

Point 3: Section 2-311(2) (A.C.A. § 4-2- 
311(2)). 

Point 5: Section 1-203 (A.C.A. § 4-1- 
203). 


Definitional Cross References: 
“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 


“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 


105). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


“Send”. Section 1-201 (A.C.A. § 4-l- 
200) 

“Usage of trade”. Section 1-205 (A.C.A. 
§ 4-1-205). 


Comment to § 2-505 (A.C.A. § 4-2-505) 


Prior Uniform Statutory Provision: Sec- 
tion 20(2), (3), (4), Uniform Sales Act. 


Changes: Completely rephrased, the 
“powers” of the parties in cases of reserva- 
tion being emphasized primarily rather 
than the “rightfulness” of reservation. 


Purposes of Changes: To continue in gen- 
eral the policy of the prior uniform statu- 
tory provision with certain modifications 
of emphasis and language, so that: 

1. The security interest reserved to the 
seller under subsection (1) (A.C.A. § 4-2- 
505(1)) is restricted to securing payment 
or performance by the buyer and the seller 
is strictly limited in his disposition and 
control of the goods as against the buyer 
and third parties. Under this Article 
(Chapter), the provision as to the passing 
of interest expressly applies “despite any 
reservation of security title” and also pro- 
vides that the “rights, obligations and 
remedies” of the parties are not altered by 
the incidence of title generally. The secu- 
rity interest, therefore, must be regarded 
as a means given to the seller to enforce 
his rights against the buyer which is un- 
affected by and in turn does not affect the 
location of title generally. The rules set 
forth in subsection (1) (A.C.A. § 4-2- 
505(1)) are not to be altered by any appar- 
ent “contrary intent” of the parties as to 
passing of title, since the rights and rem- 
edies of the parties to the contract of sale, 
as defined in this Article (Chapter), rest 
on the contract and its performance or 


breach and not on stereotyped presump- 
tions as to the location of title. 

This Article (Chapter) does not attempt 
to regulate local procedure in regard to 
the effective maintenance of the seller’s 
security interest when the action is in 
replevin by the buyer against the carrier. 

2. Every shipment of identified goods 
under a negotiable bill of lading reserves a 
security interest in the seller under sub- 
section (1) paragraph (a) (A.C.A. § 4-2- 
505(1)(a)). 

It is frequently convenient for the seller 
to make the bill of lading to the order of a 
nominee such as his agent at destination, 
the financing agency to which he expects 
to negotiate the document or the bank 
issuing a credit to him. In many instances, 
also, the buyer is made the order party. 
This Article (Chapter) does not deal di- 
rectly with the question as to whether a 
bill of lading made out by the seller to the 
order of a nominee gives the carrier notice 
of any rights which the nominee may have 
so as to limit its freedom or obligation to 
honor the bill of lading in the hands of the 
seller as the original shipper if the ex- 
pected negotiation fails. This is dealt with 
in the Article (Chapter) on Documents of 
Title (Article 7 (Chapter 7)). 

3. Anon-negotiable bill of lading taken 
to a party other than the buyer under 
subsection (1) paragraph (b) (A.C.A. § 4- 
2-505(1)(b)) reserves possession of the 
goods as security in the seller but if he 
seeks to withhold the goods improperly 


— 
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the buyer can tender payment and recover 
them. 

4. In the case of a shipment by non- 
negotiable bill of lading taken to a buyer, 
the seller, under subsection (1) (A.C.A. 
§ 4-2-505(1)) retains no security interest 
or possession as against the buyer and by 
the shipment he de facto loses control as 
against the carrier except where he right- 
fully and effectively stops delivery in tran- 
sit. In cases in which the contract gives 
the seller the right to payment against 
delivery, the seller, by making an immedi- 
ate demand for payment, can show that 
his delivery is conditional, but this does 
not prevent the buyer’s power to transfer 
full title to a sub-buyer in ordinary course 
or other purchaser under Section 2-403 
(A.C.A. § 4-2-4083). 

5. Under subsection (2) (A.C.A. § 4-2- 
505(2)) an improper reservation by the 
seller which would constitute a breach in 
no way impairs such of the buyer’s rights 
as result from identification of the goods. 
The security title reserved by the seller 
under subsection (1) (A.C.A. § 4-2-505(1)) 
does not protect his holding of the docu- 
ment or the goods for the purpose of 
exacting more than is due him under the 
contract. 


Cross References: 

Point 1: Section 1-201 (A.C.A. § 4-1- 
201). 

Point 2: Article 7 (Chapter 7). 
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Point 3: Sections 2-501(2) (A.C.A. § 4-2- 
501(2)) and 2-504 (A.C.A. § 4-2-504). 

Point 4: Sections 2-403 (A.C.A. § 4-2- 
403), 2-507(2) (A.C.A. § 4-2-507(2)) and 
2-705 (A.C.A. § 4-2-705). 

Point 5: Sections 2-310 (A.C.A. § 4-2- 
310), 2-319(4) (A.C.A. § 4-2-319(4)), 
2-320(4) (A.C.A. § 4-2-320(4)), 2-501 
(A.C.A. § 4-2-501) and 2-502 (A.C.A. § 4- 
2-502) and Article 7 (Chapter 7). 


Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Consignee”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for 
(A.C.A. § 4-2-106). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Financing agency”. 
(A.C.A. § 4-2-104). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 


sale”. Section 2-106 


Section 2-104 


105). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security interest”. Section 1-201 


(A.C.A. § 4-1-201). 
“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-506 (A.C.A. § 4-2-506) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. “Financing agency” is broadly de- 
fined in this Article (Chapter) to cover 
every normal instance in which a party 
aids or intervenes in the financing of a 
sales transaction. The term as used in 
subsection (1) (A.C.A. § 4-2-506(1)) is not 
in any sense intended as a limitation and 
covers any other appropriate situation 
which may arise outside the scope of the 
definition. 

2. “Paying” as used in subsection (1) 
(A.C.A. § 4-2-506(1)) is typified by the 
letter credit, or “authority to pay” situa- 
tion in which a banker, by arrangement 
with the buyer or other consignee, pays on 
his behalf a draft for the price of the goods. 
It is immaterial whether the draft is for- 


mally drawn on the party paying or his 
principal, whether it is a sight draft paid 
in cash or a time draft “paid” in the first 
instance by acceptance, or whether the 
payment is viewed as absolute or condi- 
tional. All of these cases constitute “pay- 
ment” under this subsection. Similarly, 
“purchasing for value” is used to indicate 
the whole area of financing by the seller’s 
banker, and the principle of subsection (1) 
(A.C.A. § 4-2-506(1)) is applicable with- 
out any niceties of distinction between 
“purchase,” “discount,” “advance against 
collection” or the like. But it is important 
to notice that the only right to have the 
draft honored that is acquired is that 
against the buyer; if any right against 
anyone else is claimed it will have to be 
under some separate obligation of that 
other person. A letter of credit does not 
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necessarily protect purchasers of drafts. 
See Article 5 (Chapter 5). And for the 
relations of the parties to documentary 
drafts see Part 5 of Article 4 (Chapter 4). 

3. Subsection (1) (A.C.A. § 4-2-506(1)) 
is made applicable to payments or ad- 
vances against a draft which “relates to” a 
shipment of goods and this has been cho- 
sen as a term of maximum breadth. In 
particular the term is intended to cover 
the case of a draft against an invoice or 
against a delivery order. Further, it is 
unnecessary that there be an explicit as- 
signment of the invoice attached to the 
draft to bring the transaction within the 
reason of this subsection. 

4. After shipment, “the rights of the 
shipper in the goods” are merely security 
rights and are subject to the buyer’s right 
to force delivery upon tender of the price. 
The rights acquired by the financing 
agency are similarly limited and, more- 
over, if the agency fails to procure any 
outstanding negotiable document of title, 
it may find its exercise of these rights 
hampered or even defeated by the seller’s 
disposition of the document to a third 
party. This section does not attempt to 
create any new rights in the financing 
agency against the carrier which would 
force the latter to honor a stop order from 
the agency, a stranger to the shipment, or 
any new rights against a holder to whom a 


document of title has been duly negotiated 
under Article 7 (Chapter 7). 


Cross References: 

Point 1: Section 2-104(2) (A.C.A. § 4-2- 
104(2)) and Article 4 (Chapter 4). 

Point 2: Part 5 of Article 4 (Chapter 4) 
and Article 5 (Chapter 5). 

Point 4: Sections 2-501 (A.C.A. § 4-2- 
501) and 2-502(1) (A.C.A. § 4-2-502(1)) 
and Article 7 (Chapter 7). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Document of title’. 
(A.C.A. § 4-1-201). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Financing agency”. Section 2-104 
(A.C.A. § 4-2-104). 

“Good faith”. Section 2-103 (A.C.A. § 4- 
2-103). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Comment to § 2-507 (A.C.A. § 4-2-507) 


Prior Uniform Statutory Provision: See 
Sections 11, 41, 42 and 69, Uniform Sales 
Act. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-2-507(1)) 
continues the policies of the prior uniform 
statutory provisions with respect to ten- 
der and delivery by the seller. Under this 
Article (Chapter) the same rules in these 
matters are applied to present sales and 
to contracts for sale. But the provisions of 
this subsection must be read within the 
framework of the other sections of this 
Article (Chapter) which bear upon the 
question of delivery and payment. 

2. The “unless otherwise agreed” provi- 
sion of subsection (1) (A.C.A. § 4-2-507(1)) 
is directed primarily to cases in which 
payment in advance has been promised or 
a letter of credit term has been included. 
Payment “according to the contract” con- 


templates immediate payment, payment 
at the end of an agreed credit term, pay- 
ment by a time acceptance or the like. 
Under this Act, “contract” means the total 
obligation in law which results from the 
parties’ agreement including the effect of 
this Article (Chapter). In this context, 
therefore, there must be considered the 
effect in law of such provisions as those on 
means and manner of payment and on 
failure of agreed means and manner of 
payment. 

3. Subsection (2) (A.C.A. § 4-2-507(2)) 
deals with the effect of a conditional de- 
livery by the seller and in such a situation 
makes the buyer’s “right as against the 
seller” conditional upon payment. These 
words are used as words of limitation to 
conform with the policy set forth in the 
bona fide purchase sections of this Article 
(Chapter). Should the seller after making 
such a conditional delivery fail to follow 
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up his rights, the condition is waived. This 
subsection (2) (A.C.A. § 4-2-507(2)) codi- 
fies the cash seller’s right of reclamation 
which is in the nature of a lien. There is no 
specific time limit for a cash seller to 
exercise the right of reclamation. How- 
ever, the right will be defeated by delay 
causing prejudice to the buyer, waiver, 
estoppel, or ratification of the buyer’s 
right to retain possession. Common law 
rules and precedents governing such prin- 
ciples are applicable (Section 1-103) 
(A.C.A. § 4-1-103). If third parties are 
involved, Section 2-403(1) (A.C.A. § 4-2- 
403(1)) protects good faith purchasers. 
See PEB Commentary No. 1, dated March 
LOR 1990: 


Cross References: 

Point 1: Sections 2-310 (A.C.A. § 4-3- 
210), 2-503 (A.C.A. § 4-2-503), 2-511 
(A.C.A. § 4-2-511), 2-601 (A.C.A. § 4-2- 
601) and 2-711 to 2-713 (A.C.A. §§ 4-2-711 
— 4-2-713). 

Point 2: Sections 1-201 (A.C.A. § 4-1- 


201), 2-511 (A.C.A. § 4-2-511) and 2-614 
(A.C.A. § 4-2-614). 

Point 3: Sections 2-401 (A.C.A. § 4-2- 
401), 2-403 (A.C.A. § 4-2-403) and 
2-702(1)(b).* 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
20): 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103); 


Section 1-201 


*There is no section 2-702(1)(b) in the 
Uniform Commercial Code. 


Comment to § 2-508 (A.C.A. § 4-2-508) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-2-508(1)) 
permits a seller who has made a non- 
conforming tender in any case to make a 
conforming delivery within the contract 
time upon seasonable notification to the 
buyer. It applies even where the seller has 
taken back the non-conforming goods and 
refunded the purchase price. He may still 
make a good tender within the contract 
period. The closer, however, it is to the 
contract date, the greater is the necessity 
for extreme promptness on the seller’s 
part in notifying of his intention to cure, if 
such notification is to be “seasonable” un- 
der this subsection. 

The rule of this subsection, moreover, is 
qualified by its underlying reasons. Thus 
if, after contracting for June delivery, a 
buyer later makes known to the seller his 
need for shipment early in the month and 
the seller ships accordingly, the “contract 
time” has been cut down by the superven- 
ing modification and the time for cure of 
tender must be referred to this modified 
time term. 

2. Subsection (2) (A.C.A. § 4-2-508(2)) 
seeks to avoid injustice to the seller by 


reason of a surprise rejection by the buyer. 
However, the seller is not protected unless 
he had “reasonable grounds to believe” 
that the tender would be acceptable. Such 
reasonable grounds can lie in prior course 
of dealing, course of performance or usage 
of trade as well as in the particular cir- 
cumstances surrounding the making of 
the contract. The seller is charged with 
commercial knowledge of any factors in a 
particular sales situation which require 
him to comply strictly with his obligations 
under the contract as, for example, strict 
conformity of documents in an overseas 
shipment or the sale of precision parts or 
chemicals for use in manufacture. Fur- 
ther, if the buyer gives notice either im- 
plicitly, as by a prior course of dealing 
involving rigorous inspections, or ex- 
pressly, as by the deliberate inclusion of a 
“no replacement” clause in the contract, 
the seller is to be held to rigid compliance. 
If the clause appears in a “form” contract 
evidence that it is out of line with trade 
usage or the prior course of dealing and 
was not called to the seller’s attention 
may be sufficient to show that the seller 
had reasonable grounds to believe that 
the tender would be acceptable. 

3. The words “a further reasonable 
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time to substitute a conforming tender” 
are intended as words of limitation to 
protect the buyer. What is a “reasonable 
time” depends upon the attending circum- 
stances. Compare Section 2-511 (A.C.A. 
§ 4-2-511) on the comparable case of a 
seller’s surprise demand for legal tender. 

4. Existing trade usages permitting 
variations without rejection but with price 
allowance enter into the agreement itself 
as contractual limitations of remedy and 
are not covered by this section. 


Cross References: 

Point 2: Section 2-302 (A.C.A. § 4-2- 
302): 

Point 3: Section 2-511 (A.C.A. § 4-2- 
511). 

Point 4: Sections 1-205 (A.C.A. § 4-1- 
205) and 2-721 (A.C.A. § 4-2-721). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conforming”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 


201). 

“Reasonable time”. Section 1-204 
(A.C.A. § 4-1-204). 

“Seasonably”. Section 1-204 (A.C.A. 
§ 4-1-204). 


“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-509 (A.C.A. § 4-2-509) 


Prior Uniform Statutory Provision: Sec- 
tion 22, Uniform Sales Act. 


Changes: Rewritten, subsection (3) of this 
section (A.C.A. § 4-2-509(3)) modifying 
prior law. 


Purposes of Changes: To make it clear 
that: 

1. The underlying theory of these sec- 
tions on risk of loss is the adoption of the 
contractual approach rather than an arbi- 
trary shifting of the risk with the “proper- 
ty” in the goods. The scope of the present 
section, therefore, is limited strictly to 
those cases where there has been no 
breach by the seller. Where for any reason 
his delivery or tender fails to conform to 
the contract, the present section does not 
apply and the situation is governed by the 
provisions on effect of breach on risk of 
loss. 

2. The provisions of subsection (1) 
(A.C.A. § 4-2-509(1)) apply where the con- 
tract “requires or authorizes” shipment of 
the goods. This language is intended to be 
construed parallel to comparable lan- 
guage in the section on shipment by seller. 
In order that the goods be “duly delivered 
to the carrier” under paragraph (a) 
(A.C.A. § 4-2-509(1)(a)) a contract must 
be entered into with the carrier which will 
satisfy the requirements of the section on 
shipment by the seller and the delivery 
must be made under circumstances which 
will enable the seller to take any further 


steps necessary to a due tender. The un- 
derlying reason of this subsection does not 
require that the shipment be made after 
contracting, but where, for example, the 
seller buys the goods afloat and later di- 
verts the shipment to the buyer, he must 
identify the goods to the contract before 
the risk of loss can pass. To transfer the 
risk it is enough that a proper shipment 
and a proper identification come to apply 
to the same goods although, aside from 
special agreement, the risk will not pass 
retroactively to the time of shipment in 
such a case. 

3. Whether the contract involves deliv- 
ery at the seller’s place of business or at 
the situs of the goods, a merchant seller 
cannot transfer risk of loss and it remains 
upon him until actual receipt by the 
buyer, even though full payment has been 
made and the buyer has been notified that 
the goods are at his disposal. Protection is 
afforded him, in the event of breach by the 
buyer, under the next section. 

The underlying theory of this rule is 
that a merchant who is to make physical 
delivery at his own place continues mean- 
while to control the goods and can be 
expected to insure his interest in them. 
The buyer, on the other hand, has no 
control of the goods and it is extremely 
unlikely that he will carry insurance on 
goods not yet in his possession. 

4. Where the agreement provides for 
delivery of the goods as between the buyer 
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and seller without removal from the phys- 
ical possession of a bailee, the provisions 
on manner of tender of delivery apply on 
the point of transfer of risk. Due delivery 
of a negotiable document of title covering 
the goods or acknowledgment by the 
bailee that he holds for the buyer com- 
pletes the “delivery” and passes the risk. 

5. The provisions of this section are 
made subject by subsection (4) (A.C.A. 
§ 4-2-509(4)) to the “contrary agreement” 
of the parties. This language is intended 
as the equivalent of the phrase “unless 
otherwise agreed” used more frequently 
throughout this Act. “Contrary” is in no 
way used as a word of limitation and the 
buyer and seller are left free to readjust 
their rights and risks as declared by this 
section in any manner agreeable to them. 
Contrary agreement can also be found in 
the circumstances of the case, a trade 
usage or practice, or a course of dealing or 
performance. 


Cross References: 

Point 1: Section 2-510(1) (A.C.A. § 4-2- 
510(1)). 

Point 2: Sections 2-503 (A.C.A. § 4-2- 
503) and 2-504 (A.C.A. § 4-2-504). 

Point 3: Sections 2-104 (A.C.A. § 4-2- 


104), 2-503 (A.C.A. § 4-2-503) and 2-510 
(A.C.A. § 4-2-510). 

Point 4: Section 2-503(4) (A.C.A. § 4-2- 
503(4)). 

Point 5: Section 1-201 (A.C.A. § 4-1- 
201). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
1O3) 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Merchant”. Section 2-104 (A.C.A. § 4- 
2-104). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-103). 

“Sale on approval”. 
(A.C.A. § 4-2-326). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 1-201 


Section 2-326 


Comment to § 2-510 (A.C.A. § 4-2-510) 


Prior Uniform Statutory Provision: None. 


Purposes: To make it clear that: 

1. Under subsection (1) (A.C.A. § 4-2- 
510(1)) the seller by his individual action 
cannot shift the risk of loss to the buyer 
unless his action conforms with all the 
conditions resting on him under the con- 
tract. 

2. The “cure” of defective tenders con- 
templated by subsection (1) (A.C.A. § 4-2- 
510(1)) applies only to those situations in 
which the seller makes changes in goods 
already tendered, such as repair, partial 
substitution, sorting out from an improper 
mixture and the like since “cure” by repos- 
session and new tender has no effect on 
the risk of loss of the goods originally 
tendered. The seller’s privilege of cure 
does not shift the risk, however, until the 
cure is completed. 

Where defective documents are in- 
volved, a cure of the defect by the seller or 
a waiver of the defects by the buyer will 
operate to shift the risk under this section. 


However, if the goods have been destroyed 
prior to the cure or the buyer is unaware 
of their destruction at the time he waives 
the defect in the documents, the risk of the 
loss must still be borne by the seller, for 
the risk shifts only at the time of cure, 
waiver of documentary defects or accep- 
tance of the goods. 

3. In cases where there has been a 
breach of the contract, if the one in control 
of the goods is the aggrieved party, what- 
ever loss or damage may prove to be 
uncovered by his insurance falls upon the 
contract breaker under subsections (2) 
(A.C.A. § 4-2-510(2)) and (3) (A.C.A. § 4- 
2-510(3)) rather than upon him. The word 
“effective” as applied to insurance cover- 
age in those subsections is used to meet 
the case of supervening insolvency of the 
insurer. The “deficiency” referred to in the 
text means such deficiency in the insur- 
ance coverage as exists without subroga- 
tion. This section merely distributes the 
risk of loss as stated and is not intended to 
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be disturbed by any subrogation of an 
insurer. 


Cross Reference: 
Section 2-509 (A.C.A. § 4-2-509). 


Definitional Cross References: 
“Buyer”. Section 2-103 (A.C.A. § 4-2- 
108). 


“Conform”. Section 2-106 (A.C.A. § 4-2- 


106). 


“Contract for sale”. Section 2-106 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 


103). 


Comment to § 2-511 (A.C.A. § 4-2-511) 


Prior Uniform Statutory Provision: Sec- 
tion 42, Uniform Sales Act. 


Changes: Rewritten by this section and 
Section 2-507 (A.C.A. § 4-2-507). 


Purposes of Changes: 

1. The requirement of payment against 
delivery in subsection (1) (A.C.A. § 4-2- 
511(1)) is applicable to noncommercial 
sales generally and to ordinary sales at 
retail although it has no application to the 
great body of commercial contracts which 
carry credit terms. Subsection (1) (A.C.A. 
§ 4-2-511(1)) applies also to documentary 
contracts in general and to contracts 
which look to shipment by the seller but 
contain no term on time and manner of 
payment, in which situations the payment 
may, in proper case, be demanded against 
delivery of appropriate documents. 

In the case of specific transactions such 
as C.O.D. sales or agreements providing 
for payment against documents, the pro- 
visions of this subsection must be consid- 
ered in conjunction with the special sec- 
tions of the Article (Chapter) dealing with 
such terms. The provision that tender of 
payment is a condition to the seller’s duty 
to tender and complete “any delivery” in- 
tegrates this section with the language 
and policy of the section on delivery in 
several lots which call for separate pay- 
ment. Finally, attention should be di- 
rected to the provision on right to ade- 
quate assurance of performance which 
recognizes, even before the time for ten- 
der, an obligation on the buyer not to 
impair the seller’s expectation of receiving 
payment in due course. 

2. Unless there is agreement otherwise 
the concurrence of the conditions as to 
tender of payment and tender of delivery 
requires their performance at a single 
place or time. This Article (Chapter) de- 
termines that place and time by determin- 
ing in various other sections the place and 


time for tender of delivery under various 
circumstances and in particular types of 
transactions. The sections dealing with 
time and place of delivery together with 
the section on right to inspection of goods 
answer the subsidiary question as to 
when payment may be demanded before 
inspection by the buyer. 

3. The essence of the principle involved 
in subsection (2) (A.C.A. § 4-2-511(2)) is 
avoidance of commercial surprise at the 
time of performance. The section on sub- 
stituted performance covers the peculiar 
case in which legal tender is not available 
to the commercial community. 

4. Subsection (3) (A.C.A. § 4-2-511(3)) 
is concerned with the rights and obliga- 
tions as between the parties to a sales 
transaction when payment is made by 
check. This Article (Chapter) recognizes 
that the taking of a seemingly solvent 
party’s check is commercially normal and 
proper and, if due diligence is exercised in 
collection, is not to be penalized in any 
way. The conditional character of the pay- 
ment under this section refers only to the 
effect of the transaction “as between the 
parties” thereto and does not purport to 
cut into the law of “absolute” and “condi- 
tional” payment as applied to such other 
problems as the discharge of sureties or 
the responsibilities of a drawee bank 
which is at the same time an agent for 
collection. 

The phrase “by check” includes not only 
the buyer’s own but any check which does 
not effect a discharge under Article 3 
(Chapter 3) (Section 3-802 (A.C.A. § 4-3- 
802)). Similarly the reason of this subsec- 
tion should apply and the same result 
should be reached where the buyer “pays” 
by sight draft on a commercial firm which 
is financing him. 

5. Under subsection (3) (A.C.A. § 4-2- 
511(3)) payment by check is defeated if it 
is not honored upon due presentment. 
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This corresponds to the provisions of Arti- 
cle (Chapter) on Commercial Paper. (Sec- 
tion 3-802 (A.C.A. § 4-3-802)). But if the 
seller procures certification of the check 
instead of cashing it, the buyer is dis- 
charged. (Section 3-411 (A.C.A. § 4-3- 
411)). 

6. Where the instrument offered by the 
buyer is not a payment but a credit instru- 
ment such as a note or a check postdated 
by even one day, the seller’s acceptance of 
the instrument insofar as third parties 
are concerned, amounts to a delivery on 
credit and his remedies are set forth in the 
section on buyer’s insolvency. As between 
the buyer and the seller, however, the 
matter turns on the present subsection 
and the section on conditional delivery 
and subsequent dishonor of the instru- 
ment gives the seller rights on it as well as 
for breach of the contract for sale. 


Cross References: 

Point 1: Sections 2-307 (A.C.A. § 4-2- 
307), 2-310 (A.C.A. § 4-2-310), 2-320 
(A.C.A. § 4-2-320), 2-325 (A.C.A. § 4-2- 
325), 2-503 (A.C.A. § 4-2-503), 2-513 
(A.C.A. § 4-2-513) and 2-609 (A.C.A. § 4- 
2-609). 


Point 2: Sections 2-307 (A.C.A. § 4-2- 
307), 2-310 (A.C.A. § 4-2-310), 2-319 
(A.C.A. § 4-2-319), 2-322 (A.C.A. § 4-2- 
322), 2-503 (A.C.A. § 4-2-503), 2-504 
(A.C.A. § 4-2-504) and 2-513 (A.C.A. § 4- 
o-5 13)! 

Point 3: Section 2-614 (A.C.A. § 4-2- 
614). 

Point 5: Article 3 (Chapter 3), esp. Sec- 
tions 3-802 (A.C.A. § 4-3-802) and 3-411 
(A.C.A. § 4-3-411). 

Point 6: Sections 2-507 (A.C.A. § 4-2- 
507), 2-702 (A.C.A. § 4-2-702), and Article 
3 (Chapter 3). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Check”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Dishonor”. Section 3-508 (A.C.A. § 4-3- 
508). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Reasonable time”. 
(A.C.A. § 4-1-204). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 1-204 


Comment to § 2-512 (A.C.A. § 4-2-512) 


Prior Uniform Statutory Provision: None, 
but see Sections 47 and 49, Uniform Sales 
Act. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-2-512(1)) 
of the present section recognizes that the 
essence of a contract providing for pay- 
ment before inspection is the intention of 
the parties to shift to the buyer the risks 
which would usually rest upon the seller. 
The basic nature of the transaction is thus 
preserved and the buyer is in most cases 
required to pay first and litigate as to any 
defects later. 

2. “Inspection” under this section is an 
inspection in a manner reasonable for 
detecting defects in goods whose surface 
appearance is satisfactory. 

3. Clause (a) (A.C.A. § 4-2-512(1)(a)) of 
this subsection states an exception to the 
general rule based on common sense and 
normal commercial practice. The appar- 
ent non-conformity referred to is one 
which is evident in the mere process of 
taking delivery. 


4. Clause (b) (A.C.A. § 4-2-512(1)(b) is 
concerned with contracts for payment 
against documents and incorporates the 
general clarification and modification of 
the case law contained in the section on 
excuse of a financing agency. Section 5-114 
(A.C.A. § 4-5-114). 

5. Subsection (2) (A.C.A. § 4-2-512(2)) 
makes explicit the general: policy of the 
Uniform Sales Act that the payment re- 
quired before inspection in no way impairs 
the buyer’s remedies or rights in the event 
of a default by the seller. The remedies 
preserved to the buyer are all of his rem- 
edies, which include as a matter of reason 
the remedy for total non-delivery after 
payment in advance. 

The provision on performance or accep- 
tance under reservation of rights does not 
apply to the situations contemplated here 
in which payment is made in due course 
under the contract and the buyer need not 
pay “under protest” or the like in order to 
preserve his rights as to defects discov- 
ered upon inspection. 

6. This section applies to cases in which 
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the contract requires payment before in- 
spection either by the express agreement 
of the parties or by reason of the effect in 
law of that contract. The present section 
must therefore be considered in conjunc- 
tion with the provision on right to inspec- 
tion of goods which sets forth the in- 
stances in which the buyer is not entitled 
to inspection before payment. 


Cross References: 

Point 4: Article 5 (Chapter 5). 

Point 5: Section 1-207 (A.C.A. § 4-1- 
207). 

Point 6: Section 2-513(3) (A.C.A. § 4-2- 
513(3)). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conform”. Section 2-106 (A.C.A. § 4-2- 
106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
2010: 

“Financing agency”. 
(A.C.A. § 4-2-104). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 2-104 


Comment to § 2-513 (A.C.A. § 4-2-513) 


Prior Uniform Statutory Provision: Sec- 
tion 47(2), (3), Uniform Sales Act. 


Changes: Rewritten, Subsections (2) 
(A.C.A. § 4-2-513(2)) and (3) (A.C.A. § 4- 
2-513(3)) being new. 


Purposes of Changes and New Matter: To 
correspond in substance with the prior 
uniform statutory provision and to incor- 
porate in addition some of the results of 
the better case law so that: 

1. The buyer is entitled to inspect goods 
as provided in subsection (1) (A.C.A. § 4- 
2-513(1)) unless it has been otherwise 
agreed by the parties. The phrase “unless 
otherwise agreed” is intended principally 
to cover such situations as those outlined 
in subsections (3) (A.C.A. § 4-2-513(3)) 
and (4) (A.C.A. § 4-2-513(4)) and those in 
which the agreement of the parties ne- 
gates inspection before tender of delivery. 
However, no agreement by the parties can 
displace the entire right of inspection ex- 
cept where the contract is simply for the 
sale of “this thing.” Even in a sale of boxed 
goods “as is” inspection is a right of the 
buyer, since if the boxes prove to contain 
some other merchandise altogether the 
price can be recovered back; nor do the 
limitations of the provision on effect of 
acceptance apply in such a case. 

2. The buyer’s right of inspection is 
available to him upon tender, delivery or 
appropriation of the goods with notice to 
him. Since inspection is available to him 
on tender, where payment is due against 
delivery he may, unless otherwise agreed, 
make his inspection before payment of the 


price. It is also available to him after 
receipt of the goods and so may be post- 
poned after receipt for a reasonable time. 
Failure to inspect before payment does not 
impair the right to inspect after receipt of 
the goods unless a case falls within sub- 
section (4) (A.C.A. § 4-2-513(4)) on agreed 
and exclusive inspection provisions. The 
right to inspect goods which have been 
appropriated with notice to the buyer 
holds whether or not the sale was by 
sample. 

3. The buyer may exercise his right of 
inspection at any reasonable time or place 
and in any reasonable manner. It is not 
necessary that he select the most appro- 
priate time, place or manner to inspect or 
that his selection be the customary one in 
the trade or locality. Any reasonable time, 
place or manner is available to him and 
the reasonableness will be determined by 
trade usages, past practices between the 
parties and the other circumstances of the 
case. 

The last sentence of subsection (1) 
(A.C.A. § 4-2-513(1)) makes it clear that 
the place of arrival of shipped goods is a 
reasonable place for their inspection. 

4. Expenses of an inspection made to 
satisfy the buyer of the seller’s perfor- 
mance must be assumed by the buyer in 
the first instance. Since the rule provides 
merely for an allocation of expense there 
is no policy to prevent the parties from 
providing otherwise in the agreement. 
Where the buyer would normally bear the 
expenses of the inspection but the goods 
are rightly rejected because of what the 
inspection reveals, demonstrable and rea- 
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sonable costs of the inspection are part of 
his incidental damage caused by the sell- 
er’s breach. 

5. In the case of payment against doc- 
uments, subsection (3) (A.C.A. § 4-2- 
513(3)) requires payment before inspec- 
tion, since shipping documents against 
which payment is to be made will com- 
monly arrive and be tendered while the 
goods are still in transit. This Article 
(Chapter) recognizes no exception in any 
peculiar case in which the goods happen to 
arrive before the documents. However, 
where by the agreement payment is to 
await the arrival of the goods, inspection 
before payment becomes proper since the 
goods are then “available for inspection.” 

Where by the agreement the documents 
are to be held until arrival the buyer is 
entitled to inspect before payment since 
the goods are then “available for inspec- 
tion”. Proof of usage is not necessary to 
establish this right, but if inspection be- 
fore payment is disputed the contrary 
must be established by usage or by an 
explicit contract term to that effect. 

For the same reason, that the goods are 
available for inspection, a term calling 
payment against storage documents or a 
delivery order does not normally bar the 
buyer’s right to inspection before payment 
under subsection (3)(b) (A.C.A. § 4-2- 
513(3)(b)). This result is reinforced by the 
buyer’s right under subsection (1) (A.C.A. 
§ 4-2-513(1)) to inspect goods which have 
been appropriated with notice to him. 

6. Under subsection (4) (A.C.A. § 4-2- 
513(4)) an agreed place or method of in- 
spection is generally held to be intended 
as exclusive. However, where compliance 
with such an agreed inspection term be- 
comes impossible, the question is basi- 
cally one of intention. If the parties clearly 
intend that the method of inspection 
named is to be a necessary condition with- 
out which the entire deal is to fail, the 
contract is at an end if that method be- 
comes impossible. On the other hand, if 
the parties merely seek to indicate a con- 
venient and reliable method but do not 
intend to give up the deal in the event of 
its failure, any reasonable method of in- 
spection may be substituted under this 
Article (Chapter). 

Since the purpose of an agreed place of 
inspection is only to make sure at that 
point whether or not the goods will be 
thrown back, the “exclusive” feature of the 


named place is satisfied under this Article 
(Chapter) if the buyer’s failure to inspect 
there is held to be an acceptance with the 
knowledge of such defects as inspection 
would have revealed within the section on 
waiver of buyer’s objections by failure to 
particularize. Revocation of the accep- 
tance is limited to the situations stated in 
the section pertaining to that subject. The 
reasonable time within which to give no- 
tice of defects within the section on notice 
of breach begins to run from the point of 
the “acceptance.” 

7. Clauses on time of inspection are 
commonly clauses which limit the time in 
which the buyer must inspect and give 
notice of defects. Such clauses are there- 
fore governed by the section of this Article 
(Chapter) which requires that such a time 
limitation must be reasonable. 

8. Inspection under this Article (Chap- 
ter) is not to be regarded as a “condition 
precedent to the passing of title” so that 
risk until inspection remains on the seller. 
Under subsection (4) (A.C.A. § 4-2-513(4)) 
such an approach cannot be sustained. 
Issues between the buyer and seller are 
settled in this Article (Chapter) almost 
wholly by special provisions and not by 
the technical determination of the locus of 
the title. Thus “inspection as a condition 
to the passing of title” becomes a concept 
almost without meaning. However, in pe- 
culiar circumstances inspection may still 
have some of the consequences hitherto 
sought and obtained under that concept. 

9. “Inspection” under this section has to 
do with the buyer’s check-up on whether 
the seller’s performance is in accordance 
with a contract previously made and is not 
to be confused with the “examination” of 
the goods or of a sample or model of them 
at the time of contracting which may 
affect the warranties involved in the con- 
tract. 


Cross References: 

Generally: Sections 2-310(b) (A.C.A. 
§ 4-2-310(b)), 2-321(3) (A.C.A. § 4-2- 
321(3)) and 2-606(1)(b) (A.C.A. § 4-2- 
606(1)(b)). 

Point 1: Section 2-607 (A.C.A. § 4-2- 
607). 

Point 2: Sections 2-501 (A.C.A. § 4-2- 
501) and 2-502 (A.C.A. § 4-2-502). 

Point 4: Section 2-715 (A.C.A. § 4-2- 
715). 

Point 5: Section 2-321(3) (A.C.A. § 4-2- 
321(3)). 
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Point 6: Sections 2-606 to 2-608 (A.C.A. 
§§ 4-2-606 to 4-2-608). 

Point 7: Section 1-204 (A.C.A. § 4-1- 
204). 

Point 8: Comment to Section 2-401 
(A.C.A. § 4-2-401). 

Point 9: Section 2-316(3)(b). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conform”. Section 2-106 (A.C.A. § 4-2- 
106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for 
(A.C.A. § 4-2-106). 

“Document of title”. 
(A.C.A. § 4-1-201). 


sale”. Section 2-106 


Section 1-201 


“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Presumed”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Reasonable _ time”. 
(A.C.A. § 4-1-204). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Send”. Section 1-201 (A.C.A. § 4-1- 
PAUL 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-204 


Comment to § 2-514 (A.C.A. § 4-2-514) 


Prior Uniform Statutory Provision: Sec- 
tion 41, Uniform Bills of Lading Act. 


Changes: Rewritten. 


Purposes of Changes: To make the provi- 
sion one of general application so that: 

1. It covers any document against 
which a draft may be drawn, whatever 
may be the form of the document, and 
applies to interpret the action of a seller or 
consigner insofar as it may affect the 
rights and duties of any buyer, consignee 
or financing agency concerned with the 
paper. Supplementary or corresponding 
provisions are found in Sections 4-503 
(A.C.A. § 4-4-503) and 5-112 (A.C.A. § 4- 
5-112). 

2. An “arrival” draft is a sight draft 
within the purpose of this section. 


Cross References: 

Point 1: See Sections 2-502 (A.C.A. § 4- 
2-502), 2-505(2) (A.C.A. § 4-2-505(2)), 
2-507(2) (A.C.A. § 4-2-507(2)), 2-512 
(A.C.A. § 4-2-512), 2-513 (A.C.A. § 4-2- 
513), 2-607 (A.C.A. § 4-2-607) concerning 
protection of rights of buyer and seller, 
and 4-503 (A.C.A. § 4-4-503) and 5-112 
(A.C.A. § 4-5-112) on delivery of docu- 
ments. 


Definitional Cross References: 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201): 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 


Comment to § 2-515 (A.C.A. § 4-2-515) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. To meet certain serious problems 
which arise when there is a dispute as to 
the quality of the goods and thereby per- 
haps to aid the parties in reaching a 
settlement, and to further the use of de- 
vices which will promote certainty as to 
the condition of the goods, or at least aid 
in preserving evidence of their condition. 

2. Under paragraph (a) (A.C.A. § 4-2- 
515(a)), to afford either party an opportu- 
nity for preserving evidence, whether or 


not agreement has been reached, and 
thereby to reduce uncertainty in any liti- 
gation and, in turn perhaps, to promote 
agreement. 

Paragraph (a) (A.C.A. § 4-2-515(a)) 
does not conflict with the provisions on the 
seller’s right to resell rejected goods or the 
buyer’s similar right. Apparent conflict 
between these provisions which will be 
suggested in certain circumstances is to 
be resolved by requiring prompt action by 
the parties. Nor does paragraph (a) 
(A.C.A. § 4-2-515(a)) impair the effect of a 
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term for payment before inspection. Short 
of such defects as amount to fraud or 
substantial failure of consideration, non- 
conformity is neither an excuse nor a 
defense to an action for non-acceptance of 
documents. Normally, therefore, until the 
buyer has made payment, inspected and 
rejected the goods, there is no occasion or 
use for the rights under paragraph (a) 
(A.C.A. § 4-2-515(a)). 

3. Under paragraph (b) (A.C.A. § 4-2- 
515(b)), to provide for third party inspec- 
tion upon the agreement of the parties, 
thereby opening the door to amicable ad- 
justments based upon the findings of such 
third parties. 

The use of the phrase “conformity or 
condition” makes it clear that the parties’ 
agreement may range from a complete 
settlement of all aspects of the dispute by 
a third party to the use of a third party 
merely to determine and record the condi- 
tion of the goods so that they can be resold 
or used to reduce the stake in controversy. 
“Conformity”, at one end of the scale of 
possible issues, includes the whole ques- 
tion of interpretation of the agreement 
and its legal effect, the state of the goods 
in regard to quality and condition, 
whether any defects are due to factors 
which operate at the risk of the buyer, and 
the degree of non-conformity where that 
may be material. “Condition”, at the other 
end of the scale, includes nothing but the 
degree of damage or deterioration which 
the goods show. Paragraph (b) (A.C.A. 
§ 4-2-515(b)) is intended to reach any 
point in the gamut which the parties may 
agree upon. 

The principle of the section on reserva- 


tion of rights reinforces this paragraph in 
simplifying such adjustments as the par- 
ties wish to make in partial settlement 
while reserving their rights as to any | 
further points. Paragraph (b) (A.C.A. § 4- 
2-515(b)) also suggests the use of arbitra- 
tion, where desired, of any points left 
open, but nothing in this section is in- 
tended to repeal or amend any statute 
governing arbitration. Where any ques- 
tion arises as to the extent of the parties’ 
agreement under the paragraph, the pre- 
sumption should be that it was meant to 
extend only to the relation between the 
contract description and the goods as de- 
livered, since that is what a craftsman in 
the trade would normally be expected to 
report upon. Finally, a written and au- 
thenticated report of inspection or tests by 
a third party, whether or not sampling has 
been practicable, is entitled to be admit- 
ted as evidence under this Act, for it is a 
third party document. 


Cross References: 

Point 2: Sections 2-513(3) (A.C.A. § 4-2- 
513(3)), 2-706 (A.C.A. § 4-2-706) and 
2-711(2) (A.C.A. § 4-2-711(2)) and Article 
5 (Chapter 5). 

Point 3: Sections 1-202 (A.C.A. § 4-1- 
202) and 1-207 (A.C.A. § 4-1-207). 


Definitional Cross References: 
“Conform”. Section 2-106 (A.C.A. § 4-2- 
106). 
“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 
“Notification”. 
§ 4-1-201). 
“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 (A.C.A. 


Comment to § 2-601 (A.C.A. § 4-2-601) 


Prior Uniform Statutory Provision: No one 
general equivalent provision but numer- 
ous provisions, dealing with situations of 
non-conformity where buyer may accept 
or reject, including Sections 11, 44 and 
69(1), Uniform Sales Act. 


Changes: Partial acceptance in good faith 
is recognized and the buyer’s remedies on 
the contract for breach of warranty and 
the like, where the buyer has returned the 
goods after transfer of title, are no longer 
barred. 


Purposes of Changes: To make it clear 
that: 


1. A buyer accepting a non-conforming 
tender is not penalized by the loss of any 
remedy otherwise open to him. This policy 
extends to cover and regulate the accep- 
tance of a part of any lot improperly 
tendered in any case where the price can 
reasonably be apportioned. Partial accep- 
tance is permitted whether the part of the 
goods accepted conforms or not. The only 
limitation on partial acceptance is that 
good faith and commercial reasonableness 
must be used to avoid undue impairment 
of the value of the remaining portion of 
the goods. This is the reason for the insis- 
tence on the “commercial unit” in para- 
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graph (c) (A.C.A. § 4-2-601(c)). In this 
respect, the test is not only what unit has 
been the basis of contract, but whether the 
partial acceptance produces so materially 
adverse an effect on the remainder as to 
constitute bad faith. 

2. Acceptance made with the knowl- 
edge of the other party is final. An original 
refusal to accept may be withdrawn by a 
later acceptance if the seller has indicated 
that he is holding the tender open. How- 
ever, if the buyer attempts to accept, ei- 
ther in whole or in part, after his original 
rejection has caused the seller to arrange 
for other disposition of the goods, the 
buyer must answer for any ensuing dam- 
age since the next section provides that 
any exercise of ownership after rejection 
is wrongful as against the seller. Further, 
he is liable even though the seller may 
choose to treat his action as acceptance 
rather than conversion, since the damage 
flows from the misleading notice. Such 
arrangements for resale or other disposi- 
tion of the goods by the seller must be 
viewed as within the normal contempla- 
tion of a buyer who has given notice of 


rejection. However, the buyer’s attempts 
in good faith to dispose of defective goods 
where the seller has failed to give instruc- 
tions within a reasonable time are not to 
be regarded as an acceptance. 


Cross References: 

Sections 2-602(2)(a) (A.C.A. § 4-2- 
602(2)(a)), 2-612 (A.C.A. § 4-2-612), 2-718 
(A.C.A. § 4-2-718) and 2-719 (A.C.A. § 4- 
2-719). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Commercial unit”. 
(A.C.A. § 4-2-105). 

“Conform”. Section 2-106 (A.C.A. § 4-2- 


Section 2-105 


106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 


“Installment contract”. Section 2-612 
(A.C.A. § 4-2-612). 
“Rights”. Section 1-201 (A.C.A. § 4-1- 


201). 


Comment to § 2-602 (A.C.A. § 4-2-602) 


Prior Uniform Statutory Provision: Sec- 
tion 50, Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes: To make it clear 
that: 

1. A tender or delivery of goods made 
pursuant to a contract of sale, even 
though wholly non-conforming, requires 
affirmative action by the buyer to avoid 
acceptance. Under subsection (1) (A.C.A. 
§ 4-2-602(1)), therefore, the buyer is 
given a reasonable time to notify the seller 
of his rejection, but without such season- 
able notification his rejection is ineffec- 
tive. The sections of this Article (Chapter) 
dealing with inspection of goods must be 
read in connection with the buyer’s rea- 
sonable time for action under this subsec- 
tion. Contract provisions limiting the time 
for rejection fall within the rule of the 
section on “Time” and are effective if the 
time set gives the buyer a reasonable time 
for discovery of defects. What constitutes 
a due “notifying” of rejection by the buyer 
to the seller is defined in Section 1-201 
(A.C.A. § 4-1-201). 


2. Subsection (2) (A.C.A. § 4-2-602(2)) 
lays down the normal duties of the buyer 
upon rejection, which flow from the rela- 
tionship of the parties. Beyond his duty to 
hold the goods with reasonable care for 
the buyer’s disposition, this section con- 
tinues the policy of prior uniform legisla- 
tion in generally relieving the buyer from 
any duties with respect to them, except 
when the circumstances impose the lim- 
ited obligation of salvage upon him under 
the next section. 

3. The present section applies only to 
rightful rejection by the buyer. If the seller 
has made a tender which in all respects 
conforms to the contract, the buyer has a 
positive duty to accept and his failure to 
do so constitutes a “wrongful rejection” 
which gives the seller immediate reme- 
dies for breach. Subsection (3) (A.C.A. 
§ 4-2-602(3)) is included here to empha- 
size the sharp distinction between the 
rejection of an improper tender and the 
non-acceptance which is a breach by the 
buyer. 

4. The provisions of this section are to 
be appropriately limited or modified when 
a negotiation is in process. 
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Cross References: 

Point 1: Sections 1-201 (A.C.A. § 4-1- 
201), 1-204(1) (A.C.A. § 4-1-204(1)) and 
(3) (A.C.A. § 4-1-204(3)), 2-512(2) (A.C.A. 
§04-2-512(2)),.> 2-513(1) .(A.C.Aw .§) 4+2- 
513(1)) and 2-606(1)(b) (A.C.A. § 4-2- 
606(1)(b)). 

Point 2: Section 2-603(1) (A.C.A. § 4-2- 
603(1)). 

Point 3: Section 2-703 (A.C.A. § 4-2- 
703). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Commercial unit”. 
(A.C.A. § 4-2-105). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 


Section 2-105 


“Merchant”. Section 2-104 (A.C.A. § 4- 
2-104). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Reasonable time”. 
(A.C.A. § 4-1-204). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-204 


“Seasonably”. Section 1-204 (A.C.A. 
§ 4-1-204). 
“Security interest”. Section 1-201 


(A.C.A. § 4-1-201). 
“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-603 (A.C.A. § 4-2-603) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section recognizes the duty im- 
posed upon the merchant buyer by good 
faith and commercial practice to follow 
any reasonable instructions of the seller 
as to reshipping, storing, delivery to a 
third party, reselling or the like. Subsec- 
tion (1) (A.C.A. § 4-2-603(1)) goes further 
and extends the duty to include the mak- 
ing of reasonable efforts to effect a salvage 
sale where the value of the goods is 
threatened and the seller’s instructions do 
not arrive in time to prevent serious loss. 

2. The limitations on the buyer’s duty 
to resell under subsection (1) (A.C.A. § 4- 
2-603(1)) are to be liberally construed. The 
buyer’s duty to resell under this section 
arises from commercial necessity and thus 
is present only when the seller has “no 
agent or place of business at the market of 
rejection”. A financing agency which is 
acting in behalf of the seller in handling 
the documents rejected by the buyer is 
sufficiently the seller’s agent to lift the 
burden of salvage resale from the buyer. 
(See provisions of Sections 4-503 (A.C.A. 
§ 4-4-503) and 5-112 (A.C.A. § 4-5-112) 
on bank’s duties with respect to rejected 
documents.) The buyer’s duty to resell is 
extended only to goods in his “possession 
or control”, but these are intended as 
words of wide, rather than narrow, im- 
port. In effect, the measure of the buyer's 
“control” is whether he can practicably 


effect control without undue commercial 
burden. 

3. The explicit provisions for reim- 
bursement and compensation to the buyer 
in subsection (2) (A.C.A. § 4-2-603(2)) are 
applicable and necessary only where he is 
not acting under instructions from the 
seller. As provided in subsection (1) 
(A.C.A. § 4-2-603(1)) the seller’s instruc- 
tions to be “reasonable” must on demand 
of the buyer include indemnity for ex- 
penses. 

4. Since this section makes the resale of 
perishable goods an affirmative duty in 
contrast to a mere right to sell as under 
the case law, subsection (3) (A.C.A. § 4-2- 
603(3)) makes it clear that the buyer is 
liable only for the exercise of good faith in 
determining whether the value of the 
goods is sufficiently threatened to justify a 
quick resale or whether he has waited a 
sufficient length of time for instructions, 
or what a reasonable means and place of 
resale is. 

5. A buyer who fails to make a salvage 
sale when his duty to do so under this 
section has arisen is subject to damages 
pursuant to the section on liberal admin- 
istration of remedies. 


Cross References: 

Point 2: Sections 4-503 (A.C.A. § 4-4- 
503) and 5-112 (A.C.A. § 4-5-112). 

Point 5: Section 1-106 (A.C.A. § 4-1- 
106). Compare generally Section 2-706 
(A.C.A. § 4-2-706). 


82 UNIFORM COMMERCIAL CODE 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
108). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 


“Merchant”. Section 2-104 (A.C.A. § 4- 
2-104). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 1-201 


Comment to § 2-604 (A.C.A. § 4-2-604) 


Prior Uniform Statutory Provision: None. 


Purposes: 

The basic purpose of this section is 
twofold: on the one hand it aims at reduc- 
ing the stake in dispute and on the other 
at avoiding the pinning of a technical 
“acceptance” on a buyer who has taken 
steps towards realization on or preserva- 
tion of the goods in good faith. This section 
is essentially a salvage section and the 
buyer’s right to act under it is conditioned 
upon (1) nonconformity of the goods, (2) 
due notification of rejection to the seller 
under the section on manner of rejection, 
and (3) the absence of any instructions 
from the seller which the merchant-buyer 
has a duty to follow under the preceding 
section. | 

This section is designed to accord all 
reasonable leeway to a rightfully rejecting 
buyer acting in good faith. The listing of 
what the buyer may do in the absence of 
instructions from the seller is intended to 


be not exhaustive but merely illustrative. 
This is not a “merchant’s” section and the 
options are pure options given to mer- 
chant and nonmerchant buyers alike. The 
merchant-buyer, however, may in some 
instances be under a duty rather than an 
option to resell under the provisions of the 
preceding section. 


Cross References: 

Sections 2-602(1) (A.C.A. § 4-2-602(1)), 
and 2-603(1) (A.C.A. § 4-2-603(1)) and 
2-706 (A.C.A. § 4-2-706). 


Definitional Cross References: 
“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 
“Notification”. Section 1-201 (A.C.A. 
§ 4-1-201). 
“Reasonable time”. 
(A.C.A. § 4-1-204). 
“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 1-204 


Comment to § 2-605 (A.C.A. § 4-2-605) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. The present section rests upon a pol- 
icy of permitting the buyer to give a quick 
and informal notice of defects in a tender 
without penalizing him for omissions in 
his statement, while at the same time 
protecting a seller who is reasonably mis- 
led by the buyer’s failure to state curable 
defects. 

2. Where the defect in a tender is one 
which could have been cured by the seller, 
a buyer who merely rejects the delivery 
without stating his objections to it is prob- 
ably acting in commercial bad faith and 
seeking to get out of a deal which has 
become unprofitable. Subsection (1)(a) 
(A.C.A. § 4-2-605(1)(a)), following the 
general policy of this Article (Chapter) 
which looks to preserving the deal wher- 


ever possible, therefore insists that the 
seller’s right to correct his tender in such 
circumstances be protected. 

3. When the time for cure is past, sub- 
section (1)(b) (A.C.A. § 4-2-605(1)(b)) 
makes it plain that a seller is entitled 
upon request to a final statement of objec- 
tions upon which he can rely. What is 
needed is that he make clear to the buyer 
exactly what is being sought. A formal 
demand under paragraph (b) (A.C.A. § 4- 
2-605(1)(b)) will be sufficient in the case of 
a merchant-buyer. 

4. Subsection (2) (A.C.A. § 4-2-605(2)) 
applies to the particular case of docu- 
ments the same principle which the sec- 
tion on effects of acceptance applies to the 
case of goods. The matter is dealt with in 
this section in terms of “waiver” of objec- 
tions rather than of right to revoke accep- 
tance, partly to avoid any confusion with 
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the problems of acceptance of goods and 
partly because defects in documents 
which are not taken as grounds for rejec- 
tion are generally minor ones. The only 
defects concerned in the present subjec- 
tion are defects in the documents which 
are apparent on their face. Where pay- 
ment is required against the documents 
they must be inspected before payment, 
and the payment then constitutes accep- 
tance of the documents. Under the section 
dealing with this problem, such accep- 
tance of the documents does not constitute 
an acceptance of the goods or impair any 
options or remedies of the buyer for their 
improper delivery. Where the documents 
are delivered without requiring such con- 
temporary action as payment from the 
buyer, the reason of the next section on 
what constitutes acceptance of goods ap- 
plies. Their acceptance by non-objection is 
therefore postponed until after a reason- 


able time for their inspection. In either 
situation, however, the buyer “waives” 
only what is apparent on the face of the 
documents. 


Cross References: 

Point 2: Section 2-508 (A.C.A. § 4-2- 
508). 

Point 4: Sections 2-512(2) (A.C.A. § 4-2- 
512(2)),  2-606(1)(b) (A.C.A. § 4-2- 
606(1)(b)), 2-607(2) (A.C.A. § 4-2-607(2)). 


Definitional Cross References: 

“Between Merchants”. Section 2-104 
(A.C.A. § 4-2-104). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Seasonably”. 
§ 4-1-204). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Writing” and “written”. Section 1-201 
(A.C.A. § 4-1-201). 


Section 1-204 (A.C.A. 


Comment to § 2-606 (A.C.A. § 4-2-606) 


Prior Uniform Statutory Provision: Sec- 
tion 48, Uniform Sales Act. 


Changes: Rewritten, the qualification in 
paragraph (c) (A.C.A. § 4-2-606(1)(c)) and 
subsection (2) (A.C.A. § 4-2-606(2)) being 
new; otherwise the general policy of the 
prior legislation is continued. 


Purposes of Changes and New Matter: To 
make it clear that: 

1. Under this Article (Chapter) “accep- 
tance” as applied to goods means that the 
buyer, pursuant to the contract, takes 
particular goods which have been appro- 
priated to the contract as his own, 
whether or not he is obligated to do so, and 
whether he does so by words, action, or 
silence when it is time to speak. If the 
goods conform to the contract, acceptance 
amounts only to the performance by the 
buyer of one part of his legal obligation. 

2. Under this Article (Chapter) accep- 
tance of goods is always acceptance of 
identified goods which have been appro- 
priated to the contract or are appropriated 
by the contract. There is no provision for 
“acceptance of title” apart from acceptance 
in general, since acceptance of title is not 
material under this Article (Chapter) to 
the detailed rights and duties of the par- 
ties. (See Section 2-401 (A.C.A. § 4-2- 
401)). The refinements of the older law 


between acceptance of goods and of title 
become unnecessary in view of the provi- 
sions of the sections on effect and revoca- 
tion of acceptance, on effects of identifica- 
tion and on risk of loss, and those sections 
which free the seller’s and buyer’s reme- 
dies from the complications and confu- 
sions caused by the question of whether 
title has or has not passed to the buyer 
before breach. 

3. Under paragraph (a) (A.C.A. § 4-2- 
606(1)(a)), payment made after tender is 
always one circumstance tending to sig- 
nify acceptance of the goods but in itself it 
can never be more than one circumstance 
and is not conclusive. Also, a conditional 
communication of acceptance always re- 
mains subject to its expressed conditions. 

4. Under paragraph (c) (A.C.A. § 4-2- 
606(1)(c)), any action taken by the buyer, 
which is inconsistent with his claim that 
he has rejected the goods, constitutes an 
acceptance. However, the provisions of 
paragraph (c) (A.C.A. § 4-2-606(1)(c)) are 
subject to the sections dealing with rejec- 
tion by the buyer which permit the buyer 
to take certain actions with respect to the 
goods pursuant to his options and duties 
imposed by those sections, without effect- 
ing an acceptance of the goods. The second 
clause of paragraph (c) (A.C.A. § 4-2- 
606(1)(c)) modifies some of the prior case 
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law and makes it clear that “acceptance” 
in law based on the wrongful act of the 
acceptor is acceptance only as against the 
wrongdoer and then only at the option of 
the party wronged. 

In the same manner in which a buyer 
can bind himself, despite his insistence 
that he is rejecting or has rejected the 
goods, by an act inconsistent with the 
seller’s ownership under paragraph (c) 
(A.C.A. § 4-2-606(1)(c)), he can obligate 
himself by a communication of acceptance 
despite a prior rejection under paragraph 
(a) (A.C.A. § 4-2-606(1)(a)). However, the 
sections on buyer’s rights on improper 
delivery and on the effect of rightful rejec- 
tion, make it clear that after he once 
rejects a tender, paragraph (a) (A.C.A. 
§ 4-2-606(1)(a)) does not operate in favor 
of the buyer unless the seller has re- 
tendered the goods or has taken affirma- 
tive action indicating that he is holding 
the tender open. See also Comment 2 to 
Section 2-601 (A.C.A. § 4-2-601). 

5. Subsection (2) (A.C.A. § 4-2-606(2)) 


supplements the policy of the section on 
buyer’s rights on improper delivery, recog- 
nizing the validity of a partial acceptance 
but insisting that the buyer exercise this 
right only as to whole commercial units. 


Cross References: 

Point 2: Sections 2-401 (A.C.A. § 4-2- 
401), 2-509 (A.C.A. § 4-2-509), 2-510 
(A.C.A. § 4-2-510), 2-607 (A.C.A. § 4-2- 
607), 2-608 (A.C.A. § 4-2-608) and Part 7. 

Point 4: Sections 2-601 through 2-604 
(A.C.A. §§ 4-2-601 through 4-2-604). 

Point 5: Section 2-601 (A.C.A. § 4-2- 
601). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Commercial unit”. 
(A.C.A. § 4-2-105). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 2-105 


Comment to § 2-607 (A.C.A. § 4-2-607)* 


Prior Uniform Statutory Provision: Sub- 
section (1) (A.C.A. § 4-2-607(1)) — Section 
41, Uniform Sales Act; Subsections (2) 
(A.C.A. § 4-2-607(2)) and (3) (A.C.A. § 4- 
2-607(3)) — Sections 49 and 69, Uniform 
Sales Act. 


Changes: Rewritten. 


Purposes of Changes: To continue the prior 
basic policies with respect to acceptance of 
goods while making a number of minor 
though material changes in the interest of 
simplicity and commercial convenience so 
that: 

1. Under subsection (1) (A.C.A. § 4-2- 
607(1)), once the buyer accepts a tender 
the seller acquires a right to its price on 
the contract terms. In cases of partial 
acceptance, the price of any part accepted 
is, if possible, to be reasonably appor- 
tioned, using the type of apportionment 
familiar to the courts in quantum valebat 
cases to be determined in terms of “the 
contract rate,” which is the rate deter- 
mined from the bargain in fact (the agree- 
ment) after the rules and policies of this 
Article (Chapter) have been brought to 
bear. 

2. Under subsection (2) (A.C.A. § 4-2- 


607(2)) acceptance of goods precludes 
their subsequent rejection. Any return of 
the goods thereafter must be by way of 
revocation of acceptance under the next 
section. Revocation is unavailable for a 
nonconformity known to the buyer at the 
time of acceptance, except where the 
buyer has accepted on the reasonable as- 
sumption that the nonconformity would 
be seasonably cured. 

3. All other remedies of the buyer re- 
main unimpaired under subsection (2) 
(A.C.A. § 4-2-607(2)). This is intended to 
include the buyer’s full rights with respect 
to future installments despite his accep- 
tance of any earlier nonconforming in- 
stallment. 

4. The time of notification is to be de- 
termined by applying commercial stan- 
dards to a merchant buyer. “A reasonable 
time” for notification from a retail con- 
sumer is to be judged by different stan- 
dards so that in his case it will be ex- 
tended, for the rule of requiring 
notification is designed to defeat commer- 
cial bad faith, not to deprive a good faith 
consumer of his remedy. 

The content of the notification need 
merely be sufficient to let the seller know 
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that the transaction is still troublesome 
and must be watched. There is no reason 
to require that the notification which 
saves the buyer’s rights under this section 
must include a clear statement of all the 
objections that will be relied on by the 
buyer, as under the section covering state- 
ments of defects upon rejection (Section 
2-605 (A.C.A. § 4-2-605)). Nor is there 
reason for requiring the notification to be 
a claim for damages or of any threatened 
litigation or other resort to a remedy. The 
notification which saves the buyer’s rights 
under this Article (Chapter) need only be 
such as informs the seller that the trans- 
action is claimed to involve a breach, and 
thus opens the way for normal settlement 
through negotiation. 

5. Under this Article (Chapter) various 
beneficiaries are given rights for injuries 
sustained by them because of the seller’s 
breach of warranty. Such a beneficiary 
does not fall within the reason of the 
present section in regard to discovery of 
defects and the giving of notice within a 
reasonable time after acceptance, since he 
has nothing to do with acceptance. How- 
ever, the reason of this section does extend 
to requiring the beneficiary to notify the 
seller that an injury has occurred. What is 
said above, with regard to the extended 
time for reasonable notification from the 
lay consumer after the injury is also ap- 
plicable here; but even a beneficiary can 
be properly held to the use of good faith in 
notifying, once he has had time to become 
aware of the legal situation. 

6. Subsection (4) (A.C.A. § 4-2-607(4)) 
unambiguously places the burden of proof 
to establish breach on the buyer after 
acceptance. However, this rule becomes 
one purely of procedure when the tender 
accepted was nonconforming and the 
buyer has given the seller notice of breach 
under subsection (3) (A.C.A. § 4-2- 
607(3)). For subsection (2) (A.C.A. § 4-2- 
607(2)) makes it clear that acceptance 
leaves unimpaired the buyer’s right to be 
made whole, and that right can be exer- 
cised by the buyer not only by way of 
cross-claim for damages, but also by way 
of recoupment in diminution or extinction 
of the price. 

7. Subsections (3)(b) (A.C.A. § 4-2- 
607(3)(b)) and (5)(b) (A.C.A. § 4-2- 
607(5)(b)) give a warrantor against in- 


fringement an opportunity to defend or 
compromise third-party claims or be re- 
lieved of his liability. Subsection (5)(a) 
(A.C.A. § 4-2-607(5)(a)) codifies for all 
warranties the practice of voucher to de- 
fend. Compare Section 3-803 (A.C.A. § 4- 
3-803). Subsection (6) (A.C.A. § 4-2- 
607(6)) makes these provisions applicable 
to the buyer’s liability for infringement 
under Section 2-312 (A.C.A. § 4-2-312). 

8. All of the provisions of the present 
section are subject to any explicit reserva- 
tion of rights. 


Cross References: 

Point 1: Section 1-201 (A.C.A. § 4-1- 
201). 

Point 2: Section 2-608 (A.C.A. § 4-2- 
608). 

Point 4: Sections 1-204 (A.C.A. § 4-1- 
204) and 2-605 (A.C.A. § 4-2-605). 

Point 5: Section 2-318 (A.C.A. § 4-2- 
318). 

Point 6: Section 2-717 (A.C.A. § 4-2- 
LD: 

Point 7: Sections 2-312 (A.C.A. § 4-2- 
312) and 3-803 (A.C.A. § 4-3-803). 

Point 8: Section 1-207 (A.C.A. § 4-1- 
207). 


Definitional Cross References: 

“Burden of establishing”. Section 1-201 
(A.C.A. § 4-1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conform”. Section 2-106 (A.C.A. § 4-2- 
106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Reasonable ' time”. 
(A.C.A. § 4-1-204). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seasonably”. 
§ 4-1-204). 


Section 1-204 


Section 1-204 (A.C.A. 


*'The Arkansas version of this section was 
amended by Acts 1969, No. 312, § 1, to 
correct typographical errors in the origi- 
nal enactment by the Arkansas General 
Assembly. 
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Comment to § 2-608 (A.C.A. § 4-2-608) 


Prior Uniform Statutory Provision: Sec- 
tion 69(1)(d), (3), (4), and (5), Uniform 
Sales Act. 


Changes: Rewritten. 


Purposes of Changes: To make it clear 
that: 

1. Although the prior basic policy is 
continued, the buyer is no longer required 
to elect between revocation of acceptance 
and recovery of damages for breach. Both 
are now available to him. The non-alter- 
native character of the two remedies is 
stressed by the terms used in the present 
section. The section no longer speaks of 
“rescission,” a term capable of ambiguous 
application either to transfer of title to the 
goods or to the contract of sale and sus- 
ceptible also of confusion with cancella- 
tion for cause of an executed or executory 
portion of the contract. The remedy under 
this section is instead referred to simply 
as “revocation of acceptance” of goods ten- 
dered under a contract for sale and in- 
volves no suggestion of “election” of any 
sort. 

2. Revocation of acceptance is possible 
only where the nonconformity substan- 
tially impairs the value of the goods to the 
buyer. For this purpose the test is not 
what the seller had reason to know at the 
time of contracting; the question is 
whether the nonconformity is such as will 
in fact cause a substantial impairment of 
value to the buyer though the seller had 
no advance knowledge as to the buyer’s 
particular circumstances. 

3. “Assurances” by the seller under 
paragraph (b) of subsection (1) (A.C.A. 
§ 4-2-608(1)(b)) can rest as well in the 
circumstances or in the contract as in 
explicit language used at the time of de- 
livery. The reason for recognizing such 
assurances is that they induce the buyer 
to delay discovery. These are the only 
assurances involved in paragraph (b) 
(A.C.A. § 4-2-608(1)(b)). Explicit assur- 
ances may be made either in good faith or 
bad faith. In either case any remedy ac- 
corded by this Article (Chapter) is avail- 
able to the buyer under the section on 
remedies for fraud. 

4. Subsection (2) (A.C.A. § 4-2-608(2)) 
requires notification of revocation of ac- 
ceptance within a reasonable time after 


discovery of the grounds for such revoca- 
tion. Since this remedy will be generally 
resorted to only after attempts at adjust- 
ment have failed, the reasonable time 
period should extend in most cases beyond 
the time in which notification of breach 
must be given, beyond the time for discov- 
ery of nonconformity after acceptance and 
beyond the time for rejection after tender. 
The parties may by their agreement limit 
the time for notification under this sec- 
tion, but the same sanctions and consid- 
erations apply to such agreements as are 
discussed in the comment on manner and 
effect of rightful rejection. 

5. The content of the notice under sub- 
section (2) (A.C.A. § 4-2-608(2)) is to be 
determined in this case as in others by 
considerations of good faith, prevention of 
surprise, and reasonable adjustment. 
More will generally be necessary than the 
mere notification of breach required under 
the preceding section. On the other hand 
the requirements of the section on waiver 
of buyer’s objections do not apply here. 
The fact that quick notification of trouble 
is desirable affords good ground for being 
slow to bind a buyer by his first statement. 
Following a general policy of this Article 
(Chapter), the requirements of the content 
of notification are less stringent in the 
case of a non-merchant buyer. 

6. Under subsection (2) (A.C.A. § 4-2- 
608(2)) the prior policy is continued of 
seeking substantial justice in regard to 
the condition of goods restored to the 
seller. Thus the buyer may not revoke his 
acceptance if the goods have materially 
deteriorated except by reason of their own 
defects. Worthless goods, however, need 
not be offered back and minor defects in 
the articles reoffered are to be disre- 
garded. 

7. The policy of the section allowing 
partial acceptance is carried over into the 
present section and the buyer may revoke 
his acceptance, in appropriate cases, as to 
the entire lot or any commercial unit 
thereof. 


Cross References: 

Point 3: Section 2-723 (A.C.A. § 4-2- 
7123). 

Point 4: Sections 1-204 (A.C.A. § 4-1- 
204), 2-602 (A.C.A. § 4-2-602) and 2-607 
(A.C.A. § 4-2-607). 
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Point 5: Sections 2-605 (A.C.A. § 4-2- 
605) and 2-607 (A.C.A. § 4-2-607). 

Point 7: Section 2-601 (A.C.A. § 4-2- 
601). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Commercial unit”. 
(A.C.A. § 4-2-105). 

“Conform”. Section 2-106 (A.C.A. § 4-2- 
106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 


Section 2-105 


“Lot”. Section 2-105 (A.C.A. § 4-2-105). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Reasonable time”. 
(A.C.A. § 4-1-204). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seasonably”. 
§ 4-1-204). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 1-204 


Section 1-204 (A.C.A. 


Comment to § 2-609 (A.C.A. § 4-2-609) 


Prior Uniform Statutory Provision: See 
Sections 53, 54(1)(b), 55 and 63(2), Uni- 
form Sales Act. 


Purposes: 

1. The section rests on the recognition 
of the fact that the essential purpose of a 
contract between commercial men is ac- 
tual performance and they do not bargain 
merely for a promise, or for a promise plus 
the right to win a law suit and that a 
continuing sense of reliance and security 
that the promised performance will be 
forthcoming when due, is an important 
feature of the bargain. If either the will- 
ingness or the ability of a party to perform 
declines materially between the time of 
contracting and the time for performance, 
the other party is threatened with the loss 
of a substantial part of what he has bar- 
gained for. A seller needs protection not 
merely against having to deliver on credit 
to a shaky buyer, but also against having 
to procure and manufacture the goods, 
perhaps turning down other customers. 
Once he has been given reason to believe 
that the buyer’s performance has become 
uncertain, it is an undue hardship to force 
him to continue his own performance. 
Similarly, a buyer who believes that the 
seller’s deliveries have become uncertain 
cannot safely wait for the due date of 
performance when he has been buying to 
assure himself of materials for his current 
manufacturing or to replenish his stock of 
merchandise. 

2. Three measures have been adopted 
to meet the needs of commercial men in 
such situations. First, the aggrieved party 
is permitted to suspend his own perfor- 
mance and any preparation therefor, with 


excuse for any resulting necessary delay, 
until the situation has been clarified. 
“Suspend performance” under this section 
means to hold up performance pending 
the outcome of the demand, and includes 
also the holding up of any preparatory 
action. This is the same principle which 
governs the ancient law of stoppage and 
seller’s lien, and also of excuse of a buyer 
from prepayment if the seller’s actions 
manifest that he cannot or will not per- 
form. (Original Act, Section 63(2)). 

Secondly, the aggrieved party is given 
the right to require adequate assurance 
that the other party’s performance will be 
duly forthcoming. This principle is re- 
flected in the familiar clauses permitting 
the seller to curtail deliveries if the buy- 
er’s credit becomes impaired, which when 
held within the limits of reasonableness 
and good faith actually express no more 
than the fair business meaning of any 
commercial contract. 

Third, and finally, this section provides 
the means by which the aggrieved party 
may treat the contract as broken if his 
reasonable grounds for insecurity are not 
cleared up within a reasonable time. This 
is the principle underlying the law of 
anticipatory breach, whether by way of 
defective part performance or by repudia- 
tion. The present section merges these 
three principles of law and commercial 
practice into a single theory of general 
application to all sales agreements look- 
ing to future performance. 

3. Subsection (2) (A.C.A. § 4-2-609(2)) 
of the present section requires that “rea- 
sonable” grounds and “adequate” assur- 
ance as used in subsection (1) (A.C.A. 
§ 4-2-609(1)) be defined by commercial 
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rather than legal standards. The express 
reference to commercial standards carries 
no connotation that the obligation of good 
faith is not equally applicable here. 

Under commercial standards and in ac- 
cord with commercial practice, a ground 
for insecurity need not arise from or be 
directly related to the contract in ques- 
tion. The law as to “dependence” or “inde- 
pendence” of promises within a single con- 
tract does not control the application of 
the present section. 

Thus a buyer who falls behind in “his 
account” with the seller, even though the 
items involved have to do with separate 
and legally distinct contracts, impairs the 
seller’s expectation of due performance. 
Again, under the same test, a buyer who 
requires precision parts which he intends 
to use immediately upon delivery, may 
have reasonable grounds for insecurity if 
he discovers that his seller is making 
defective deliveries of such parts to other 
buyers with similar needs. Thus, too, ina 
situation such as arose in Jay Dreher 
Corporation v. Delco Appliance Corpora- 
tion, 93 F.2d 275 (C.C.A.2, 1937), where a 
manufacturer gave a dealer an exclusive 
franchise for the sale of his product but on 
two or three occasions breached the exclu- 
sive dealing clause, although there was no 
default in orders, deliveries or payments 
under the separate sales contract between 
the parties, the aggrieved dealer would be 
entitled to suspend his performance of the 
contract for sale under the present section 
and to demand assurance that the exclu- 
sive dealing contract would be lived up to. 
There is no need for an explicit clause 
tying the exclusive franchise into the con- 
tract for the sale of goods since the situa- 
tion itself ties the agreements together. 

The nature of the sales contract enters 
also into the question of reasonableness. 
For example, a report from an apparently 
trustworthy source that the seller had 
shipped defective goods or was planning 
to ship them would normally give the 
buyer reasonable grounds for insecurity. 
But when the buyer has assumed the risk 
of payment before inspection of the goods, 
as in a sales contract on C.I.F. or similar 
cash against documents terms, that risk is 
not to be evaded by a demand for assur- 
ance. Therefore, no ground for insecurity 
would exist under this section unless the 
report went to a ground which would 
excuse payment by the buyer. 


4. What constitutes “adequate” assur- 
ance of due performance is subject to the 
same test of factual conditions. For exam- 
ple, where the buyer can make use of a 
defective delivery, a mere promise by a 
seller of good repute that he is giving the 
matter his attention and that the defect 
will not be repeated, is normally suffi- 
cient. Under the same circumstances, 
however, a similar statement by a known 
corner-cutter might well be considered in- 
sufficient without the posting of a guar- 
anty or, if so demanded by the buyer, a 
speedy replacement of the delivery in- 
volved. By the same token where a deliv- 
ery has defects, even though easily cur- 
able, which interfere with easy use by the 
buyer, no verbal assurance can be deemed 
adequate which is not accompanied by 
replacement, repair, money-allowance, or 
other commercially reasonable cure. 

A fact situation such as arose in Corn 
Products Refining Co. v. Fasola, 94 N.J.L. 
181, 109 A. 505 (1920) offers illustration 
both of reasonable grounds for insecurity 
and “adequate” assurance. In that case a 
contract for the sale of oils on 30 days’ 
credit, 2% off for payment within 10 days, 
provided that credit was to be extended to 
the buyer only if his financial responsibil- 
ity was satisfactory to the seller. The 
buyer had been in the habit of taking 
advantage of the discount but at the same 
time that he failed to make his customary 
10 day payment, the seller heard rumors, 
in fact false, that the buyer’s financial 
condition was shaky. Thereupon, the 
seller demanded cash before shipment or 
security satisfactory to him. The buyer 
sent a good credit report from his banker, 
expressed willingness to make payments 
when due on the 30 day terms and in- 
sisted on further deliveries under the con- 
tract. Under this Article (Chapter) the 
rumors, although false, were enough to 
make the buyer’s financial condition “un- 
satisfactory” to the seller under the con- 
tract clause. Moreover, the buyer’s prac- 
tice of taking the cash discounts is 
enough, apart from the contract clause, to 
lay a commercial foundation for suspicion 
when the practice is suddenly stopped. 
These matters, however, go only to the 
justification of the seller’s demand for 
security, or his “reasonable grounds for 
insecurity”. 

The adequacy of the assurance given is 
not measured as in the type of “satisfac- 
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tion” situation affected with intangibles, 
such as in personal service cases, cases 
involving a third party’s judgment as fi- 
nal, or cases in which the whole contract is 
dependent on one party’s satisfaction, as 
in a sale on approval. Here, the seller 
must exercise good faith and observe com- 
mercial standards. This Article (Chapter) 
thus approves the statement of the court 
in James B. Berry’s Sons Co. of Illinois v. 
Monark Gasoline & Oil Co., Inc., 32 F.2d 
74 (C.C.A.8, 1929), that the seller’s satis- 
faction under such a clause must be based 
upon reason and must not be arbitrary or 
capricious; and rejects the purely personal 
“good faith” test of the Corn Products 
Refining Co. case, which held that in the 
seller’s sole judgment, if for any reason he 
was dissatisfied, he was entitled to revoke 
the credit. In the absence of the buyer’s 
failure to take the 2% discount as was his 
custom, the banker’s report given in that 
case would have been “adequate” assur- 
ance under this Act, regardless of the 
language of the “satisfaction” clause. How- 
ever, the seller is reasonably entitled to 
feel insecure at a sudden expansion of the 
buyer’s use of a credit term, and should be 
entitled either to security or to a satisfac- 
tory explanation. 

The entire foregoing discussion as to 
adequacy of assurance by way of explana- 
tion is subject to qualification when re- 
peated occasions for the application of this 
section arise. This Act recognizes that 
repeated delinquencies must be viewed as 
cumulative. On the other hand, commer- 
cial sense also requires that if repeated 
claims for assurance are made under this 
section, the basis for these claims must be 
increasingly obvious. 

5. A failure to provide adequate assur- 
ance of performance and thereby to re- 
establish the security of expectation, re- 


sults in a breach only “by repudiation” 


under subsection (4) (A.C.A. § 4-2- 
609(4)). Therefore, the possibility is con- 
tinued of retraction of the repudiation 
under the section dealing with that prob- 
lem, unless the aggrieved party has acted 
on the breach in some manner. 

The thirty day limit on the time to 


provide assurance is laid down to free the 
question of reasonable time from uncer- 
tainty in later litigation. 

6. Clauses seeking to give the protected 
party exceedingly wide powers to cancel or 
readjust the contract when ground for 
insecurity arises must be read against the 
fact that good faith is a part of the obliga- 
tion of the contract and not subject to 
modification by agreement and includes, 
in the case of a merchant, the reasonable 
observance of commercial standards of 
fair dealing in the trade. Such clauses can 
thus be effective to enlarge the protection 
given by the present section to a certain 
extent, to fix the reasonable time within 
which requested assurance must be given, 
or to define adequacy of the assurance in 
any commercially reasonable fashion. But 
any clause seeking to set up arbitrary 
standards for action is ineffective under 
this Article (Chapter). Acceleration 
clauses are treated similarly in the Arti- 
cles (Chapters) on Commercial Paper and 
Security Transactions. 


Cross References: 

Point 3: Section 1-203 (A.C.A. § 4-1- 
203). 

Point 5: Section 2-611 (A.C.A. § 4-2- 
611). 

Point 6: Sections 1-203 (A.C.A. § 4-1- 
203) and 1-208 (A.C.A. § 4-1-208) and 
Articles 3 (Chapter 3) and 9 (Chapter 9). 


Definitional Cross References: 

“Agegrieved party”. Section 
(A.C.A. § 4-1-201). 

“Between Merchants”. 
(A.C.A. § 4-2-104). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for 
(A.C.A. § 4-2-106). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Reasonable time”. 
(A.C.A. § 4-1-204). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


1-201 
Section 2-104 
Section 2-106 


sale”. 


Section 1-204 
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Comment to § 2-610 (A.C.A. § 4-2-610) 


Prior Uniform Statutory Provision: See 
Sections 63(2) and 65, Uniform Sales Act. 


Purposes: To make it clear that: 

1. With the problem of insecurity taken 
care of by the preceding section and with 
provision being made in this Article 
(Chapter) as to the effect of a defective 
delivery under an installment contract, 
anticipatory repudiation centers upon an 
overt communication of intention or an 
action which renders performance impos- 
sible or demonstrates a clear determina- 
tion not to continue with performance. 

Under the present section when such a 
repudiation substantially impairs the 
value of the contract, the aggrieved party 
may at any time resort to his remedies for 
breach, or he may suspend his own perfor- 
mance while he negotiates with, or awaits 
performance by, the other party, but if he 
awaits performance beyond a commer- 
cially reasonable time he cannot recover 
resulting damages which he should have 
avoided. 

2. It is not necessary for repudiation 
that performance be made literally and 
utterly impossible. Repudiation can result 
from action which reasonably indicates a 
rejection of the continuing obligation. 
And, a repudiation automatically results 
under the preceding section on insecurity 
when a party fails to provide adequate 
assurance of due future performance 
within thirty days after a justifiable de- 
mand therefor has been made. Under the 
language of this section, a demand by one 
or both parties for more than the contract 
calls for in the way of counter-perfor- 
mance is not in itself a repudiation nor 
does it invalidate a plain expression of 
desire for future performance. However, 
when under a fair reading it amounts to a 
statement of intention not to perform ex- 
cept on conditions which go beyond the 
contract, it becomes a repudiation. 


3. The test chosen to justify an ag- 
grieved party’s action under this section is 
the same as that in the section on breach 
in installment contracts — namely the 
substantial value of the contract. The 
most useful test of substantial value is to 
determine whether material inconve- 
nience or injustice will result if the ag- 
grieved party is forced to wait and receive 
an ultimate tender minus the part or 
aspect repudiated. 

4, After repudiation, the aggrieved 
party may immediately resort to any rem- 
edy he chooses provided he moves in good 
faith (see Section 1-203 (A.C.A. § 4-1- 
203)). Inaction and silence by the ag- 
grieved party may leave the matter open 
but it cannot be regarded as misleading 
the repudiating party. Therefore the ag- 
grieved party is left free to proceed at any 
time with his options under this section, 
unless he has taken some positive action 
which in good faith requires notification to 
the other party before the remedy is pur- 
sued. 


Cross References: 

Point 1: Sections 2-609 (A.C.A. § 4-2- 
609) and 2-612 (A.C.A. § 4-2-612). 

Point 2: Section 2-609 (A.C.A. § 4-2- 
609). 

Point 3: Section 2-612 (A.C.A. § 4-2- 
612). 

Point 4: Section 1-203 (A.C.A. § 4-1- 
203). 


Definitional Cross References: 

“Agerieved party”. Section 
(A.C.A. § 4-1-201). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 


1-201 


Comment to § 2-611 (A.C.A. § 4-2-611) 


Prior Uniform Statutory Provision: None. 


Purposes: To make it clear that: 

1. The repudiating party’s right to rein- 
state the contract is entirely dependent 
upon the action taken by the aggrieved 
party. If the latter has cancelled the con- 


tract or materially changed his position at 
any time after the repudiation, there can 
be no retraction under this section. 

2. Under subsection (2) (A.C.A. § 4-2- 
611(2)) an effective retraction must be 
accompanied by any assurances de- 
manded under the section dealing with 
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right to adequate assurance. A repudia- 
tion is of course sufficient to give reason- 
able ground for insecurity and to warrant 
a request for assurance as an essential 
condition of the retraction. However, after 
a timely and unambiguous expression of 
retraction, a reasonable time for the as- 
surance to be worked out should be al- 
lowed by the aggrieved party before can- 
cellation. 


Cross References: 
Point 2: Section 2-609 (A.C.A. § 4-2- 
609). 


Definitional Cross References: 

“Agerieved party”. Section 
(A.C.A. § 4-1-201). 

“Cancellation”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 


1-201 


Comment to § 2-612 (A.C.A. § 4-2-612) 


Prior Uniform Statutory Provision: Sec- 
tion 45(2), Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes: To continue prior 
law but to make explicit the more mercan- 
tile interpretation of many of the rules 
involved, so that: 

1. The definition of an installment con- 
tract is phrased more broadly in this Ar- 
ticle (Chapter) so as to cover installment 
deliveries tacitly authorized by the cir- 
cumstances or by the option of either 
party. 

2. In regard to the apportionment of 
the price for separate payment this Article 
(Chapter) applies the more liberal test of 
what can be apportioned rather than the 
test of what is clearly apportioned by the 
agreement. This Article (Chapter) also 
recognizes approximate calculation or ap- 
portionment of price subject to subsequent 
adjustment. A provision for separate pay- 
ment for each lot delivered ordinarily 
means that the price is at least roughly 
calculable by units of quantity, but such a 
provision is not essential to an “install- 
ment contract.” If separate acceptance of 
separate deliveries is contemplated, no 
generalized contrast between wholly “en- 
tire” and wholly “divisible” contracts has 
any standing under this Article (Chapter). 

3. This Article (Chapter) rejects any 
approach which gives clauses such as 
“each delivery is a separate contract” their 
legalistically literal effect. Such contracts 
nonetheless call for installment deliver- 
ies. Even where a clause speaks of “a 
separate contract for all purposes”, a com- 
mercial reading of the language under the 


section on good faith and commercial 
standards requires that the singleness of 
the document and the negotiation, to- 
gether with the sense of the situation, 
prevail over any uncommercial and legal- 
istic interpretation. 

4. One of the requirements for rejection 
under subsection (2) (A.C.A. § 4-2-612(2)) 
is nonconformity substantially impairing 
the value of the installment in question. 
However, an installment agreement may 
require accurate conformity in quality as 
a condition to the right to acceptance if the 
need for such conformity is made clear 
either by express provision or by the cir- 
cumstances. In such a case the effect of 
the agreement is to define explicitly what 
amounts to substantial impairment of 
value impossible to cure. A clause requir- 
ing accurate compliance as a condition to 
the right to acceptance must, however, 
have some basis in reason, must avoid 
imposing hardship by surprise and is sub- 
ject to waiver or to displacement by prac- 
tical construction. 

Substantial impairment of the value of 
an installment can turn not only on the 
quality of the goods but also on such 
factors as time, quantity, assortment, and 
the like. It must be judged in terms of the 
normal or specifically known purposes of 
the contract. The defect in required docu- 
ments refers to such matters as the ab- 
sence of insurance documents under a 
C.LF. contract, falsity of a bill of lading, or 
one failing to show shipment within the 
contract period or to the contract destina- 
tion. Even in such cases, however, the 
provisions on cure of tender apply if ap- 
propriate documents are readily procur- 
able. 
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5. Under subsection (2) (A.C.A. § 4-2- 
612(2)) an installment delivery must be 
accepted if the nonconformity is curable 
and the seller gives adequate assurance of 
cure. Cure of noncohformity of an install- 
ment in the first instance can usually be 
afforded by an allowance against the 
price, or in the case of reasonable discrep- 
ancies in quantity either by a further 
delivery or a partial rejection. This Article 
(Chapter) requires reasonable action by a 
buyer in regard to discrepant delivery and 
good faith requires that the buyer make 
any reasonable minor outlay of time or 
money necessary to cure an overshipment 
by severing out an acceptable percentage 
thereof. The seller must take over a cure 
which involves any material burden; the 
buyer’s obligation reaches only to cooper- 
ation. Adequate assurance for purposes of 
subsection (2) (A.C.A. § 4-2-612(2)) is 
measured by the same standards as under 
the section on right to adequate assurance 
of performance. 

6. Subsection (3) (A.C.A. § 4-2-612(3)) 
is designed to further the continuance of 
the contract in the absence of an overt 
cancellation. The question arising when 
an action is brought as to a single install- 
ment only is resolved by making such 
action waive the right of cancellation. This 
involves merely a defect in one or more 
installments, as contrasted with the situ- 
ation where there is a true repudiation 
within the section on anticipatory repudi- 
ation. Whether the nonconformity in any 
given installment justifies cancellation as 
to the future depends, not on whether 
such nonconformity indicates an intent or 
likelihood that the future deliveries will 
also be defective, but whether the noncon- 
formity substantially impairs the value of 
the whole contract. If only the seller’s 
security in regard to future installments 
is impaired, he has the right to demand 
adequate assurances of proper future per- 
formance but has not an immediate right 
to cancel the entire contract. It is clear 
under this Article (Chapter), however, 
that defects in prior installments are cu- 
mulative in effect, so that acceptance does 
not wash out the defect “waived.” Prior 
policy is continued, putting the rule as to 


buyer’s default on the same footing as that 
in regard to seller’s default. 

7. Under the requirement of seasonable 
notification of cancellation under subsec- 
tion (3) (A.C.A. § 4-2-612(3)), a buyer who 
accepts a nonconforming installment 
which substantially impairs the value of 
the entire contract should properly be 
permitted to withhold his decision as to 
whether or not to cancel pending a re- 
sponse from the seller as to claim for cure 
or adjustment. Similarly, a seller may 
withhold a delivery pending payment for 
prior ones, at the same time delaying his 
decision as to cancellation. A reasonable 
time for notifying of cancellation, judged 
by commercial standards under the sec- 
tion on good faith, extends of course to 
include the time covered by any reason- 
able negotiation in good faith. However, 
during this period the defaulting party is 
entitled, on request, to know whether the 
contract is still in effect, before he can be 
required to perform further. 


Cross References: 

Point 2: Sections 2-307 (A.C.A. § 4-2- 
307) and 2-607 (A.C.A. § 4-2-607). 

Point 3: Section 1-203 (A.C.A. § 4-1- 
203). 

Point 5: Sections 2-208 (A.C.A. § 4-2- 
208) and 2-609 (A.C.A. § 4-2-609). 

Point 6: Section 2-610 (A.C.A. § 4-2- 
610). 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Aggrieved party”. 
(A.C.A. § 4-1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Cancellation”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Conform”. Section 2-106 (A.C.A. § 4-2- 
106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Lot”. Section 2-105 (A.C.A. § 4-2-105). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seasonably”. 
§ 4-1-204). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 1-201 


Section 1-204 (A.C.A. 


COMMENTARIES 93 


Comment to § 2-613 (A.C.A. § 4-2-613) 


Prior Uniform Statutory Provision: Sec- 
tions 7 and 8, Uniform Sales Act. 


Changes: Rewritten, the basic policy being 
continued but the test of a “divisible” or 
“indivisible” sale or contract being aban- 
doned in favor of adjustment in business 
terms. 


Purposes of Changes: 

1, Where goods whose continued exist- 
ence is presupposed by the agreement are 
destroyed without fault of either party, 
the buyer is relieved from his obligation 
but may at his option take the surviving 
goods at a fair adjustment. “Fault” is in- 
tended to include negligence and not 
merely wilful wrong. The buyer is ex- 
pressly given the right to inspect the 
goods in order to determine whether he 
wishes to avoid the contract entirely or to 
take the goods with a price adjustment. 

2. The section applies whether the 
goods were already destroyed at the time 
of contracting without the knowledge of 
either party or whether they are de- 
stroyed subsequently but before the risk 
of loss passes to the buyer. Where under 
the agreement, including of course usage 
of trade, the risk has passed to the buyer 
before the casualty, the section has no 
application. Beyond this, the essential 
question in determining whether the rules 


of this section are to be applied is whether 
the seller has or has not undertaken the 
responsibility for the continued existence 
of the goods in proper condition through 
the time of agreed or expected delivery. 

3. The section on the term “no arrival, 
no sale” makes clear that delay in arrival, 
quite as much as physical change in the 
goods, gives the buyer the options set 
forth in this section. 


Cross References: 
Point 3: Section 2-324 (A.C.A. § 4-2- 
324). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conform”. Section 2-106 (A.C.A. § 4-2- 
106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Fault”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-614 (A.C.A. § 4-2-614) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-2-614(1)) 
requires the tender of a commercially rea- 
sonable substituted performance where 
agreed to facilities have failed or become 
commercially impracticable. Under this 
Article (Chapter), in the absence of spe- 
cific agreement, the normal or usual facil- 
ities enter into the agreement either 
through the circumstances, usage of trade 
or prior course of dealing. 

This section appears between Section 
2-613 (A.C.A. § 4-2-613) on casualty to 
identified goods and the next section on 
excuse by failure of presupposed condi- 
tions, both of which deal with excuse and 
complete avoidance of the contract where 
the occurrence or non-occurrence of a con- 
tingency which was a basic assumption of 


the contract makes the expected perfor- 
mance impossible. The distinction be- 
tween the present section and those sec- 
tions lies in whether the failure or 
impossibility of performance arises in con- 
nection with an incidental matter or goes 
to the very heart of the agreement. The 
differing lines of solution are contrasted in 
a comparison of International Paper Co. v. 
Rockefeller, 161 App.Div. 180, 146 N.Y.S. 
371 (1914) and Meyer v. Sullivan, 40 
Cal.App. 7238, 181 P. 847 (1919). In the 
former case a contract for the sale of 
spruce to be cut from a particular tract of 
land was involved. When a fire destroyed 
the trees growing on that tract the seller 
was held excused since performance was 
impossible. In the latter case the contract 
called for delivery of wheat “f.o.b. Kosmos 
Steamer at Seattle.” The war led to can- 


94 UNIFORM COMMERCIAL CODE 


cellation of that line’s sailing schedule 
after space had been duly engaged and the 
buyer was held entitled to demand substi- 
tuted delivery at the warehouse on the 
line’s loading dock. Under this Article 
(Chapter), of course, the seller would also 
be entitled, had the market gone the other 
way, to make a substituted tender in that 
manner. 

There must, however, be a true commer- 
cial impracticability to excuse the agreed 
to performance and justify a substituted 
performance. When this is the case a 
reasonable substituted performance ten- 
dered by either party should excuse him 
from strict compliance with contract 
terms which do not go to the essence of the 
agreement. 

2. The substitution provided in this sec- 
tion as between buyer and seller does not 
carry over into the obligation of a financ- 
ing agency under a letter of credit, since 
such an agency is entitled to performance 
which is plainly adequate on its face and 
without need to look into commercial evi- 
dence outside of the documents. See Arti- 
cle 5 (Chapter 5), especially Sections 
5-102 (A.C.A. § 4-5-102), 5-103 (A.C.A. 


§ 4-5-103), 5-109 (A.C.A. § 4-5-109), 
5-110 (A.C.A. § 4-5-110), 5-114 (A.C.A. 
§ 4-5-114). 

3. Under subsection (2) (A.C.A. § 4-2- 
614(2)) where the contract is still execu- 
tory on both sides, the seller is permitted 
to withdraw unless the buyer can provide 
him with a commercially equivalent re- 
turn despite the governmental regulation. 
Where, however, only the debt for the 
price remains, a larger leeway is permit- 
ted. The buyer may pay in the manner 
provided by the regulation even though 
this may not be commercially equivalent 
provided that the regulation is not “dis- 
criminatory, oppressive or predatory.” 


Cross References: 
Point 2: Article 5 (Chapter 5). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Fault”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-615 (A.C.A. § 4-2-615) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section excuses a seller from 
timely delivery of goods contracted for, 
where his performance has become com- 
mercially impracticable because of unfore- 
seen supervening circumstances not 
within the contemplation of the parties at 
the time of contracting. The destruction of 
specific goods and the problem of the use 
of substituted performance on _ points 
other than delay or quantity, treated else- 
where in this Article (Chapter), must be 
distinguished from the matter covered by 
this section. 

2. The present section deliberately re- 
frains from any effort at an exhaustive 
expression of contingencies and is to be 
interpreted in all cases sought to be 
brought within its scope in terms of its 
underlying reason and purpose. 

3. The first test for excuse under this 
Article (Chapter) in terms of basic as- 
sumption is a familiar one. The additional 
test of commercial impracticability (as 
contrasted with “impossibility,” “frustra- 


tion of performance” or “frustration of the 
venture”) has been adopted in order to call 
attention to the commercial character of 
the criterion chosen by this Article (Chap- 
ter). 

4. Increased cost alone does not excuse 
performance unless the rise in cost is due 
to some unforeseen contingency which al- 
ters the essential nature of the perfor- 
mance. Neither is a rise or a collapse in 
the market in itself a justification, for that 
is exactly the type of business risk which 
business contracts made at fixed prices 
are intended to cover. But a severe short- 
age of raw materials or of supplies due to 
a contingency such as war, embargo, local 
crop failure, unforeseen shutdown of ma- 
jor sources of supply or the like, which 
either causes a marked increase in cost or 
altogether prevents the seller from secur- 
ing supplies necessary to his performance, 
is within the contemplation of this section. 
(See Ford & Sons, Ltd. v. Henry Leetham 
& Sons, Ltd., 21 Com. Cas. 55 (1915, 
K.B.D.).) 

5. Where a particular source of supply 
is exclusive under the agreement and fails 
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through casualty, the present section ap- 
plies rather than the provision on destruc- 
tion or deterioration of specific goods. The 
same holds true where a particular source 
of supply is shown by the circumstances to 
have been contemplated or assumed by 
the parties at the time of contracting. (See 
Davis Co. v. Hoffmann-LaRoche Chemical 
Works, 178 App.Div. 855, 166 N.Y.S. 179 
(1917) and International Paper Co. v. 
Rockefeller, 161 App.Div. 180, 146 N.Y.S. 
371 (1914)). There is no excuse under this 
section, however, unless the seller has 
employed all due measures to assure him- 
self that his source will not fail. (See 
Canadian Industrial Alcohol Co., Ltd. v. 
Dunbar Molasses Co., 258 N.Y. 194, 179 
N.E. 383, 80 A.L.R. 1173 (1932) and Wash- 
ington Mfg. Co. v. Midland Lumber Co., 
113 Wash. 593, 194 P. 777 (1921).) 

In the case of failure of production by an 
agreed source for causes beyond the sell- 
er’s control, the seller should, if possible, 
be excused since production by an agreed 
source is without more a basic assumption 
of the contract. Such excuse should not 
result in relieving the defaulting supplier 
from liability nor in dropping into the 
seller’s lap an unearned bonus of damages 
over. The flexible adjustment machinery 
of this Article (Chapter) provides the solu- 
tion under the provision on the obligation 
of good faith. A condition to his making 
good the claim of excuse is the turning 
over to the buyer of his rights against the 
defaulting source of supply to the extent of 
the buyer’s contract in relation to which 
excuse is being claimed. 

6. In situations in which neither sense 
nor justice is served by either answer 
when the issue is posed in flat terms of 
“excuse” or “no excuse,” adjustment under 
the various provisions of this Article 
(Chapter) is necessary, especially the sec- 
tions on good faith, on insecurity and 
assurance and on the reading of all provi- 
sions in the light of their purposes, and 
the general policy of this Act to use equi- 
table principles in furtherance of commer- 
cial standards and good faith. 

7. The failure of conditions which go to 
convenience or collateral values rather 
than to the commercial practicability of 
the main performance does not amount to 
a complete excuse. However, good faith 
and the reason of the present section and 
of the preceding one may properly be held 
to justify and even to require any needed 


delay involved in a good faith inquiry 
seeking a readjustment of the contract 
terms to meet the new conditions. 

8. The provisions of this section are 
made subject to assumption of greater 
liability by agreement and such agree- 
ment is to be found not only in the ex- 
pressed terms of the contract but in the 
circumstances surrounding the contract- 
ing, in trade usage and the like. Thus the 
exemptions of this section do not apply 
when the contingency in question is suffi- 
ciently foreshadowed at the time of con- 
tracting to be included among the busi- 
ness risks which are fairly to be regarded 
as part of the dickered terms, either con- 
sciously or as a matter of reasonable, 
commercial interpretation from the cir- 
cumstances. (See Madeirense Do Brasil, 
S. A. v. Stulman-Emrick Lumber Co., 147 
F.2d 399 (C.C.A., 2 Cir., 1945).) The ex- 
emption otherwise present through usage 
of trade under the present section may 
also be expressly negated by the language 
of the agreement. Generally, express 
agreements as to exemptions designed to 
enlarge upon or supplant the provisions of 
this section are to be read in the light of 
mercantile sense and reason, for this sec- 
tion itself sets up the commercial stan- 
dard for normal and reasonable interpre- 
tation and provides a minimum beyond 
which agreement may not go. 

Agreement can also be made in regard 
to the consequences of exemption as laid 
down in paragraphs (b) (A.C.A. § 4-2- 
615(b)) and (c) (A.C.A. § 4-2-615(c)) and 
the next section on procedure on notice 
claiming excuse. 

9. The case of a farmer who has con- 
tracted to sell crops to be grown on desig- 
nated land may be regarded as falling 
either within the section on casualty to 
identified goods or this section, and he 
may be excused, when there is a failure of 
the specific crop, either on the basis of the 
destruction of identified goods or because 
of the failure of a basic assumption of the 
contract. 

Exemption of the buyer in the case of a 
“requirements” contract is covered by the 
“Output and Requirements” section both 
as to assumption and allocation of the 
relevant risks. But when a contract by a 
manufacturer to buy fuel or raw material 
makes no specific reference to a particular 
venture and no such reference may be 
drawn from the circumstances, commer- 
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cial understanding views it as a general 
deal in the general market and not condi- 
tioned on any assumption of the continu- 
ing operation of the buyer’s plant. Even 
when notice is given by the buyer that the 
supplies are needed to fill a specific con- 
tract of an normal commercial kind, com- 
mercial understanding does not see such a 
supply contract as conditioned on the con- 
tinuance of the buyer’s further contract 
for outlet. On the other hand, where the 
buyer’s contract is in reasonable commer- 
cial understanding conditioned on a defi- 
nite and specific venture or assumption 
as, for instance, a war procurement sub- 
contract known to be based on a prime 
contract which is subject to termination, 
or a supply contract for a particular con- 
struction venture, the reason of the 
present section may well apply and entitle 
the buyer to the exemption. 

10. Following its basic policy of using 
commercial practicability as a test for 
excuse, this section recognizes as of equal 
significance either a foreign or domestic 
regulation and disregards any technical 
distinctions between “law,” “regulation,” 
“order” and the like. Nor does it make the 
present action of the seller depend upon 
the eventual judicial determination of the 
legality of the particular governmental 
action. The seller’s good faith belief in the 
validity of the regulation is the test under 
this Article (Chapter) and the best evi- 
dence of his good faith is the general 
commercial acceptance of the regulation. 
However, governmental interference can- 
not excuse unless it truly “supervenes” in 
such a manner as to be beyond the seller’s 
assumption of risk. And any action by the 
party claiming excuse which causes or 
colludes in inducing the governmental ac- 
tion preventing his performance would be 
in breach of good faith and would destroy 
his exemption. | 

11. An excused seller must fulfill his 
contract to the extent which the superven- 
ing contingency permits, and if the situa- 
tion is such that his customers are gener- 
ally affected he must take account of all in 
supplying one. Subsections (a) (A.C.A. 
§ 4-2-615(a)) and (b) (A.C.A. § 4-2- 
615(b)), therefore, explicitly permit in any 
proration a fair and reasonable attention 
to the needs of regular customers who are 
probably relying on spot orders for sup- 
plies. Customers at different stages of the 


manufacturing process may be fairly 
treated by including the seller’s manufac- 
turing requirements. A fortiori, the seller 
may also take account of contracts later in 
date than the one in question. The fact 
that such spot orders may be closed at an 
advanced price causes no difficulty, since 
any allocation which exceeds normal past 
requirements will not be reasonable. How- 
ever, good faith requires, when prices 
have advanced, that the seller exercise 
real care in making his allocations, and in 
case of doubt his contract customers 
should be favored and supplies prorated 
evenly among them regardless of price. 
Save for the extra care thus required by 
changes in the market, this section seeks 
to leave every reasonable business leeway 
to the seller. 


Cross References: 

Point 1: Sections 2-613 (A.C.A. § 4-2- 
613) and 2-614 (A.C.A. § 4-2-614). 

Point 2: Section 1-102 (A.C.A. § 4-1- 
102). 

Point 5: Sections 1-203 (A.C.A. § 4-1- 
203) and 2-613 (A.C.A. § 4-2-613). 

Point 6: Sections 1-102 (A.C.A. § 4-1- 
102), 1-203 (A.C.A. § 4-1-203) and 2-609 
(A.C.A. § 4-2-609). 

Point 7: Section 2-614 (A.C.A. § 4-2- 
614). 

Point 8: Sections 1-201 (A.C.A. § 4-1- 
201), 2-302 (A.C.A. § 4-2-302) and 2-616 
(A.C.A. § 4-2-616). 

Point 9: Sections 1-102 (A.C.A. § 4-1- 
102), 2-306 (A.C.A. § 4-2-306) and 2-613 
(A.C.A. § 4-2-6138). 


Definitional Cross References: 

“Between Merchants”. Section 2-104 
(A.C.A. § 4-2-104). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Merchant”. Section 2-104 (A.C.A. § 4- 
2-104). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seasonably”. Section 1-204 (A.C.A. 
§ 4-1-204). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 2-106 
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Comment to § 2-616 (A.C.A. § 4-2-616) 


Prior Uniform Statutory Provision: None. 


Purposes: 

This section seeks to establish simple 
and workable machinery for providing 
certainty as to when a supervening and 
excusing contingency “excuses” the delay, 
“discharges” the contract, or may result in 
a waiver of the delay by the buyer. When 
the seller notifies, in accordance with the 
preceding section, claiming excuse, the 
buyer may acquiesce, in which case the 
contract is so modified. No consideration 
is necessary in a case of this kind to 
support such a modification. If the buyer 
does not elect so to modify the contract, he 
may terminate it and under subsection (2) 
(A.C.A. § 4-2-616(2)) his silence after re- 
ceiving the seller’s claim of excuse oper- 
ates as such a termination. Subsection (3) 
(A.C.A. § 4-2-616(3)) denies effect to any 
contract clause made in advance of trou- 
ble which would require the buyer to 
stand ready to take delivery whenever the 


seller is excused from delivery by unfore- 
seen circumstances. 


Cross References: 
Point 1: Sections 2-209 (A.C.A. § 4-2- 
209) and 2-615 (A.C.A. § 4-2-615). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Installment contract”. 
(A.C.A. § 4-2-612). 


Section 2-612 


“Notification”. Section 1-201 (A.C.A. 
§ 4-1-201). 
“Reasonable time”. Section 1-204 


(A.C.A. § 4-1-204). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Termination”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-701 (A.C.A. § 4-2-701) 


Prior Uniform Statutory Provision: None. 


Purposes: 

Whether a claim for breach of an obli- 
gation collateral to the contract for sale 
requires separate trial to avoid confusion 
of issues is beyond the scope of this Article 
(Chapter); but contractual arrangements 
which as a business matter enter vitally 


into the contract should be considered a 
part thereof insofar as cross-claims or 
defenses are concerned. 


Definitional Cross References: 

“Contract for sale”. Section 2-106 
(A.C.A. § 4-2-106). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-702 (A.C.A. § 4-2-702)* 


Prior Uniform Statutory Provision: Sub- 
section (1) (A.C.A. § 4-2-702(1)) — Sec- 
tions 53(1)(b), 54(1)(c) and 57, Uniform 
Sales Act; Subsection (2) (A.C.A. § 4-2- 
702(2)) — none; Subsection (3) (A.C.A. 
§ 4-2-702(3)) — Section 76(3), Uniform 
Sales Act. 


Changes: Rewritten, the protection given 
to a seller who has sold on credit and has 
delivered goods to the buyer immediately 
preceding his insolvency being extended. 


Purposes of Changes and New Matter: To 
make it clear that: 

1. The seller’s right to withhold the 
goods or to stop delivery except for cash 
when he discovers the buyer’s insolvency 


is made explicit in subsection (1) (A.C.A. 
§ 4-2-702(1)) regardless of the passage of 
title, and the concept of stoppage has been 
extended to include goods in the posses- 
sion of any bailee who has not yet attorned 
to the buyer. 

2. Subsection (2) (A.C.A. § 4-2-702(2)) 
takes as its base line the proposition that 
any receipt of goods on credit by an insol- 
vent buyer amounts to a tacit business 
misrepresentation of solvency and there- 
fore is fraudulent as against the particu- 
lar seller. This Article (Chapter) makes 
discovery of the buyer’s insolvency and 
demand within a ten day period a condi- 
tion of the right to reclaim goods on this 
ground. The ten day limitation period op- 
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erates from the time of receipt of the 
goods. 

An exception to this time limitation is 
made when a written misrepresentation 
of solvency has been made to the particu- 
lar seller within three months prior to the 
delivery. To fall within the exception the 
statement of solvency must be in writing, 
addressed to the particular seller and 
dated within three months of the delivery. 

3. Because the right of the seller to 
reclaim goods under this section consti- 
tutes preferential treatment as against 
the buyer’s other creditors, subsection (3) 
(A.C.A. § 4-2-702(3)) provides that such 
reclamation bars all of his other remedies 
as to the goods involved. 


Cross References: 
Point 1: Sections 2-401 (A.C.A. § 4-2- 
401) and 2-705 (A.C.A. § 4-2-7085). 
Compare Section 2-502 (A.C.A. § 4-2- 
502). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Buyer in ordinary course of business”. 
Section 1-201 (A.C.A. § 4-1-201). 


“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Insolvent”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-103). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


*The Arkansas version of this section was 
amended by Acts 1967, No. 303, § 4, to 
incorporate the 1966 changes to this sec- 
tion in the Uniform Commercial Code. 


Comment to § 2-703 (A.C.A. § 4-2-703) 


Prior Uniform Statutory Provision: No 
comparable index section. 


Purposes: 

1. This section is an index section 
which gathers together in one convenient 
place all of the various remedies open to a 
seller for any breach by the buyer. This 
Article (Chapter) rejects any doctrine of 
election of remedy as a fundamental pol- 
icy and thus the remedies are essentially 
cumulative in nature and include all of 
the available remedies for breach. 
Whether the pursuit of one remedy bars 
another depends entirely on the facts of 
the individual case. 

2. The buyer’s breach which occasions 
the use of the remedies under this section 
may involve only one lot or delivery of 
goods, or may involve all of the goods 
which are the subject matter of the partic- 
ular contract. The right of the seller to 
pursue a remedy as to all the goods when 
the breach is as to only one or more lots is 
covered by the section on breach in install- 
ment contracts. The present section deals 


only with the remedies available after the 
goods involved in the breach have been 
determined by that section. 

3. In addition to the typical case of 
refusal to pay or default in payment, the 
language in the preamble, “fails to make a 
payment due,” is intended to cover the 
dishonor of a check on due presentment, 
or the nonacceptance of a draft, and the 
failure to furnish an agreed letter of 
credit. 

4. It should also be noted that this Act 
requires its remedies to be liberally ad- 
ministered and provides that any right or 
obligation which it declares is enforceable 
by action unless a different effect is spe- 
cifically prescribed (Section 1-106 (A.C.A. 
§ 4-1-106)). 


Cross References: 

Point 2: Section 2-612 (A.C.A. § 4-2- 
612). 

Point 3: Section 2-325 (A.C.A. § 4-2- 
325). 

Point 4: Section 1-106 (A.C.A. § 4-1- 
106). 
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Definitional Cross References: 

“Aggrieved party”. Section 
(A.C.A. § 4-1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Cancellation”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 


1-201 


“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-704 (A.C.A. § 4-2-704) 


Prior Uniform Statutory Provision: Sec- 
tions 63(3) and 64(4), Uniform Sales Act. 


Changes: Rewritten, the seller’s rights be- 
ing broadened. 


Purposes of Changes: 

1. This section gives an aggrieved seller 
the right at the time of breach to identify 
to the contract any conforming finished 
goods, regardless of their resalability, and 
to use reasonable judgment as to complet- 
ing unfinished goods. It thus makes the 
goods available for resale under the resale 
section, the seller’s primary remedy, and 
in the special case in which resale is not 
practicable, allows the action for the price 
which would then be necessary to give the 
seller the value of his contract. 

2. Under this Article (Chapter) the 
seller is given express power to complete 
manufacture or procurement of goods for 
the contract unless the exercise of reason- 
able commercial judgment as to the facts 


as they appear at the time he learns of the 
breach makes it clear that such action will 
result in a material increase in damages. 
The burden is on the buyer to show the 
commercially unreasonable nature of the 
seller’s action in completing manufacture. 


Cross References: 
Sections 2-703 (A.C.A. § 4-2-703) and 
2-706 (A.C.A. § 4-2-706). 


Definitional Cross References: 
“Aggrieved party”. Section 
(A.C.A. § 4-1-201). 


1-201 


“Conforming”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-705 (A.C.A. § 4-2-705) 


Prior Uniform Statutory Provision: Sec- 
tions 57-59, Uniform Sales Act; See also 
Sections 12, 14 and 42, Uniform Bills of 
Lading Act and Sections 9, 11 and 49, 
Uniform Warehouse Receipts Act. 


Changes: This section continues and de- 
velops the above sections of the Uniform 
Sales Act in the light of the other uniform 
statutory provisions noted. 


Purposes: To make it clear that: 

1. Subsection (1) (A.C.A. § 4-2-705(1)) 
applies the stoppage principle to other 
bailees as well as carriers. 

It also expands the remedy to cover the 
situations, in addition to buyer’s insol- 
vency, specified in the subsection. But 
since stoppage is a burden in any case to 
carriers, and might be a very heavy bur- 
den to them if it covered all small ship- 


ments in all these situations, the right to 
stop for reasons other than insolvency is 
limited to carload, truckload, planeload or 
larger shipments. The seller shipping to a 
buyer of doubtful credit can protect him- 
self by shipping C.O.D. 

Where stoppage occurs for insecurity it 
is merely a suspension of performance, 
and if assurances are duly forthcoming 
from the buyer the seller is not entitled to 
resell or divert. 

Improper stoppage is a breach by the 
seller if it effectively interferes with the 
buyer’s right to due tender under the 
section on manner of tender of delivery. 
However, if the bailee obeys an unjustified 
order to stop he may also be liable to the 
buyer. The measure of his obligation is 
dependent on the provisions of the Docu- 
ments of Title Article (Chapter) (Section 
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7-303 (A.C.A. § 4-7-303)). Subsection 
(3)(b) (A.C.A. § 4-2-705(3)(b)) therefore 
gives him a right of indemnity as against 
the seller in such a case. 

2. “Receipt by the buyer” includes re- 
ceipt by the buyer’s designated represen- 
tative, the sub-purchaser, when shipment 
is made direct to him and the buyer him- 
self never receives the goods. It is entirely 
proper under this Article (Chapter) that 
the seller, by making such direct shipment 
to the sub-purchaser, be regarded as ac- 
quiescing in the latter’s purchase and as 
thus barred from stoppage of the goods as 
against him. 

As between the buyer and the seller, the 
latter’s right to stop the goods at any time 
until they reach the place of final delivery 
is recognized by this section. 

Under subsection (3)(c) (A.C.A. § 4-2- 
705(3)(c)) and (d) (A.C.A. § 4-2-705(3)(d)), 
the carrier is under no duty to recognize 
the stop order of a person who is a 
stranger to the carrier’s contract. But the 
seller’s right as against the buyer to stop 
delivery remains, whether or not the car- 
rier is obligated to recognize the stop 
order. If the carrier does obey it, the buyer 
cannot complain merely because of that 
circumstance; and the seller becomes ob- 
ligated under subsection (3)(b) (A.C.A. 
§ 4-2-705(3)(b)) to pay the carrier any 
ensuing damages or charges. 

3. A diversion of a shipment is not a 
“reshipment” under subsection (2)(c) 
(A.C.A. § 4-2-705(2)(c)) when it is merely 
an incident to the original contract of 
transportation. Nor is the procurement of 
“exchange bills” of lading which change 
only the name of the consignee to that of 
the buyer’s local agent but do not alter the 
destination of a reshipment. 

Acknowledgment by the carrier as a 
“warehouseman” within the meaning of 
this Article (Chapter) requires a contract 
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of a truly different character from the 
original shipment, a contract not in exten- 
sion of transit but as a warehouseman. 

4. Subsection (3)(c) (A.C.A. § 4-2- 
705(3)(c)) makes the bailee’s obedience of 
a notification to stop conditional upon the 
surrender of any outstanding negotiable 
document. 

5. Any charges or losses incurred by the 
carrier in following the seller’s orders, 
whether or not he was obligated to do so, 
fall to the seller’s charge. 

6. After an effective stoppage under 
this section the seller’s rights in the goods 
are the same as if he had never made a 
delivery. 


Cross References: 

Sections 2-702 (A.C.A. § 4-2-702) and 
2-703 (A.C.A. § 4-2-703). 

Point 1: Sections 2-503 (A.C.A. § 4-2- 
503) and 2-609 (A.C.A. § 4-2-609), and 
Article 7 (Chapter 7). 

Point 2: Section 2-103 (A.C.A. § 4-2- 
103) and Article 7 (Chapter 7). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract for 
(A.C.A. § 4-2-106). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Insolvent”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Notification”. 
§ 4-1-201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-103). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103): 


sale”. Section 2-106 


Section 1-201 


Section 1-201 (A.C.A. 


Comment to § 2-706 (A.C.A. § 4-2-706) 


Prior Uniform Statutory Provision: Sec- 
tion 60, Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes: To simplify the prior 
statutory provision and to make it clear 
that: 

1. The only condition precedent to the 
seller’s right of resale under subsection (1) 


(A.C.A. § 4-2-706(1)) is a breach by the 
buyer within the section on the seller’s 
remedies in general or insolvency. Other 
meticulous conditions and restrictions of 
the prior uniform statutory provision are 
disapproved by this Article (Chapter) and 
are replaced by standards of commercial 
reasonableness. Under this section the 
seller may resell the goods after any 
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breach by the buyer. Thus, an anticipatory 
repudiation by the buyer gives rise to any 
of the seller’s remedies for breach, and to 
the right of resale. This principle is sup- 
plemented by subsection (2) (A.C.A. § 4- 
2-706(2)) which authorizes a resale of 
goods which are not in existence or were 
not identified to the contract before the 
breach. 

2. In order to recover the damages pre- 
scribed in subsection (1) (A.C.A. § 4-2- 
706(1)) the seller must act “in good faith 
and in a commercially reasonable man- 
ner” in making the resale. This standard 
is intended to be more comprehensive 
than that of “reasonable care and judg- 
ment” established by the prior uniform 
statutory provision. Failure to act prop- 
erly under this section deprives the seller 
of the measure of damages here provided 
and relegates him to that provided in 
Section 2-708 (A.C.A. § 4-2-708). 

Under this Article (Chapter) the seller 
resells by authority of law, in his own 
behalf, for his own benefit and for the 
purpose of fixing his damages. The theory 
of a seller’s agency is thus rejected. 

3. If the seller complies with the pre- 
scribed standard of duty in making the 
resale, he may recover from the buyer the 
damages provided for in subsection (1). 
Evidence of market or current prices at 
any particular time or place is relevant 
only on the question of whether the seller 
acted in a commercially reasonable man- 
ner in making the resale. 

The distinction drawn by some courts 
between cases where the title had not 
passed to the buyer and the seller had 
resold as owner, and cases where the title 
had passed and the seller had resold by 
virtue of his lien on the goods, is rejected. 

4. Subsection (2) (A.C.A. § 4-2-706(2)) 
frees the remedy of resale from legalistic 
restrictions and enables the seller to resell 
in accordance with reasonable commercial 
practices so as to realize as high a price as 
possible in the circumstances. By “public” 
sale is meant a sale by auction. A “private” 
sale may be effected by solicitation and 
negotiation conducted either directly or 
through a broker. In choosing between a 
public and private sale the character of 
the goods must be considered and relevant 
trade practices and usages must be ob- 
served. 

5. Subsection (2) (A.C.A. § 4-2-706(2)) 
merely clarifies the common law rule that 
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the time for resale is a reasonable time 
after the buyer’s breach, by using the 
language “commercially reasonable.” 
What is such a reasonable time depends 
upon the nature of the goods, the condi- 
tion of the market and the other circum- 
stances of the case; its length cannot be 
measured by any legal yardstick or di- 
vided into degrees. Where a seller contem- 
plating resale receives a demand from the 
buyer for inspection under the section of 
preserving evidence of goods in dispute, 
the time for resale may be appropriately 
lengthened. 

On the question of the place for resale, 
subsection (2) (A.C.A. § 4-2-706(2)) goes 
to the ultimate test, the commercial rea- 
sonableness of the seller’s choice as to the 
place for an advantageous resale. This 
Article (Chapter) rejects the theory that 
the seller is required to resell at the 
agreed place for delivery and that a resale 
elsewhere can be permitted only in excep- 
tional cases. 

6. The purpose of subsection (2) (A.C.A. 
§ 4-2-706(2)) being to enable the seller to 
dispose of the goods to the best advantage, 
he is permitted in making the resale to 
depart from the terms and conditions of 
the original contract for sale to any extent 
“commercially reasonable” in the circum- 
stances, 

7. The provision of subsection (2) 
(A.C.A. § 4-2-706(2)) that the goods need 
not be in existence to be resold applies 
when the buyer is guilty of anticipatory 
repudiation of a contract for future goods, 
before the goods or some of them have 
come into existence. In such a case the 
seller may exercise the right of resale and 
fix his damages by “one or more contracts 
to sell” the quantity of conforming future 
goods affected by the repudiation. The 
companion provision of subsection (2) 
(A.C.A. § 4-2-706(2)) that resale may be 
made although the goods were not identi- 
fied to the contract prior to the buyer’s 
breach, likewise contemplates an antici- 
patory repudiation by the buyer but occur- 
ring after the goods are in existence. If the 
goods so identified conform to the con- 
tract, their resale will fix the seller’s dam- 
ages quite as satisfactorily as if they had 
been identified before the breach. 

8. Where the resale is to be by private 
sale, subsection (3) (A.C.A. § 4-2-706(3)) 
requires that reasonable notification of 
the seller’s intention to resell must be 
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given to the buyer. The length of notifica- 
tion of a private sale depends upon the 
urgency of the matter. Notification of the 
time and place of this type of sale is not 
required. 

Subsection (4)(b) (A.C.A. § 4-2- 
706(4)(b)) requires that the seller give the 
buyer reasonable notice of the time and 
place of a public resale so that he may 
have an opportunity to bid or to secure the 
attendance of other bidders. An exception 
is made in the case of goods “which are 
perishable or threaten to decline speedily 
in value.” 

9. Since there would be no reasonable 
prospect of competitive bidding elsewhere, 
subsection (4) (A.C.A. § 4-2-706(4)) re- 
quires that a public resale “must be made 
at a usual place or market for public sale 
if one is reasonably available;” i.e., a place 
or market which prospective bidders may 
reasonably be expected to attend. Such a 
market may still be “reasonably available” 
under this subsection, though at a consid- 
erable distance from the place where the 
goods are located. In such a case the 
expense of transporting the goods for re- 
sale is recoverable from the buyer as part 
of the seller’s incidental damages under 
subsection (1) (A.C.A. § 4-2-706(1)). How- 
ever, the question of availability is one of 
commercial reasonableness in the circum- 
stances and if such “usual” place or mar- 
ket is not reasonably available, a duly 
advertised public resale may be held at 
another place if it is one which prospective 
bidders may reasonably be expected to 
attend, as distinguished from a place 
where there is no demand whatsoever for 
goods of the kind. 

Paragraph (a) of subsection (4) (A.C.A. 
§ 4-2-706(4)(a)) qualifies the last sentence 
of subsection (2) (A.C.A. § 4-2-706(2)) 
with respect to resales of unidentified and 
future goods at public sale. If conforming 
goods are in existence the seller may iden- 
tify them to the contract after the buyer’s 
breach and then resell them at public sale. 
If the goods have not been identified, 
however, he may resell them at public sale 
only as “future” goods and only where 
there is a recognized market for public 
sale of futures in goods of the kind. 

The provisions of paragraph (c) of sub- 
section (4) (A.C.A. § 4-2-706(4)(c)) are in- 
tended to permit intelligent bidding. 

The provision of paragraph (d) of sub- 
section (4) (A.C.A. § 4-2-706(4)(d)) per- 
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mitting the seller to bid and, of course, to 
become the purchaser, benefits the origi- 
nal buyer by tending to increase the resale 
price and thus decreasing the damages he 
will have to pay. 

10. This Article (Chapter) departs in 
subsection (5) (A.C.A. § 4-2-706(5)) from 
the prior uniform statutory provision in 
permitting a good faith purchaser at re- 
sale to take a good title as against the 
buyer even though the seller fails to com- 
ply with the requirements of this section. 

11. Under subsection (6) (A.C.A. § 4-2- 
706(6)), the seller retains profit, if any, 
without distinction based on whether or 
not he had a lien since this Article (Chap- 
ter) divorces the question of passage of 
title to the buyer from the seller’s right of 
resale or the consequences of its exercise. 
On the other hand, where “a person in the 
position of a seller” or a buyer acting 
under the section on buyer’s remedies, 
exercises his right of resale under the 
present section he does so only for the 
limited purpose of obtaining cash for his 
“security interest” in the goods. Once that 
purpose has been accomplished any ex- 
cess in the resale price belongs to the 
seller to whom an accounting must be 
made as provided in the last sentence of 
subsection (6) (A.C.A. § 4-2-706(6)). 


Cross References: 

Point 1: Sections 2-610 (A.C.A. § 4-2- 
610), 2-702 (A.C.A. § 4-2-702) and 2-703 
(A.C.A. § 4-2-7083). 

Point 2: Section 1-201 (A.C.A. § 4-1- 
201). 

Point 3: Sections 2-708 (A.C.A. § 4-2- 
708) and 2-710 (A.C.A. § 4-2-710). 

Point 4: Section 2-328 (A.C.A. § 4-2- 
320). 

Point 8: Section 2-104 (A.C.A. § 4-2- 
104). 

Point 9: Section 2-710 (A.C.A. § 4-2- 
710). 

Point 11: Sections 2-401 (A.C.A. § 4-2- 
401), 2-707 (A.C.A. § 4-2-707) and 
2-711(3) (A.C.A. § 4-2-711(3)). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Good faith”. Section 2-103 (A.C.A. § 4- 
2-103). 


Section 2-106 
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“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Merchant”. Section 2-104 (A.C.A. § 4- 
2-104). 

“Notification”. 
§ 4-1-201). 

“Person in position of seller”. Section 
2-707 (A.C.A. § 4-2-707). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 


Section 1-201 (A.C.A. 
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“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Sale”. Section 2-106 (A.C.A. § 4-2-106). 

“Security interest”. Section 1-201 
(A.C.A. § 4-1-201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-707 (A.C.A. § 4-2-707) 


Prior Uniform Statutory Provision: Sec- 
tion 52(2), Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes: To make it clear 
that: 

In addition to following in general the 
prior uniform statutory provision, the 
case of a financing agency which has ac- 
quired documents by honoring a letter of 
credit for the buyer or by discounting a 
draft for the seller has been included in 
the term “a person in the position of a 
seller.” 


Cross Reference: 
Article 5 (Chapter 5), Section 2-506 
(A.C.A. § 4-2-506). 


Definitional Cross References: 

“Consignee”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Consignor”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 1-201 


Comment to § 2-708 (A.C.A. § 4-2-708) 


Prior Uniform Statutory Provision: Sec- 
tion 64, Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes: To make it clear 
that: 

1. The prior uniform statutory provi- 
sion is followed generally in setting the 
current market price at the time and place 
for tender as the standard by which dam- 
ages for non-acceptance are to be deter- 
mined. The time and place of tender is 
determined by reference to the section on 
manner of tender of delivery, and to the 
sections on the effect of such terms as 
FOB, FAS, CIF, C & F, Ex Ship and No 
Arrival, No Sale. 

In the event that there is no evidence 
available of the current market price at 
the time and place of tender, proof of a 
substitute market may be made under the 
section on determination and proof of 
market price. Furthermore, the section on 
the admissibility of market quotations is 
intended to ease materially the problem of 
providing competent evidence. 

2. The provision of this section permit- 


ting recovery of expected profit including 
reasonable overhead where the standard 
measure of damages is inadequate, to- 
gether with the new requirement that 
price actions may be sustained only where 
resale is impractical, are designed to elim- 
inate the unfair and economically waste- 
ful results arising under the older law 
when fixed price articles were involved. 
This section permits the recovery of lost 
profits in all appropriate cases, which 
would include all standard priced goods. 
The normal measure there would be list 
price less cost to the dealer or list price 
less manufacturing cost to the manufac- 
turer. It is not necessary to a recovery of 
“profit” to show a history of earnings, 
especially if a new venture is involved. 

3. In all cases the seller may recover 
incidental damages. 


Cross References: 

Point 1: Sections 2-319 through 2-324 
(A.C.A. §§ 4-2-319 through 4-2-324), 
2-503 (A.C.A. § 4-2-503), 2-723 (A.C.A. 
§ 4-2-723) and 2-724 (A.C.A. § 4-2-724). 

Point 2: Section 2-709 (A.C.A. § 4-2- 
709). 
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Point 3: Section 2-710 (A.C.A. § 4-2- 
710). 


Definitional Cross References: 
“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 
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“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-709 (A.C.A. § 4-2-709) 


Prior Uniform Statutory Provision: Sec- 
tion 63, Uniform Sales Act. 


Changes: Rewritten, important commer- 
cially needed changes being incorporated. 


Purposes of Changes: To make it clear 
that: 

1. Neither the passing of title to the 
goods nor the appointment of a day cer- 
tain for payment is now material to a price 
action. 

2. The action for the price is now gen- 
erally limited to those cases where resale 
of the goods is impracticable except where 
the buyer has accepted the goods or where 
they have been destroyed after risk of loss 
has passed to the buyer. 

3. This section substitutes an objective 
test by action for the former “not readily 
resalable” standard. An action for the 
price under subsection (1)(b) (A.C.A. § 4- 
2-709(1)(b)) can be sustained only after a 
“reasonable effort to resell” the goods “at 
reasonable price” has actually been made 
or where the circumstances “reasonably 
indicate” that such an effort will be un- 
availing. 

4. If a buyer is in default not with 
respect to the price, but on an obligation to 
make an advance, the seller should re- 
cover not under this section for the price 
as such, but for the default in the collat- 
eral (though coincident) obligation to fi- 
nance the seller. If the agreement between 
the parties contemplates that the buyer 
will acquire, on making the advance, a 
security interest in the goods, the buyer 
on making the advance has such an inter- 
est as soon as the seller has rights in the 
agreed collateral. See Section 9-204 
(A.C.A. § 4-9-204). 

5. “Goods accepted” by the buyer under 
subsection (1)(a) (A.C.A. § 4-2-709(1)(a)) 


include only goods as to which there has 
been no justified revocation of acceptance, 
for such a revocation means that there has 
been a default by the seller which bars his 
rights under this section. “Goods lost or 
damaged” are covered by the section on 
risk of loss. “Goods identified to the con- 
tract” under subsection (1)(b) (A.C.A. § 4- 
2-709(1)(b)) are covered by the section on 
identification and the section on identifi- 
cation notwithstanding breach. 

6. This section is intended to be ex- 
haustive in its enumeration of cases 
where an action for the price lies. 

7. If the action for the price fails, the 
seller may nonetheless have proved a case 
entitling him to damages for non-accep- 
tance. In such a situation, subsection (3) 
(A.C.A. § 4-2-709(3)) permits recovery of 
those damages in the same action. 


Cross References: 

Point 4: Section 1-106 (A.C.A. § 4-1- 
106). 

Point 5: Sections 2-501 (A.C.A. § 4-2- 
501), 2-509 (A.C.A. § 4-2-509), 2-510 
(A.C.A. § 4-2-510) and 2-704 (A.C.A. § 4- 
2-704). 

Point 7: Section 2-708 (A.C.A. § 4-2- 
708). 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conforming”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 
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Comment to § 2-710 (A.C.A. § 4-2-710) 


Prior Uniform Statutory Provision: See 
Sections 64 and 70, Uniform Sales Act. 


Purposes: To authorize reimbursement of 
the seller for expenses reasonably in- 
curred by him as a result of the buyer’s 
breach. The section sets forth the princi- 
pal normal and necessary additional ele- 
ments of damage flowing from the breach 
but intends to allow all commercially rea- 
sonable expenditures made by the seller. 


Definitional Cross References: 

“Aggrieved party”. Section 
(A.C.A. § 4-1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


1-201 


Comment to § 2-711 (A.C.A. § 4-2-711) 


Prior Uniform Statutory Provision: No 
comparable index section; Subsection (3) 
(A.C.A. § 4-2-711(3)) — Section 69(5), 
Uniform Sales Act. 


Changes: The prior uniform statutory pro- 
vision is generally continued and ex- 
panded in Subsection (3) (A.C.A. § 4-2- 
711(3)). 


Purposes of Changes and New Matter: 

1. To index in this section the buyer’s 
remedies, subsection (1) (A.C.A. § 4-2- 
711(1)) covering those remedies permit- 
ting the recovery of money damages, and 
subsection (2) (A.C.A. § 4-2-711(2)) cover- 
ing those which permit reaching the goods 
themselves. The remedies listed here are 
those available to a buyer who has not 
accepted the goods or who has justifiably 
revoked his acceptance. The remedies 
available to a buyer with regard to goods 
finally accepted appear in the section 
dealing with breach in regard to accepted 
goods. The buyer’s right to proceed as to 
all goods when the breach is as to only 
some of the goods is determined by the 
section on breach in installment contracts 
and by the section on partial acceptance. 

Despite the seller’s breach, proper 
retender of delivery under the section on 
cure of improper tender or replacement 
can effectively preclude the buyer’s reme- 
dies under this section, except for any 
delay involved. 

2. To make it clear in subsection (3) 
(A.C.A. § 4-2-711(3)) that the buyer may 
hold and resell rejected goods if he has 
paid a part of the price or incurred ex- 
penses of the type specified. “Paid” as used 
here includes acceptance of a draft or 
other time negotiable instrument or the 


signing of a negotiable note. His freedom 
of resale is coextensive with that of a 
seller under this Article (Chapter) except 
that the buyer may not keep any profit 
resulting from the resale and is limited to 
retaining only the amount of the price 
paid and the costs involved in the inspec- 
tion and handling of the goods. The buy- 
er’s security interest in the goods is in- 
tended to be limited to the items listed in 
subsection (3) (A.C.A. § 4-2-711(3)), and 
the buyer is not permitted to retain such 
funds as he might believe adequate for his 
damages. The buyer’s right to cover, or to 
have damages for non-delivery, is not im- 
paired by his exercise of his right of resale. 

3. It should also be noted that this Act 
requires its remedies to be liberally ad- 
ministered and provides that any right or 
obligation which it declares is enforceable 
by action unless a different effect is spe- 
cifically prescribed (Section 1-106 (A.C.A. 
§ 4-1-106)). 


Cross References: 

Point 1: Sections 2-508 (A.C.A. § 4-2- 
508), 2-601(c) (A.C.A. § 4-2-601(c)), 2-608 
(A.C.A. § 4-2-608), 2-612 (A.C.A. § 4-2- 
612) and 2-714 (A.C.A. § 4-2-714). 

Point 2: Section 2-706 (A.C.A. § 4-2- 
706). 

Point 3: Section 1-106 (A.C.A. § 4-1- 
106). 


Definitional Cross References: 
“Aggrieved party”. Section 
(A.C.A. § 4-1-201). 
“Buyer”. Section 2-103 (A.C.A. § 4-2- 


1-201 


“Cancellation”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 
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“Cover”. Section 2-712 (A.C.A. § 4-2- 
712). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-103). 
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“Remedy”. Section 1-201 (A.C.A. 3 4-1- 
201). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Section 1-201 


Comment to § 2-712 (A.C.A. § 4-2-712) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section provides the buyer with 
a remedy aimed at enabling him to obtain 
the goods he needs thus meeting his es- 
sential need. This remedy is the buyer’s 
equivalent of the seller’s right to resell. 

2. The definition of “cover” under sub- 
section (1) (A.C.A. § 4-2-712(1)) envisages 
a series of contracts or sales, as well as a 
single contract or sale; goods not identical 
with those involved but commercially us- 
able as reasonable substitutes under the 
circumstances of the particular case; and 
contracts on credit or delivery terms dif- 
fering from the contract in breach, but 
again reasonable under the circum- 
stances. The test of proper cover is 
whether at the time and place the buyer 
acted in good faith and in a reasonable 
manner, and it is immaterial that hind- 
sight may later prove that the method of 
cover used was not the cheapest or most 
effective. 

The requirement that the buyer must 
cover “without unreasonable delay” is not 
intended to limit the time necessary for 
him to look around and decide as to how 
he may best effect cover. The test here is 
similar to that generally used in this Ar- 
ticle (Chapter) as to reasonable time and 
seasonable action. 

3. Subsection (3) (A.C.A. § 4-2-712(3)) 
expresses the policy that cover is not a 
mandatory remedy for the buyer. The 
buyer is always free to choose between 
cover and damages for non-delivery under 
the next section. 

However, this subsection must be read 
in conjunction with the section which lim- 
its the recovery of consequential damages 
to such as could not have been obviated by 
cover. Moreover, the operation of the sec- 
tion on specific performance of contracts 


for “unique” goods must be considered in 
this connection for availability of the 
goods to the particular buyer for his par- 
ticular needs is the test for that remedy 
and inability to cover is made an express 
condition to the right of the buyer to 
replevy the goods. 

4, This section does not limit cover to 
merchants, in the first instance. It is the 
vital and important remedy for the con- 
sumer buyer as well. Both are free to use 
cover: the domestic or non-merchant con- 
sumer is required only to act in normal 
good faith while the merchant buyer must 
also observe all reasonable commercial 
standards of fair dealing in the trade, 
since this falls within the definition of 
good faith on his part. 


Cross References: 

Point 1: Section 2-706 (A.C.A. § 4-2- 
706). 

Point 2: Section 1-204 (A.C.A. § 4-1- 
204). 

Point 3: Sections 2-713 (A.C.A. § 4-2- 
713), 2-715 (A.C.A. § 4-2-715) and 2-716 
(A.C.A. § 4-2-716). 

Point 4: Section 1-203 (A.C.A. § 4-1- 
203). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Good faith”. Section 2-103 (A.C.A. § 4- 
2-103). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201'), 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 
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Comment to § 2-713 (A.C.A. § 4-2-713) 


Prior Uniform Statutory Provision: Sec- 
tion 67(3), Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes: To clarify the former 
rule so that: 

1. The general baseline adopted in this 
section uses as a yardstick the market in 
which the buyer would have obtained 
cover had he sought that relief. So the 
place for measuring damages is the place 
of tender (or the place of arrival if the 
goods are rejected or their acceptance is 
revoked after reaching their destination) 
and the crucial time is the time at which 
the buyer learns of the breach. 

2. The market or current price to be 
used in comparison with the contract price 
under this section is the price for goods of 
the same kind and in the same branch of 
trade. 

3. When the current market price un- 
der this section is difficult to prove the 
section on determination and proof of 
market price is available to permit a 
showing of a comparable market price or, 
where no market price is available, evi- 
dence of spot sale prices is proper. Where 
the unavailability of a market price is 
caused by a scarcity of goods of the type 
involved, a good case is normally made for 
specific performance under this Article 


(Chapter). Such scarcity conditions, more- 
over, indicate that the price has risen and 
under the section providing for liberal 
administration of remedies, opinion evi- 
dence as to the value of the goods would be 
admissible in the absence of a market 
price and a liberal construction of allow- 
able consequential damages should also 
result. 

4. This section carries forward the 
standard rule that the buyer must deduct 
from his damages any expenses saved as a 
result of the breach. 

5. The present section provides a rem- 
edy which is completely alternative to 
cover under the preceding section and 
applies only when and to the extent that 
the buyer has not covered. 


Cross References: 

Point 3: Sections 1-106 (A.C.A. § 4-1- 
106), 2-716 (A.C.A. § 4-2-716) and 2-723 
(A.C.A. § 4-2-723). 

Point 5: Section 2-712 (A.C.A. § 4-2- 
712). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201): 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-714 (A.C.A. § 4-2-714) 


Prior Uniform Statutory Provision: Sec- 
tion 69(6) and (7), Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes: 

1. This section deals with the remedies 
available to the buyer after the goods have 
been accepted and the time for revocation 
of acceptance has gone by. In general this 
section adopts the rule of the prior uni- 
form statutory provision for measuring 
damages where there has been a breach of 
warranty as to goods accepted, but goes 
further to lay down an explicit provision 
as to the time and place for determining 
the loss. 

The section on deduction of damages 
from price provides an additional remedy 
for a buyer who still owes part of the 
purchase price, and frequently the two 


remedies will be available concurrently. 
The buyer’s failure to notify of his claim 
under the section on effects of acceptance, 
however, operates to bar his remedies 
under either that section or the present 
section. 

2. The “non-conformity” referred to in 
subsection (1) (A.C.A. § 4-2-714(1)) in- 
cludes not only breaches of warranties but 
also any failure of the seller to perform 
according to his obligations under the con- 
tract. In the case of such non-conformity, 
the buyer is permitted to recover for his 
loss “in any manner which is reasonable.” 

3. Subsection (2) (A.C.A. § 4-2-714(2)) 
describes the usual, standard and reason- 
able method of ascertaining damages in 
the case of breach of warranty but it is not 
intended as an exclusive measure. It de- 
parts from the measure of damages for 
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non-delivery in utilizing the place of ac- 
ceptance rather than the place of tender. 
In some cases the two may coincide, as 
where the buyer signifies his acceptance 
upon the tender. If, however, the non- 
conformity is such as would justify revo- 
cation of acceptance, the time and place of 
acceptance under this section is deter- 
mined as of the buyer’s decision not to 
revoke. 

4. The incidental and consequential 
damages referred to in subsection (3), 
which will usually accompany an action 
brought under this section, are discussed 
in detail in the comment on the next 
section. 


Cross References: 

Point 1: Compare Section 2-711 (A.C.A. 
§ 4-2-711); Sections 2-607 (A.C.A. § 4-2- 
607) and 2-717 (A.C.A. § 4-2-717). 
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Point 2: Section 2-106 (A.C.A. § 4-2- 
106). 

Point 3: Sections 2-608 (A.C.A. § 4-2- 
608) and 2-713 (A.C.A. § 4-2-7138). 

Point 4: Section 2-715 (A.C.A. § 4-2- 
715). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conform”. Section 2-106 (A.C.A. § 4-2- 


106). 

“Goods”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notification”. Section 1-201 (A.C.A. 
§ 4-1-201). 


“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-715 (A.C.A. § 4-2-715) 


Prior Uniform Statutory Provision: Sub- 
section (2)(b) (A.C.A. § 4-2-715(2)(b)), Sec- 
tions 69(7) and 70, Uniform Sales Act. 


Changes: Rewritten. 


Purposes of Changes and New Matter: 

1. Subsection (1) (A.C.A. § 4-2-715(1)) 
is intended to provide reimbursement for 
the buyer who incurs reasonable expenses 
in connection with the handling of right- 
fully rejected goods or goods whose accep- 
tance may be justifiably revoked, or in 
connection with effecting cover where the 
breach of the contract lies in non-confor- 
mity or non-delivery of the goods. The 
incidental damages listed are not in- 
tended to be exhaustive but are merely 
illustrative of the typical kinds of inciden- 
tal damage. 

2. Subsection (2) (A.C.A. § 4-2-715(2)) 
operates to allow the buyer, in an appro- 
priate case, any consequential damages 
which are the result of the seller’s breach. 
The “tacit agreement” test for the recovery 
of consequential damages is rejected. Al- 
though the older rule at common law 
which made the seller liable for all conse- 
quential damages of which he had “reason 
to know” in advance is followed, the liber- 
ality of that rule is modified by refusing to 
permit recovery unless the buyer could 
not reasonably have prevented the loss by 
cover or otherwise. Subparagraph (2) 
(A.C.A. § 4-2-715(2)) carries forward the 


provisions of the prior uniform statutory 
provision as to consequential damages re- 
sulting from breach of warranty, but mod- 
ifies the rule by requiring first that the 
buyer attempt to minimize his damages in 
good faith, either by cover or otherwise. 

3. In the absence of excuse under the 
section on merchant’s excuse by failure of 
presupposed conditions, the seller is liable 
for consequential damages in all cases 
where he had reason to know of the buy- 
er’s general or particular requirements at 
the time of contracting. It is not necessary 
that there be a conscious acceptance of an 
insurer’s liability on the seller’s part, nor 
is his obligation for consequential dam- 
ages limited to cases in which he fails to 
use due effort in good faith. 

Particular needs of the buyer must gen- 
erally be made known to the seller while 
general needs must rarely be made known 
to charge the seller with knowledge. 

Any seller who does not wish to take the 
risk of consequential damages has avail- 
able the section on contractual limitation 
of remedy. 

4. The burden of proving the extent of 
loss incurred by way of consequential 
damage is on the buyer, but the section on 
liberal administration of remedies rejects 
any doctrine of certainty which requires 
almost mathematical precision in the 
proof of loss. Loss may be determined in 
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any manner which is reasonable under 
the circumstances. 

5. Subsection (2)(b) (A.C.A. § 4-2- 
715(2)(b)) states the usual rule as to 
breach of warranty, allowing recovery for 
injuries “proximately” resulting from the 
breach. Where the injury involved follows 
the use of goods without discovery of the 
defect causing the damage, the question of 
“proximate” cause turns on whether it was 
reasonable for the buyer to use the goods 
without such inspection as would have 
revealed the defects. If it was not reason- 
able for him to do so, or if he did in fact 
discover the defect prior to his use, the 
injury would not proximately result from 
the breach of warranty. 

6. In the case of sale of wares to one in 
the business of reselling them, resale is 
one of the requirements of which the seller 
has reason to know within the meaning of 
subsection (2)(a) (A.C.A. § 4-2-715(2)(a)). 
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Cross References: 

Point 1: Section 2-608 (A.C.A. § 4-2- 
608). 

Point 3: Sections 1-203 (A.C.A. § 4-1- 
203), 2-615 (A.C.A. § 4-2-615) and 2-719 
(A.C.A. § 4-2-719). 

Point 4: Section 1-106 (A.C.A. § 4-1- 
106). 


Definitional Cross References: 

“Cover”. Section 2-712 (A.C.A. § 4-2- 
712). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-103). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-716 (A.C.A. § 4-2-716) 


Prior Uniform Statutory Provision: Sec- 
tion 68, Uniform Sales Act. 


Changes: Rephrased. 


Purposes of Changes: To make it clear 
that: 

1. The present section continues in gen- 
eral prior policy as to specific performance 
and injunction against breach. However, 
without intending to impair in any way 
the exercise of the court’s sound discretion 
in the matter, this Article (Chapter) seeks 
to further a more liberal attitude than 
some courts have shown in connection 
with the specific performance of contracts 
of sale. 

2. In view of this Article’s (Chapter’s) 
emphasis on the commercial feasibility of 
replacement, a new concept of what are 
“unique” goods is introduced under this 
section. Specific performance is no longer 
limited to goods which are already specific 
or ascertained at the time of contracting. 
The test of uniqueness under this section 
must be made in terms of the total situa- 
tion which characterizes the contract. 
Output and requirements contracts in- 
volving a particular or peculiarly avail- 
able source or market present today the 
typical commercial specific performance 
situation, as contrasted with contracts for 
the sale of heirlooms or priceless works of 


art which were usually involved in the 
older cases. However, uniqueness is not 
the sole basis of the remedy under this 
section for the relief may also be granted 
“in other proper circumstances” and in- 
ability to cover is strong evidence of “other 
proper circumstances”. 

3. The legal remedy of replevin is given 
the buyer in cases in which cover is rea- 
sonably unavailable and goods have been 
identified to the contract. This is in addi- 
tion to the buyer’s right to recover identi- 
fied goods on the seller’s insolvency (Sec- 
tion 2-502 (A.C.A. § 4-2-502)). 

4. This section is intended to give the 
buyer rights to the goods comparable to 
the seller’s rights to the price. 

5. If a negotiable document of title is 
outstanding, the buyer’s right of replevin 
relates of course to the document not 
directly to the goods. See Article 7 (Chap- 
ter 7), especially Section 7-602 (A.C.A. 
§ 4-7-602). 


Cross References: 

Point 3: Section 2-502 (A.C.A. § 4-2- 
502). 

Point 4: Section 2-709 (A.C.A. § 4-2- 
709). 

Point 5: Article 7 (Chapter 7). 


Definitional Cross References: 
“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 
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“Goods”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-717 (A.C.A. § 4-2-7177) 


Prior Uniform Statutory Provision: See 
Section 69(1)(a), Uniform Sales Act. 


Purposes: 

1. This section permits the buyer to 
deduct from the price damages resulting 
from any breach by the seller and does not 
limit the relief to cases of breach of war- 
ranty as did the prior uniform statutory 
provision. To bring this provision into ap- 
plication the breach involved must be of 
the same contract under which the price 
in question is claimed to have been 
earned. 

2. The buyer, however, must give notice 
of his intention to withhold all or part of 
the price if he wishes to avoid a default 


within the meaning of the section on inse- 
curity and right to assurances. In confor- 
mity with the general policies of this Ar- 
ticle (Chapter), no formality of notice is 
required and any language which reason- 
ably indicates the buyer’s reason for hold- 
ing up his payment is sufficient. 


Cross Reference: 
Point 2: Section 2-609 (A.C.A. § 4-2- 
609). 


Definitional Cross References: 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-718 (A.C.A. § 4-2-718) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Under subsection (1) (A.C.A. § 4-2- 
718(1)) liquidated damage clauses are al- 
lowed where the amount involved is rea- 
sonable in the light of the circumstances 
of the case. The subsection sets forth ex- 
plicitly the elements to be considered in 
determining the reasonableness of a liqui- 
dated damage clause. A term fixing unrea- 
sonably large liquidated damages is ex- 
pressly made void as a penalty. An 
unreasonably small amount would be sub- 
ject to similar criticism and might be 
stricken under the section on unconscio- 
nable contracts or clauses. 

2. Section (2) (A.C.A. § 4-2-718(2)) re- 
fuses to recognize a forfeiture unless the 
amount of the payment so forfeited repre- 
sents a reasonable liquidation of damages 
as determined under subsection (1) 
(A.C.A. § 4-2-718(1)). A special exception 
is made in the case of small amounts (20% 
of the price or $500, whichever is smaller) 
deposited as security. No distinction is 
made between cases in which the payment 
is to be applied on the price and those in 
which it is intended as security for perfor- 
mance. Subsection (2) (A.C.A. § 4-2- 
718(2)) is applicable to any deposit or 
down or part payment. In the case of a 
deposit or turn in of goods resold before 


the breach, the amount actually received 
on the resale is to be viewed as the deposit 
rather than the amount allowed the buyer 
for the trade in. However, if the seller 
knows of the breach prior to the resale of 
the goods turned in, he must make rea- 
sonable efforts to realize their true value, 
and this is assured by requiring him to 
comply with the conditions laid down in 
the section on resale by an aggrieved 
seller. 


Cross References: 

Point 1: Section 2-302 (A.C.A. § 4-2- 
302). 

Point 2: Section 2-706 (A.C.A. § 4-2- 
706). 


Definitional Cross References: 

“Agerieved party’. Section 
(A.C.A. § 4-1-201). 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 
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“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 
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“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 2-719 (A.C.A. § 4-2-719) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Under this section parties are left 
free to shape their remedies to their par- 
ticular requirements and_ reasonable 
agreements limiting or modifying reme- 
dies are to be given effect. 

However, it is of the very essence of a 
sales contract that at least minimum ad- 
equate remedies be available. If the par- 
ties intend to conclude a contract for sale 
within this Article (Chapter) they must 
accept the legal consequence that there be 
at least a fair quantum of remedy for 
breach of the obligations or duties out- 
lined in the contract. Thus any clause 
purporting to modify or limit the remedial 
provisions of this Article (Chapter) in an 
unconscionable manner is subject to dele- 
tion and in that event the remedies made 
available by this Article (Chapter) are 
applicable as if the stricken clause had 
never existed. Similarly, under subsection 
(2) ‘A.C.A. § 4-2-719(2)), where an appar- 
ently fair and reasonable clause because 
of circumstances fails in its purpose or 
operates to deprive either party of the 
substantial value of the bargain, it must 
give way to the general remedy provisions 
of this Article (Chapter). 

2. Subsection (1)(b) (A.C.A. § 4-2- 
719(1)(b)) creates a presumption that 
clauses prescribing remedies are cumula- 
tive rather than exclusive. If the parties 


intend the term to describe the sole rem- 
edy under the contract, this must be 
clearly expressed. 

3. Subsection (3) (A.C.A. § 4-2-719(3)) 
recognizes the validity of clauses limiting 
or excluding consequential damages but 
makes it clear that they may not operate 
in an unconscionable manner. Actually 
such terms are merely an allocation of 
unknown or undeterminable risks. The 
seller in all cases is free to disclaim war- 
ranties in the manner provided in Section 
2-316 (A.C.A. § 4-2-316). 


Cross References: 

Point 1: Section 2-302 (A.C.A. § 4-2- 
302). 

Point 3: Section 2-316 (A.C.A. § 4-2- 
316). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Conforming”. Section 2-106 (A.C.A. 
§ 4-2-106). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). : 

“Remedy”. Section 1-201 (A.C.A. § 4-1 
201). 

“Seller”. Section 2-103 (A.C.A. § 4-2- 
103). 


Comment to § 2-720 (A.C.A. § 4-2-720) 


Prior Uniform Statutory Provision: None. 


Purpose: 

This section is designed to safeguard a 
person holding a right of action from any 
unintentional loss of rights by the ill- 
advised use of such terms as “cancella- 
tion”, “rescission”, or the like. Once a 
party’s rights have accrued they are not to 
be lightly impaired by concessions made 
in business decency and without intention 
to forego them. Therefore, unless the can- 


cellation of a contract expressly declares 
that it is “without reservation of rights”, 
or the like, it cannot be considered to be a 
renunciation under this section. 


Cross Reference: 
Section 1-107 (A.C.A. § 4-1-107). 


Definitional Cross References: 
“Cancellation”. Section 2-106 (A.C.A. 
§ 4-2-106). 
“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 
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Comment to § 2-721 (A.C.A. § 4-2-721) 


Prior Uniform Statutory Provision: None. 


Purposes: To correct the situation by 
which remedies for fraud have been more 
circumscribed than the more modern and 
mercantile remedies for breach of war- 
ranty. Thus the remedies for fraud are 
extended by this section to coincide in 
scope with those for non-fraudulent 
breach. This section thus makes it clear 
that neither rescission of the contract for 
fraud nor rejection of the goods bars other 
remedies unless the circumstances of the 
case make the remedies incompatible. 


Definitional Cross References: 

“Contract for sale”. Section 2-106 
(A.C.A. § 4-2-106). 

“Goods”. Section 1-201 (A.C.A. § 4-1- 
201).* 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 


*“Coods” is actually defined in A.C.A. § 4- 
2-105 rather than in A.C.A. § 4-1-201 as 
listed in the Uniform Commercial Code 
section comment. 


Comment to § 2-722 (A.C.A. § 4-2-722) 


Prior Uniform Statutory Provision: None. 


Purposes: To adopt and extend somewhat 
the principle of the statutes which provide 
for suit by the real party in interest. The 
provisions of this section apply only after 
identification of the goods. Prior to that 
time only the seller has a right of action. 
During the period between identification 
and final acceptance (except in the case of 
revocation of acceptance) it is possible for 
both parties to have the right of action. 
Even after final acceptance both parties 
may have the right of action if the seller 
retains possession or otherwise retains an 
interest. 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Buyer”. Section 2-103 (A.C.A. § 4-2- 
103). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 2-106 


Section 1-201 


Comment to § 2-723 (A.C.A. § 4-2-723) 


Prior Uniform Statutory Provision: None. 


Purposes: To eliminate the most obvious 
difficulties arising in connection with the 
determination of market price, when that 
is stipulated as a measure of damages by 
some provision of this Article (Chapter). 
Where the appropriate market price is not 
readily available the court is here granted 
reasonable leeway in receiving evidence of 
prices current in other comparable mar- 
kets or at other times comparable to the 
one in question. In accordance with the 
general principle of this Article (Chapter) 
against surprise, however, a party intend- 
ing to offer evidence of such a substitute 
price must give suitable notice to the 
other party. 

This section is not intended to exclude 
the use of any other reasonable method of 


determining market price or of measuring 
damages if the circumstances of the case 
make this necessary. 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Aggrieved party”. 
(A.C.A. § 4-1-201). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Reasonable time”. 
(A.C.A. § 4-1-204). 

“Usage of trade”. Section 1-205 (A.C.A. 
§ 4-1-205). 


Section 1-201 


Section 1-204 
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Comment to § 2-724 (A.C.A. § 4-2-724) 


Prior Uniform Statutory Provision: None. 


Purposes: To make market quotations ad- 
missible in evidence while providing for a 
challenge of the material by showing the 
circumstances of its preparation. 

No explicit provision as to the weight to 
be given to market quotations is contained 
in this section, but such quotations, in the 
absence of compelling challenge, offer an 
adequate basis for a verdict. 

Market quotations are made admissible 
when the price or value of goods traded “in 
any established market” is in issue. The 
reason of the section does not require that 
the market be closely organized in the 
manner of a produce exchange. It is suffi- 
cient if transactions in the commodity are 
frequent and open enough to make a mar- 


ket established by usage in which one 
price can be expected to affect another and 
in which an informed report of the range 
and trend of prices can be assumed to be 
reasonably accurate. 

This section does not in any way intend 
to limit or negate the application of simi- 
lar rules of admissibility to other mate- 
rial, whether by action of the courts or by 
statute. The purpose of the present sec- 
tion is to assure a minimum of mercantile 
administration in this important situation 
and not to limit any liberalizing trend in 
modern law. 


Definitional Cross References: 
“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 


Comment to § 2-725 (A.C.A. § 4-2-725) 


Prior Uniform Statutory Provision: None. 


Purposes: To introduce a uniform statute 
of limitations for sales contracts, thus 
eliminating the jurisdictional variations 
and providing needed relief for concerns 
doing business on a nationwide scale 
whose contracts have heretofore been gov- 
erned by several different periods of limi- 
tation depending upon the state in which 
the transaction occurred. This Article 
(Chapter) takes sales contracts out of the 
general laws limiting the time for com- 
mencing contractual actions and selects a 
four year period as the most appropriate 
to modern business practice. This is 
within the normal commercial record 
keeping period. 

Subsection (1) (A.C.A. § 4-2-725(1)) 
permits the parties to reduce the period of 
limitation. The minimum period is set at 
one year. The parties may not, however, 
extend the statutory period. 

Subsection (2) (A.C.A. § 4-2-725(2)), 
providing that the cause of action accrues 
when the breach occurs, states an excep- 
tion where the warranty extends to future 
performance. 

Subsection (3) (A.C.A. § 4-2-725(3)) 
states the saving provision included in 
many state statutes and permits an addi- 


tional short period for bringing new ac- 
tions, where suits begun within the four 
year period have been terminated so as to 
leave a remedy still available for the same 
breach. 

Subsection (4) (A.C.A. § 4-2-725(4)) 
makes it clear that this Article (Chapter) 
does not purport to alter or modify in any 
respect the law on tolling of the Statute of 
Limitations as it now prevails in the var- 
ious jurisdictions. 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Agegrieved party”. 
(A.C.A. § 4-1-201). 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Contract for 
(A.C.A. § 4-2-106). 

“Goods”. Section 2-105 (A.C.A. § 4-2- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Termination”. Section 2-106 (A.C.A. 
§ 4-2-106). 


Section 1-201 


sale”. Section 2-106 


ARTICLE 2A 


(A.C.A. § 4-2A-101 ET SEQ.) 


FOREWORD 


Article 2A of the Uniform Commercial 
Code (§ 4-2A-101 et seq.), along with Con- 
forming Amendments to Articles 1 and 9 
(§ 4-1-101 et seq. and § 4-9-101 et seq.), 
is presented, upon the recommendation of 
the Permanent Editorial Board for the 
Uniform Commercial Code, by the Na- 
tional Conference for Commissioners on 
Uniform State Laws and the American 
Law Institute. It represents a major de- 
velopment in commercial law, addressing 
a type of business transaction, the leasing 
of personal property, that has long existed. 
Under present law, transactions of this 
type are governed partly by common law 
principles relating to personal property, 
partly by principles relating to real estate 
leases, and partly by reference to Articles 
2 and 9 of the Uniform Commercial Code 
(§ 4-2-101 et seq. and § 4-9-101 et seq.), 
dealing with Sales and Secured Transac- 
tions respectively. The legal rules and 
concepts derived from these sources im- 
perfectly fit a transaction that involves 
personal property rather than realty, and 
a lease rather than either a sale or a 
security interest as such. A statute di- 
rectly addressing the personal property 
lease is therefore appropriate. 

Such a statute has become especially 
appropriate with the exponential expan- 
sion of the number and scale of personal 
property lease transactions. Article 2A 
(§ 4-2A-101 et seq.) will apply to transac- 
tions involving billions of dollars annually. 
It will apply to consumer’s rental of auto- 
mobiles or do-it-yourself equipment, on 
the one hand, and to leases of such items 
as commercial aircraft (to the extent not 
preempted by federal law) and industrial 
machinery, on the other. The text recog- 
nizes the differences between consumer 
and business leasing, while resting upon 
concepts that apply generally to any per- 
sonal property lease transactions. 

The final product represents an impor- 
tant undertaking of the Conference and 
the Institute. It has proceeded, following 


recommendations by the Conference’s 
Study Committee in 1981, through prepa- 
ration and review by the Conference’s 
Drafting Committee first of a proposed 
free-standing Uniform Personal Property 
Leasing Act, which was approved by the 
Conference, and later of Article 2A (§ 4- 
2A-101 et seq.), which proceeded through 
the Permanent Editorial Board, the Exec- 
utive Committee of the Conference, the 
Conference, and the Council of the Insti- 
tute and the Annual Meeting of the mem- 
bers of the Institute. Carrying the text 
through these several stages has required 
coordination of somewhat different proce- 
dures, and continued patience and mutual 
forbearance. At the same time, the text 
has been subjected to analysis and criti- 
cism from many points of view and 
thereby steadily improved. 

The resulting product borrows from 
both Articles 2 and 9 (§ 4-2-101 et seq. 
and § 4-9-101 et seq.). These existing Ar- 
ticles of the Uniform Commercial Code 
(§ 4-2-101 et seq.) have certain imperfec- 
tions revealed by the long experience since 
their adoption. Article 2A (§ 4-2A-101 et 
seq.) cannot overcome those imperfections 
but seeks to minimize their significance as 
applied to leases. More fundamentally, 
there is important conceptual dissonance 
between Article 2 and Article 9 (§ 4-2-101 
et seq. and § 4-9-101 et seq.). The formu- 
lation of Article 2A (§ 4-2A-101 et seq.) 
takes Articles 2 and 9 (§ 4-2-101 et seq. 
and § 4-9-101 et seq.) as they are for the 
time being and hence has required careful 
adjustment to this dissonance. 

The drafting task has been complicated 
both as a matter of substance and as a 
matter of process. The Reporter, Ronald 
DeKoven, has been a master of substance 
and a steady and receptive principal in 
the process. We join with the Conference 
and the Institute in expressing our admi- 
ration and appreciation for his contribu- 
tion to this important field of law. 
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Official Comment to Section 2A-101 (A.C.A. § 4-2A-101) 


Rationale for Codification: 

There are several reasons for codifying 
the law with respect to leases of goods. An 
analysis of the case law as it applies to 
leases of goods suggests at least three 
significant issues to be resolved by codifi- 
cation. First, what is a lease? It is neces- 
sary to define lease to determine whether 
a transaction creates a lease or a security 
interest disguised as a lease. If the trans- 
action creates a security interest dis- 
guised as a lease, the lessor will be re- 
quired to file a financing statement or 
take other action to perfect its interest in 
the goods against third parties. There is 
no such requirement with respect to 
leases. Yet the distinction between a lease 
and a security interest disguised as a 
lease is not clear. Second, will the lessor be 
deemed to have made warranties to the 
lessee? If the transaction is a sale the 
express and implied warranties of Article 
2 of the Uniform Commercial Code (§ 4- 
2-101 et seq.) apply. However, the war- 
ranty law with respect to leases is uncer- 
tain. Third, what remedies are available 
to the lessor upon the lessee’s default? If 
the transaction is a security interest dis- 
guised as a lease, the answer is stated in 
Part 5 (§ 4-9-501 et seq.) of the Article on 
Secured Transactions (Article 9) (§ 4-9- 
101 et seq.). There is no clear answer with 
respect to leases. 

There are reasons to codify the law with 
respect to leases of goods in addition to 
those suggested by a review of the re- 
ported cases. The answer to this impor- 
tant question should not be limited to the 
issues raised in these cases. Is it not also 
proper to determine the remedies avail- 
able to the lessee upon the lessor’s de- 
fault? It is, but that issue is not reached 
through a review of the reported cases. 
This is only one of the many issues pre- 
sented in structuring, negotiating and 
documenting a lease of goods. 


Statutory Analogue: 

After it was decided to proceed with the 
codification project, the drafting commit- 
tee of the National Conference of Commis- 
sioners on Uniform State Laws looked for 
a statutory analogue, gradually narrow- 
ing the focus to the Article on Sales (Arti- 
cle 2) (§ 4-2-101 et seq.) and the Article on 
Secured Transactions (Article 9) (§ 4-9- 
101 et seq.). Areview of the literature with 
respect to the sale of goods reveals that 


Article 2 (§ 4-2-101 et seq.) is predicated 
upon certain assumptions: Parties to the 
sales transaction frequently are without 
counsel; the agreement of the parties of- 
ten is oral or evidenced by scant writings; 
obligations between the parties are bilat- 
eral; applicable law is influenced by the 
need to preserve freedom of contract. A 
review of the literature with respect to 
personal property security law reveals 
that Article 9 (§ 4-9-101 et seq.) is predi- 
cated upon very different assumptions: 
Parties to a secured transaction regularly 
are represented by counsel; the agreement 
of the parties frequently is reduced to a 
writing, extensive in scope; the obligation 
between the parties are essentially unilat- 
eral; and applicable law seriously limits 
freedom of contract. 

The lease is closer in spirit and form to 
the sale of goods than to the creation of a 
security interest. While parties to a lease 
are sometimes represented by counsel and 
their agreement is often reduced to a 
writing, the obligations of the parties are 
bilateral and the common law of leasing is 
dominated by the need to preserve free- 
dom of contract. Thus the drafting com- 
mittee concluded that Article 2 (§ 4-2-101 
et seq.) was the appropriate statutory 
analogue. 


Issues: The drafting committee then 
identified and resolved several issues crit- 
ical to codification: 

Scope: The scope of the Article (§ 4- 
2A-101 et seq.) was limited to leases 
(Section 2A-102) (§ 4-2A-102). There 
was no need to included leases intended 
as security, i.e., security interests dis- 
guised as leases, as they are adequately 
treated in Article 9 (§ 4-9-101 et seq.). 
Further, even if leases intended as se- 
curity were included, the need to pre- 
serve the distinction would remain, as 
policy suggests treatment significantly 
different from that accorded leases. 

Definition of Lease: Lease was defined 
to exclude leases intended as security 
(Section 2A-103(1)G)) (§ 4-2A-103(1) 
(j)). Given the litigation to date a re- 
vised definition of security interest was 
suggested for inclusion in the Act (§ 4- 
2A-101 et seq.). (Section 1-201(37)) 
(§ 4-1-201(37)). This revision sharpens 
the distinction between leases and secu- 
rity interests disguised as leases. 

Filing: The lessor was not required to 
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file a financing statement against the 
lessee or take any other action to pro- 
tect the lessor’s interest in the goods 
(Section 2A-301) (§ 4-2A-301). The re- 
fined definition of security interest will 
more clearly signal the need to file to 
potential lessors of goods. Those lessors 
who are concerned will file a protective 
financing statement (Section 9-408) 
(§ 4-9-408). 

Warranties: All of the express and 
implied warranties of the Article on 
Sales (Article 2) (§ 4-2-101 et seq.) were 
included (Sections 2A-210 through 2A- 
216) (§§ 4-2A-210 — 4-2A-216), revised 
to reflect differences in lease transac- 
tions. The lease of goods is sufficiently 
similar to the sale of goods to justify this 
decision. Further, many courts have 
reached the same decision. 

Certificate of Title Laws: Many leas- 
ing transactions involve goods subject to 
certificate of title statutes. To avoid con- 
flict with those statutes, this Article 
(§ 4-2A-101 et seq.) is subject to them 


(Section 2A-104(1)(a)) (§ 4-2A- 
104(1)(a)). 
Consumer Leases: Many leasing 


transactions involve parties subject to 
consumer protection statutes or deci- 
sions. To avoid conflict with those laws 
this Article (§ 4-2A-101 et seq.) is sub- 
ject to them to the extent provided in 
(Section 2A-104(1)(c) and (2)) (§ 4-2A- 
104(1)(c) and (2)). Further, certain con- 
sumer protections have been incorpo- 
rated in the Article (§ 4-2A-101 et seq.). 

Finance Leases: Certain leasing 
transactions substitute the supplier of 
the goods for the lessor as the party 
responsible to the lessee with respect to 
warranties and the like. The definition 
of finance lease (Section 2A-103 (1)(g)) 
(§ 4-2A-103(1)(g)) was developed to de- 
scribe these transactions. Various sec- 
tions of the Article (§ 4-2A-101 et seq.) 
implement the substitution of the sup- 
plier for the lessor, including Sections 
2A-209 and 2A-407 (§§ 4-2A-209 and 
4-2A-407). No attempt was made to 
fashion a special rule where the finance 
lessor is an affiliate of the supplier of 
goods; this is to be developed by the 
courts, case by case. 

Sale and Leaseback: Sale and lease- 
back transactions are becoming increas- 
ingly common. A number of state stat- 
utes treat transactions where 


possession is retained by the seller as 
fraudulent per se or prima facie fraud- 
ulent. That position is not in accord 
with modern practice and thus is 
changed by the Article (§ 4-2A-101 et 
seq.) “if the buyer bought for value and 
in good faith” (Section 2A-308(3)) (§ 4- 
2A-308(3)). 

Remedies: The Article (§ 4-2A-101 et 
seq.) has not only provided for lessor’s 
remedies upon default by the lessee 
(Sections 2A-523 through 2A-531) 
(8§ 4-2A-523 — 4-2A-531), but also for 
lessee’s remedies upon default by the 
lessor (Sections 2A-508 through 2A- 
522) (§§ 4-2A-508 — 4-2A-522). This is 
a significant departure from Article 9 
(§ 4-9-101 et seq.), which provides rem- 
edies only for the secured party upon 
default by the debtor. This difference is 
compelled by the bilateral nature of the 
obligations between the parties to a 
lease. 

Damages: Many leasing transactions 
are predicated on the parties’ ability to 
stipulate an appropriate measure of 
damages in the event of default. The 
rule with respect to sales of goods (Sec- 
tion 2-718) (§ 4-2-718) is not suffi- 
ciently flexible to accommodate this 
practice. Consistent with the common 
law emphasis upon freedom to contract, 
the Article (§ 4-2A-101 et seq.) has cre- 
ated a revised rule that allows greater 
flexibility with respect to leases of goods 
(Section 2A-504(1)) (§ 4-2A-504(1)). 


History: 

This Article (§ 4-2A-101 et seq.) is a 
revision of the Uniform Personal Property 
Leasing Act, which was approved by the 
National Conference of Commissioners on 
Uniform State Laws in August, 1985. 
However, it was believed that the subject 
matter of the Uniform Personal Property 
Leasing Act would be better treated as an 
article of this Act (§ 4-1-101 et seq.). 
Thus, although the Conference promul- 
gated the Uniform Personal Property 
Leasing Act as a Uniform Law, activity 
was held in abeyance to allow time to 
restate the Uniform Personal Property 
Leasing Act as Article 2A (§ 4-2A-101 et 
seq.). 

In August, 1986 the Conference ap- 
proved and recommended this Article 
(§ 4-2A-101 et seq.) (including conforming 
amendments to Article 1 (§ 4-1-101 et 
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seq.) and Article 9 (§ 4-9-101 et seq.)) for 
promulgation as an amendment to this 
Act (§ 4-1-101 et seq.). In December, 1986 
the Council of the American Law Institute 
approved and recommended this Article 
(§ 4-2A-101 et seq.) (including conforming 
amendments to Article 1 (§ 4-1-101 et 
seq.) and Article 9 (§ 4-9-101 et seq.)), 
with official comments, for promulgation 
as an amendment to this Act (§ 4-1-101 et 
seq.). In March, 1987 the Permanent Ed- 
itorial Board for the Uniform Commercial 
Code approved and recommended this Ar- 
ticle (§ 4-2A-101 et seq.) (including con- 
forming amendments to Article 1 (§ 4-1- 
101 et seq.) and Article 9 (§ 4-9-101 et 
seq.)), with official comments, for promul- 
gation as an amendment to this Act (§ 4- 
1-101 et seq.). In May, 1987 the American 
Law Institute approved and _ recom- 
mended this Article (§ 4-2A-101 et seq.) 
(including conforming amendments to Ar- 
ticle 1 (§ 4-1-101 et seq.) and Article 9 
(§ 4-9-101 et seq.)), with official com- 
ments, for promulgation as an amend- 
ment to this Act (§ 4-1-101 et seq.). In 
August, 1987 the Conference confirmed its 
approval of the final text of this Article 
(§ 4-2A-101 et seq.). 

Upon its initial promulgation, Article 
2A (§ 4-2A-101 et seq.) was rapidly en- 
acted in several states, was introduced in 
a number of other states, and underwent 
bar association, law revision commission 
and legislative study in still further 
states. In that process debate emerged, 
principally sparked by the study of Article 
2A (§ 4-2A-101 et seq.) by the California 
Bar Association, California’s non-uniform 
amendments to Article 2A (§ 4-2A-101 et 
seq.), and articles appearing in a sympo- 
sium on Article 2A (§ 4-2A-101 et seq.) 
published after its promulgation in the 
Alabama Law Review. The debate chiefly 
centered on whether Article 2A (§ 4-2A- 
101 et seq.) had struck the proper balance 
or was clear enough concerning the ability 
of a lessor to grant a security interest in 
its leasehold interest and in the residual, 
priority between a secured party and the 
lessee, and the lessor’s remedy structure 
under Article 2A (§ 4-2A-101 et seq.). 

This debate over issues on which rea- 
sonable minds could and did differ began 
to affect the enactment effort for Article 
2A (§ 4-2A-101 et seq.) in a deleterious 
manner. Consequently, the Standby Com- 
mittee for Article 2A (§ 4-2A-101 et seq.), 
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composed predominantly of the former 
members of the drafting committee, re- 
viewed the legislative actions and studies 
in the various states, and opened a dia- 
logue with the principal proponents of the 
non-uniform amendments. Negotiations 
were conducted in conjunction with, and 
were facilitated by, a study of the uniform 
Article (§ 4-2A-101 et seq.) and the non- 
uniform Amendments by the New York 
Law Revision Commission. Ultimately, a 
consensus was reached, which has been 
approved by the membership of the Con- 
ference, the Permanent Editorial Board, 
and the Council of the Institute. Rapid 
and uniform enactment of Article 2A (§ 4- 
2A-101 et seq.) is expected as a result of 
the completed amendments. The Article 
2A (§ 4-2A-101 et seq.) experience reaf- 
firms the essential viability of the proce- 
dures of the Conference and the Institute 
for creating and updating uniform state 
law in the commercial law area. 


Relationship of Article 2A ($ 4-2A-101 et 
sea.) to Other Articles: 

The Article on Sales (§ 4-2-101 et seq.) 
provided a useful point of reference for 
codifying the law of leases. Many of the 
provisions of that Article (§ 4-2-101 et 
seq.) were carried over, changed to reflect 
differences in style, leasing terminology or 
leasing practices. Thus, the official com- 
ments to those sections of Article 2 (§ 4- 
2-101 et seq.) whose provisions were car- 
ried over are incorporated by reference in 
Article 2A (§ 4-2A-101 et seq.), as well; 
further, any case law interpreting those 
provisions should be viewed as persuasive 
but not binding on a court when deciding a 
similar issue with respect to leases. Any 
change in the sequence that has been 
made when carrying over a provision from 
Article 2 (§ 4-2-101 et seq.) should be 
viewed as a matter of style, not substance. 
This is not to suggest that in other in- 
stances Article 2A(§ 4-2A-101 et seq.) did 
not also incorporate substantially revised 
provisions of Article 2 (§ 4-2-101 et seq.), 
Article 9 (§ 4-9-101 et seq.) or otherwise 
where the revision was driven by a con- 
cern over the substance; but for the lack of 
a mandate, the drafting committee might 
well have made the same or a similar 
change in the statutory analogues. Those 
sections in Article 2A (§ 4-2A-101 et seq.) 
include Sections 2A-104, 2A-105, 2A-106, 
2A-108(2) and (4), 2A-109(2), 2A-208, 2A- 
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214(2) and (3) (a), 2A-216, 2A-303, 2A- 
306, 2A-503, 2A-504(3)(b), 2A-506(2), and 
2A-515 (§§ 4-2A-104 — 4-2A-106, 4-2A- 
108(2) and (4), 4-2A-109(2), 4-2A-208, 
4-2A-214(2) and (3) (a), 4-2A-216, 4-2A- 
303, 4-2A-306, 4-2A-503, 4-2A-504(3)(b), 
4-2A-506(2), and 4-2A-515). For lack of 
relevance or significance not all of the 
provisions of Article 2 (§ 4-2-101 et seq.) 
were incorporated in Article 2A (§ 4-2A- 
101 et seq.). 

This codification was greatly influenced 
by the fundamental tenet of the common 
law as it has developed with respect to 
leases of goods: freedom of the parties to 
contract. Note that, like all other Articles 
of this Act (§ 4-1-101 et seq.), the princi- 
ples of construction and interpretation 
contained in Article 1 (§ 4-1-101 et seq.) 
are applicable throughout Article 2A (§ 4- 
2A-101 et seq.) (Section 2A-103(4)) (§ 4- 
2A-103(4)). These principles include the 
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ability of the parties to vary the effect of 
the provisions of Article 2A (§ 4-2A-101 et 
seq.), subject to certain limitations includ- 
ing those that relate to the obligations of 
good faith, diligence, reasonableness and 
care (Section 1-102(3)) (§ 4-1-102 (3)). 
Consistent with those principles no nega- 
tive inference is to be drawn by the epi- 
sodic use of the phrase “unless otherwise 
agreed” in certain provisions of Article 2A 
(§ 4-2A-101 et seq.). Section 1-102(4) 
(§ 4-1-102(4)). Indeed, the contrary is 
true, as the general rule in the Act (§ 4- 
1-101 et seq.), including this Article (§ 4- 
2A-101 et seq.), is that the effect of the 
Act’s provisions may be varied by agree- 
ment. Section 1-102(3) (§ 4-1-102(3)). 
This conclusion follows even where the 
statutory analogue contains the phrase 
and the correlative provision in Article 2A 
(§ 4-2A-101 et seq.) does not. 


Official Comment to Section 2A-102 (A.C.A. § 4-2A-102) 


Uniform Statutory Source: Section 
9-102(1) (§ 4-9-102(1)). Throughout this 
Article (§ 4-2A-101 et seq.), unless other- 
wise stated, references to “Section” are to 
other sections of this Act (§ 4-1-101 et 
seq.). 


Changes: Substantially revised. 


Purposes: 

This Article (§ 4-2A-101 et seq.) gov- 
erns transactions as diverse as the lease of 
a hand tool to an individual for a few 
hours and the leveraged lease of a com- 
plex line of industrial equipment to a 
multi-national organization for a number 
of years. 

To achieve that end it was necessary to 
provide that this Article (§ 4-2A-101 et 
seq.) applies to any transaction, regard- 
less of form, that creates a lease. Since 
lease is defined as a transfer of an interest 
in goods (Section 2A-103(1)G)) (§ 4-2A- 
103(1)G)) and goods is defined to include 
fixtures (Section 2A-103 (1) (h)) (§ 4-2A- 
103 (1) (h)), application is limited to the 
extent the transaction relates to goods, 
including fixtures. Further, since the def- 
inition of lease does not include a sale 
(Section 2-106(1)) (§ 4-2-106(1)) or reten- 
tion or creation of a security interest (Sec- 
tion 1-201(37)) (§ 4-1-201(37)), applica- 
tion is further limited; sales and security 


interests are governed by other Articles of 
this Act § 4-2-101 et seq. and § 4-9-101 et 
seq.)). 

Finally, in recognition of the diversity of 
the transactions to be governed, the so- 
phistication of many of the parties to 
these transactions, and the common law 
tradition as it applies to the bailment for 
hire or lease, freedom of contract has been 
preserved. DeKoven, Proceedings After 
Default by the Lessee Under a True Lease 
of Equipment, in 1C P. Coogan, W. Hogan, 
D. Vagts, Secured Transactions Under the 
Uniform Commercial Code, § 29B.02(2) 
(1986). Thus, despite the extensive regu- 
latory scheme established by this Article 
(§ 4-2A-101 et seq.), the parties to a lease 
will be able to create private rules to 
govern their transaction. Sections 2A- 
103(4) and 1-102(3) (§§ 4-2A-103(4) and 
4-1-102(3)). However, there are special 
rules in this Article § 4-2A-101 et seq.) 
governing consumer leases, as well as 
other state and federal statutes, that may 
further limit freedom of contract with re- 
spect to consumer leases. 

A court may apply this Article § 4-2A- 
101 et seq.) by analogy to any transaction, 
regardless of form, that creates a lease of 
personal property other than goods, tak- 
ing into account the expressed intentions 
of the parties to the transaction and any 
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differences between a lease of goods and a 
lease of other property. Such application 
has precedent as the provisions of the 
Article on Sales (Article 2) (§ 4-2-101 et 
seq.) have been applied by analogy to 
leases of goods. E.G. Hawkland, The Im- 
pact of the Uniform Commercial Code on 
Equipment Leasing, 1972 Ill. L.F. 446; 
Murray, Under the Spreading Analogy of 
Article 2 of the Uniform Commercial Code, 
39 Fordham L. Rev. 447 (1971). Whether 
such application would be appropriate for 
other bailments of personal property, gra- 
tuitous or for hire, should be determined 
by the facts of each case. See Mieske v. 
Bartell Drug Co., 92 Wash. 2d 40, 46-48, 
593 P.2d 1308, 1312 (1979). 

Further, parties to a transaction creat- 
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ing a lease of personal property other than 
goods, or a bailment of personal property 
may provide by agreement that this Arti- 
cle (§ 4-2A-101 et seq.) applies. Uphold- 
ing the parties’ choice is consistent with 
the spirit of this Article § 4-2A-101 et 
seq.). 


Cross References: 

Sections 1-102(3), 1-201(37), Article 2, 
esp. Section 2- 106(1), and Sections 2A- 
103(1)(h), 2A-103(1)G) and 2A-103(4) 
(§§ 4-1-102(3), 4-1-201(37), 4-2-101 et 
seq., esp. 4-2-106(1), and §§ 4-2A-103(1) 
(h), 4-2A-103(1)G) and 4-2A-103(4)). 


Definitional Cross Reference: 
“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)G)). 


Official Comment to Section 2A-103 (A.C.A. § 4-2A-103) 


(a) “Buyer in ordinary course of busi- 
ness”. Section 1-201(9) (§ 4-1-201(9)). 

(b) “Cancellation”. Section 2-106(4) 
(§ 4-2-106(4)). The effect of a cancellation 
is provided in Section 2A-505(1) (§ 4-2A- 
505(1)). 

(c) “Commercial unit”. Section 2-105(6) 
(§ 4-2-105‘b)). 

(d) “Conforming”. 
(§ 4-2-106(2)). 

(e) “Consumer lease”. New. This Article 
(§ 4-2A-101 et seq.) includes a subset of 
rules that applies only to consumer leases. 
Sections 2A-106, 2A-108(2), 2A-108(4), 
2A-109(2), 2A-221, 2A-309, 2A-406, 2A- 
407, 2A-504(3)(b), and 2A-516(3)(b) (8§ 4- 
2A- 106, 4-2A-108(2) and (4), 4-2A-109(2), 
4-2A-221, 4-2A-309, 4-2A-406, 4-2A-407, 
4-2A-504(3)(b), and 4-2A-516(3)(b)). 

For a transaction to qualify as a con- 
sumer lease it must first qualify as a 
lease. Section 2A-103(1)G) (§ 4-2A- 
103(1)(j)). Note that this Article (§ 4-2A- 
101 et seq.) regulates the transactional 
elements of a lease, including a consumer 
lease; consumer protection statutes, 
present and future, and existing con- 
sumer protection decisions are unaffected 
by this Article § 4-2A-101 et seq.). Section 
2A-104(1)(c) and (2) (§ 4-2A-104(1)(c) and 
(2)). Of course, Article 2A (§ 4-2A-101 et 
seq.) as state law also is subject to federal 
consumer protection law. 

This definition is modeled after the def- 
inition of consumer lease in the Consumer 
Leasing Act, 15 U.S.C. § 1667 (1982), and 


Section 2-106(2) 


in the Unif. Consumer Credit Code 
§ 1.301(14), 7A U.L.A. 43 (1974). How- 
ever, this definition of consumer lease 
differs from its models in several respects: 
the lessor can be a person regularly en- 
gaged either in the business of leasing or 
of selling goods, the lease need not be for a 
term exceeding four months, a lease pri- 
marily for an agricultural purpose is not 
covered, and whether there should be a 
limitation by dollar amount and _ its 
amount is left up to the individual states. 

This definition focuses on the parties as 
well as the transaction. Ifa lease is within 
this definition, the lessor must be regu- 
larly engaged in the business of leasing or 
selling, and the lessee must be an individ- 
ual not an organization; note that a lease 
to two or more individuals having a com- 
mon interest through marriage or the like 
is not excluded as a lease to an organiza- 
tion under Section 1-201(28) (§ 4-1- 
201(28)). The lessee must take the inter- 
est primarily for a personal, family or 
household purpose. If required by the en- 
acting state, total payments under the 
lease contract, excluding payments for op- 
tions to renew or buy, cannot exceed the 
figure designated. 

(f) “Fault”. Section 1-201(16) (§ 4-1- 
201(16)). 

(g) “Finance Lease”. New. This Article 
(§ 4-2A-101 et seq.) includes a subset of 
rules that applies only to finance leases. 
Sections 2A-209, 2A-211(2), 2A-212(1), 
2A-213, 2A-219(1), 2A-220(1)(a), 2A-221, 
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2A-405(c), 2A-407,  2A-516(2) and 
2A-517(1)(a) and (2) (§§ 4-2A-209, 4-2A- 
211(2), 4-2A-212(1), 4-2A-213, 4-2A- 


219(1), 4-2A-220(1)(a), 4-2A-221, 4-2A- 
A405(c), 4-2A-407, 4-2A-516(2) and 4-2A- 
517(1)(a) and (2)). 

For a transaction to qualify as a finance 
lease it must first qualify as a lease. 
Section 2A-103(1)QG) (4-2A-103(1)G)). Un- 
less the lessor is comfortable that the 
transaction will qualify as a finance lease, 
the lease agreement should include provi- 
sions giving the lessor the benefits created 
by the subset of rules applicable to the 
transaction that qualifies as a finance 
lease under this Article (§ 4-2A-101 et 
seq.). 

A finance lease is the product of a three 
party transaction. The supplier manufac- 
tures or supplies the goods pursuant to 
the lessee’s specification, perhaps even 
pursuant to a purchase order, sales agree- 
ment or lease agreement between the sup- 
plier and the lessee. After the prospective 
finance lease is negotiated, a purchase 
order, sales agreement, or lease agree- 
ment is entered into by the lessor (as 
buyer or prime lessee) or an existing or- 
der, agreement or lease is assigned by the 
lessee to the lessor, and the lessor and the 
lessee then enter into a lease or sublease 
of the goods. Due to the limited function 
usually performed by the lessor, the lessee 
looks almost entirely to the supplier for 
representations, covenants and warran- 
ties. If a manufacturer’s warranty carries 
through, the lessee may also look to that. 
Yet, this definition does not restrict the 
lessor’s function solely to the supply of 
funds; if the lessor undertakes or per- 
forms other functions, express warranties, 
covenants and the common law will pro- 
tect the lessee. 

This definition focuses on the transac- 
tion, not the status of the parties; to avoid 
confusion it is important to note that in 
other contexts, e.g., tax and accounting, 
the term finance lease has been used to 
connote different types of lease transac- 
tions, including leases that are disguised 
secured transactions. M. Rice, Equipment 
Financing, 62-71 (1981). A lessor who is a 
merchant with respect to goods of the kind 
subject to the lease may be a lessor under 
a finance lease. Many leases that are 
leases back to the seller of goods (Section 
2A-308(3)) (§ 4-2A-308(3)) will be finance 
leases. This conclusion is easily demon- 
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strated by a hypothetical. Assume that B 
has bought goods from C pursuant to a 
sales contract. After delivery to and accep- 
tance of the goods by B, B negotiates to 
sell the goods to A and simultaneously to 
lease the goods back from A, on terms and 
conditions that, we assume, will qualify 
the transaction as a lease. Section 2A- 
103(1)G) (§ 4-2A-103(1)G)). In document- 
ing the sale and lease back, B assigns the 
original sales contract between B, as 
buyer, and C, as seller, to A. A review of 
these facts leads to the conclusion that the 
lease from A to B qualifies as a finance 
lease, as all three conditions of the defini- 
tion are satisfied. Subparagraph (i) (§ 4- 
2A-103(1)(g)(i)) is satisfied as A, the lessor, 
had nothing to do with the selection, man- 
ufacture, or supply of the equipment. Sub- 
paragraph (ii) (§ 4-2A-103(1)(g)(ii)) is sat- 
isfied as A, the lessor, bought the 
equipment at the same time that A leased 
the equipment to B, which certainly is in 
connection with the lease. Finally, sub- 
paragraph (i11)(A) (§ 4-2A-103(1)(g)(iii) 
(A)) is satisfied as A entered into the sales 
contract with B at the same time that A 
leased the equipment back to B. B, the 
lessee, will have received a copy of the 
sales contract in a timely fashion. 
Subsection (i) (§ 4-2A-103(1)(g)(i)) re- 
quires the lessor to remain outside the 
selection, manufacture and supply of the 
goods; that is the rationale for releasing 
the lessor from most of its traditional 
liability. The lessor is not prohibited from 
possession, maintenance or operation of 
the goods, as policy does not require such 
prohibition. To insure the lessee’s reliance 
on the supplier, and not on the lessor, 
subsection (ii) (§ 4-2A-103(1)(g)Gi)) re- 
quires that the goods (where the lessor is 
the buyer of the goods) or that the right to 
possession and use of the goods (where the 
lessor is the prime lessee and the subles- 
sor of the goods) be acquired in connection 
with the lease (or sublease) to qualify as a 
finance lease. The scope of the phrase “in 
connection with” is to be developed by the 
courts, case by case. Finally, as the lessee 
generally relies almost entirely upon the 
supplier for representations and cove- 
nants, and upon the supplier or a manu- 
facturer, or both, for warranties with re- 
spect to the goods, subsection (ili) (§ 4-2A- 
103(1)(g)Gii)) requires that one of the 
following occur: (A) the lessee receive a 
copy of the supply contract before signing 
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the lease contract; (B) the lessee’s ap- 
proval of the supply contract is a condition 
to the effectiveness of the lease contract; 
(C) the lessee receive a statement describ- 
ing the promises and warranties and any 
limitations relevant to the lessee before 
signing the lease contract; or (D) before 
signing the lease contract and except in a 
consumer lease, the lessee receive a writ- 
ing identifying the supplier (unless the 
supplier was selected and required by the 
lessee) and the rights of the lessee under 
Section 2A-209 (§ 4-2A-209), and advis- 
ing the lessee a statement of promises and 
warranties is available from the supplier. 
Thus, even where oral supply orders or 
computer placed supply orders are com- 
pelled by custom and usage the transac- 
tion may still qualify as a finance lease if 
the lessee approves the supply contract 
before the lease contract is effective and 
such approval was a condition to the effec- 
tiveness of the lease contract. Moreover, 
where the lessor does not want the lessee 
to see the entire supply contract, includ- 
ing price information, the lessee may be 
provided with a separate statement of the 
terms of the supply contract relevant to 
the lessee; »romises between the supplier 
and the lessor that do not affect the lessee 
need not be included. The statement can 
be a restatement of those terms or a copy 
of portions of the supply contract with the 
relevant terms clearly designated. Any 
implied warranties need not be desig- 
nated, but a disclaimer or modification of 
remedy must be designated. A copy of any 
manufacturer’s warranty is sufficient if 
that is the warranty provided. However, a 
copy of any Regulation M disclosure given 
pursuant to 12 C.F.R. § 213.4(g) concern- 
ing warranties in itself is not sufficient 
since those disclosures need only briefly 
identify express warranties and need not 
include any disclaimer of warranty. 

If a transaction does not qualify as a 
finance lease, the parties may achieve the 
same result by agreement; no negative 
implications are to be drawn if the trans- 
action does not qualify. Further, absent 
the application of special rules (fraud, 
duress, and the like), a lease that qualifies 
as a finance lease and is assigned by the 
lessor or the lessee to a third party does 
not lose its status as a finance lease under 
this Article (§ 4-2A-101 et seq.). Finally, 
this Article (§ 4-2A-101 et seq.) creates no 
special rule where the lessor is an affiliate 
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of the supplier; whether the transaction 
qualifies as a finance lease will be deter- 
mined by the facts of each case. 

(h) “Goods”. Section 9-105(1)(h) (§ 4-9- 
105(1)(h)). See Section 2A-103(3) (§ 4-2A- 
103(3)) for reference to the definition of 
“Account”, “Chattel paper”, “Document”, 
“General intangibles” and “Instrument”. 
See Section 2A-217 (§ 4-2A-217) for deter- 
mination of the time and manner of iden- 
tification. 

(i) “Installment lease contract”. Section 
2-612(1) (§ 4-2-612(1)). 

(j) “Lease”. New. There are several rea- 
sons to codify the law with respect to 
leases of goods. An analysis of the case law 
as it applies to leases of goods suggests at 
least several significant issues to be re- 
solved by codification. First and foremost 
is the definition of a lease. It is necessary 
to define lease to determine whether a 
transaction creates a lease or a security 
interest disguised as a lease. If the trans- 
action creates a security interest dis- 
guised as a lease, the transaction will be 
governed by the Article on Secured Trans- 
actions (Article 9) (§ 4-9-101 et seq.) and 
the lessor will be required to file a financ- 
ing statement or take other action to per- 
fect its interest in the goods against third 
parties. There is no such requirement 
with respect to leases under the common 
law and, except with respect to leases of 
fixtures (Section 2A-309) (§ 4-2A-309)), 
this Article (§ 4-2A-101 et seq.) imposes 
no such requirement. Yet the distinction 
between a lease and a security interest 
disguised as a lease is not clear from the 
case law at the time of the promulgation of 
this Article (§ 4-2A-101 et seq.). DeKoven, 
Leases of Equipment: Puritan Leasing 
Company v. August, A Dangerous Deci- 
sion, 12 U.S.F. L. Rev. 257 (1978). 

At common law a lease of personal prop- 
erty is a bailment for hire. While there are 
several definitions of bailment for hire, all 
require a thing to be let and a price for the 
letting. Thus, in modern terms and as 
provided in this definition, a lease is cre- 
ated when the lessee agrees to furnish 
consideration for the right to the posses- 
sion and use of goods over a specified 
period of time. Mooney, Personal Property 
Leasing: A Challenge, 36 Bus. Law. 1605, 
1607 (1981). Further, a lease is neither a 
sale (Section 2-106(1))(§ 4-2-106(1)) nora 
retention or creation of a security interest 
(Section 1-201(37)) (§ 4-1-201(37)). Due to 
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extensive litigation to distinguish true 
leases from security interests, an amend- 
ment to Section 1-201(37) (§ 4-1-201(37)) 
has been promulgated with this Article 
(§ 4-2A-101 et seq.) to create a sharper 
distinction. 

This section (§ 4-2A-103) as well as 
Section 1-201(37) (§ 4-1-201(37)) must be 
examined to determine whether the trans- 
action in question creates a lease or a 
security interest. The following hypothet- 
icals indicate the perimeters of the issue. 
Assume that A has purchased a number of 
copying machines, new, for $1,000 each; 
the machines have an estimated useful 
economic life of three years. A advertises 
that the machines are available to rent for 
a minimum of one month and that the 
monthly rental is $100.00. A intends to 
enter into leases where A provides all 
maintenance, without charge to the les- 
see. Further, the lessee will rent the ma- 
chine, month to month, with no obligation 
to renew. At the end of the lease term the 
lessee will be obligated to return the ma- 
chine to A’s place of business. This trans- 
action qualifies as a lease under the first 
half of the definition, for the transaction 
includes a transfer by A to a prospective 
lessee of possession and use of the ma- 
chine for a stated term, month to month. 
The machines are goods (Section 2A- 
103(1)(h)) (§ 4-2A-103(1)(h)). The lessee 
is obligated to pay consideration in return, 
$100.00 for each month of the term. 

However, the second half of the defini- 
tion provides that a sale or a security 
interest is not a lease. Since there is no 
passing of title, there is no sale. Sections 
2A-103(3) and 2-106(1) (§§ 4-2A-103(3) 
and 4-2-106(1)).Under pre-Act security 
law this transaction would have created a 
bailment for hire or a true lease and not a 
conditional sale. Da Rocha v. Macomber, 
330 Mass. 611, 614-15, 116 N.E.2d 139, 
142 (1953). Under Section 1-201(37) (§ 4- 
1-201(37)), as amended with the promul- 
gation of this Article (§ 4-2A-101 et seq.), 
the same result would follow. While the 
lessee is obligated to pay rent for the one 
month term of the lease, one of the other 
four conditions of the second paragraph of 
Section 1-201(37) (§ 4-1-201(37)) must be 
met and none is. The term of the lease is 
one month and the economic life of the 
machine is 36 months; thus, subpara- 
graph (a) of Section 1-201(37) (§ 4-1- 
201(37) (a)) is not now satisfied. Consider- 
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ing the amount of the monthly rent, 
absent economic duress or coercion, the 
lessee is not bound either to renew the 
lease for the remaining economic life of 
the goods or to become the owner. If the 
lessee did lease the machine for 36 
months, the lessee would have paid the 
lessor $3,600 for a machine that could 
have been purchased for $1,000; thus, 
subparagraph (b) of Section 1-201(37) 
(§ 4-1-201(37)(b)) is not satisfied. Finally, 
there are no options; thus, subparagraphs 
(c) and (d) of Section 1-201(37) (§ 4-1- 
201(37)(c) and (d)) are not satisfied. This 
transaction creates a lease, not a security 
interest. However, with each renewal of 
the lease the facts and circumstances at 
the time of each renewal must be exam- 
ined to determine if that conclusion re- 
mains accurate, as it is possible that a 
transaction that first creates a lease, later 
creates a security interest. 

Assume that the facts are changed and 
that A requires each lessee to lease the 
goods for 36 months, with no right to 
terminate. Under pre-Act security law 
this transaction would have created a con- 
ditional sale, and not a bailment for hire 
or true lease. Hervey v. Rhode Island Lo- 
comotive Works, 93 U.S. 664, 672-73 
(1876). Under this subsection (§ 4-2A- 
103(1)G)), and Section 1-201(37) (§ 4-1- 
201(37)), as amended with the inclusion of 
this Article (§ 4-2A-101 et seq.) in the Act 
(§ 4-1-101 et seq.), the same result would 
follow. The lessee’s obligation for the term 
is not subject to termination by the lessee 
and the term is equal to the economic life 
of the machine. 

Between these extremes there are many 
transactions that can be created. Some of 
the transactions have not been properly 
categorized by the courts in applying the 
1978 and earlier Official Texts of Section 
1-201(37). This subsection (§ 4-2A- 
103(1)G)), together with Section 1-201(37) 
(§ 4-1-201(37)), as amended with the pro- 
mulgation of this Article (§ 4-2A-101 et 
seq.), draws a brighter line, which should 
create a clearer signal to the professional 
lessor and lessee. 

(k) “Lease agreement”. This definition 
is derived from the first sentence of Sec- 
tion 1-201(3) (§ 4-1-201(3)). Because the 
definition of lease is broad enough to cover 
future transfers, lease agreement in- 
cludes an agreement contemplating a cur- 
rent or subsequent transfer. Thus it was 
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not necessary to make an express refer- 
ence to an agreement for the future lease 
of goods (Section 2-106(1)) (§ 4-2-106(1)). 
This concept is also incorporated in the 
definition of lease contract. Note that the 
definition of lease does not include trans- 
actions in ordinary building materials 
that are incorporated into an improve- 
ment on land. Section 2A-309(2) (§ 4-2A- 
309(2)). 

The provisions of this Article (§ 4-2A- 
101 et seq.), if applicable, determine 
whether a lease agreement has legal con- 
sequences; otherwise the law of bailments 
and other applicable law determine the 
same. Sections 2A-103(4) and 1-103 (§§ 4- 
2A-103(4) and 4-1-1038). 

(1) “Lease contract”. This definition is 
derived from the definition of contract in 
Section 1-201(11) (§ 4-1-201(11)). Note 
that a lease contract may be for the future 
lease of goods, since this notion is included 
in the definition of lease. 

(m) “Leasehold interest”. New. 

(n) “Lessee”. New. 

(o) “Lessee in ordinary course of busi- 
ness”. Section 1-201(9) (§ 4-1-201(9)). 

(p) “Lessor”. New. 

(q) “Lessor’s residual interest”. New. 

(r) “Lien”. New. This term is used in 
Section 2A-307 (§ 4-2A-307) (Priority of 
Liens Arising by Attachment or Levy on, 
Security Interests in, and Other Claims to 
Goods). 

(s) “Lot”. 
105(5)). 

(t) “Merchant lessee”. New. This term 
is used in Section 2A-511 (§ 4-2A-511) 
(Merchant Lessee’s Duties as to Rightfully 
Rejected Goods). A person may satisfy the 
requirement of dealing in goods of the 
kind subject to the lease as lessor, lessee, 
seller, or buyer. 

(u) “Present value”. New. Authorities 
agree that present value should be used to 
determine fairly the damages payable by 
the lessor or the lessee on default. E.g., 


Section 2-105(5) (§ 4-2- 


Official Comment to Section 


Uniform Statutory Source: Sections 
9-203(4) and 9-302(3)(b) and (c) (8§ 4-9- 
203(4) and 4-9-302(3)(b) and (c)). 


Changes: Substantially revised. 


Purposes: 
1. This Article (§ 4-2A-101 et seq.) cre- 
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Taylor v. Commercial Credit Equip. Corp., 
170 Ga. App. 322, 316 S.E.2d 788 (Ct. App. 
1984). Present value is defined to mean an 
amount that represents the discounted 
value as of a date certain of one or more 
sums payable in the future. This is a 
function of the economic principle that a 
dollar today is more valuable to the holder 
than a dollar payable in two years. While 
there is no question as to the principle, 
reasonable people would differ as to the 
rate of discount to apply in determining 
the value of that future dollar today. To 
minimize litigation, this Article (§ 4-2A- 
101 et seq.) allows the parties to specify 
the discount or interest rate, if the rate 
was not manifestly unreasonable at the 
time the transaction was entered into. In 
all other cases, the interest rate will be a 
commercially reasonable rate that takes 
into account the facts and circumstances 
of each case, as of the time the transaction 
was entered into. 

(v) “Purchase”. Section 1-201(82) (§ 4- 
1-201(32)). This definition omits the refer- 
ence to lien contained in the definition of 
purchase in Article I (Section 1-201(32) 
(§ 4-1-201(32)). This should not be con- 
strued to exclude consensual liens from 
the definition of purchase in this Article 
(§ 4-2A-101 et seq.); the exclusion was 
mandated by the scope of the definition of 
lien in Section 2A-103(1)(r) (§ 4-2A- 
103(1)(r)). Further, the definition of pur- 
chaser in this Article (§ 4-2A-101 et seq.) 
adds a reference to lease; as purchase is 
defined in Section 1-201(32) (§ 4-1- 
201(32)) to include any other voluntary 
transaction creating an interest in prop- 
erty, this addition is not substantive. 

(w) “Sublease”. New. 

(x) “Supplier”. New. 

(y) “Supply contract”. New. 

(z) “Termination”. Section 2-106(3) 
(§ 4-2-106(3)). The effect of a termination 
is provided in Section 2A-505(2) (§ 4-2A- 
505(2)). 


2A-104 (A.C.A. § 4-2A-104)* 


ates a comprehensive scheme for the reg- 
ulation of transactions that create leases. 
Section 2A-102 (§ 4-2A-102). Thus, the 
Article (§ 4-2A-101 et seq.) supersedes all 
prior legislation dealing with leases, ex- 
cept to the extent set forth in this Section 
(§ 4-2A-104). 
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2. Subsection (1) (§ 4-2A-104(1)) states 
the general rule that a lease, although 
governed by the scheme of this Article 
(§ 4-2A-101 et seq.), also may be governed 
by certain other applicable laws. This may 
occur in the case of a consumer lease. 
Section 2A-103(1)(e) (§ 4-2A-103(1)(e)). 
Those laws may be state statutes existing 
prior to enactment of Article 2A (§ 4-2A- 
101 et seq.) or passed afterward. In this 
case, it is desirable for this Article (§ 4- 
2A-101 et seq.) to specify which statute 
controls. Or the law may be a pre-existing 
consumer protection decision. This Article 
(§ 4-2A-101 et seq.) preserves such deci- 
sions. Or the law may be a statute of the 
United States. Such a law controls with- 
out any statement in this Article (§ 4-2A- 
101 et seq.) under applicable principles of 
preemption. 

An illustration of a statute of the United 
States that governs consumer leases is the 
Consumer Leasing Act, 15 U.S.C. 
8§ 1667-1667(e) (1982) and its imple- 
menting regulation, Regulation N, 12 
C.F.R. § 213 (1986); the statute mandates 
disclosures of certain lease terms, delimits 
the liability of a lessee in leasing personal 
property, and regulates the advertising of 
lease terms. An illustration of a state 
statute that governs consumer leases and 
which if adopted in the enacting state 
prevails over this Article (§ 4-2A-101 et 
seq.) is the Unif. Consumer Credit Code, 
which includes many provisions similar to 
those of the Consumer Leasing Act, e.g. 
Unif. Consumer Credit Code §§ 3.202, 
3.209, 3.401, 7A U.L.A. 108-09, 115, 125 
(1974), as well as provisions in addition to 
those of the Consumer Leasing Act, e.g., 
Unif. Consumer Credit Code §§ 5.109- 
.111, 7A U.L.A. 171-76 (1974) (the right to 
cure a default). Such statutes may define 
consumer lease so as to govern transac- 
tions within and without the definition of 
consumer lease under this Article (§ 4- 
2A-101 et seq.). 

3. Under subsection (2) (§ 4-2A- 
104(2)), subject to certain limited exclu- 
sions, in case of conflict statute or a deci- 
sion described in subsection (1) (§ 4-2A- 
104(1)) prevails over this Article (§ 4-2A- 
101 et seq.). For example, a provision life 
Unif. Consumer Credit Code § 5.112, 7A 
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U.L.A. 176 (1974), limiting self-help re- 
possession, prevails over Section 2A-525 
(3) (§ 4-2A-525 (3)). A consumer protec- 
tion decision rendered after the effective 
date of this Article (§ 4-2A-101 et seq.) 
may supplement its provisions. For exam- 
ple, in relation to Article 9 (§ 4-9-101 et 
seq.) a court might conclude that an accel- 
eration clause may not be _ enforced 
against an individual debtor after late 
payments have been accepted unless a 
prior notice of default is given. To the 
extent the decision establishes a general 
principle applicable to transactions other 
than secured transactions, it may supple- 
ment Section 2A-502 (§ 4-2A-502). 

4. Consumer protection in lease trans- 
actions is primarily left to other law. How- 
ever, several provisions of this Article 
(§ 4-2A-101 et seq.) do contain special 
rules that may not be varied by agreement 
in the case of a consumer lease. E.g., 
Sections 2A- 106, 2A-108, and 2A-109(2) 
(§§ 4-2A-106, 4-2A-108, and 4-2A- 
109(2)). Were that not so, the ability of the 
parties to govern their relationship by 
agreement together with the position of 
the lessor in a consumer lease too often 
could result in a one-sided lease agree- 
ment. 

5. In construing this provision (§ 4-2A- 
104) the reference to statute should be 
deemed to include applicable regulations. 
A consumer protection decision is “final” 
on the effective date of this Article (§ 4- 
2A-101 et seq.) if it is not subject to appeal 
on that date or, if subject to appeal, is not 
later reversed on appeal. Of course, such a 
decision can be overruled by a later deci- 
sion or superseded by a later statute. 


Cross References: 

Sections 2A-103(1) (e), 2A-106, 2A-108, 
2A-109(2) and 2A-525(3) (§§ 4-2A- 
103(1)(e), 4-2A-106, 4-2A-108, 4-2A-109(2) 
and 4-2A- 525(3)). 


Definitional Cross Reference: 
“Lease”. Section 2A-103(1)(j) (§ 4-2A- 
103(1)(j)). 


*The version of this section enacted by 
Arkansas differs from the uniform act. 
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Official Comment to Section 2A-105 (A.CA. § 4-2A-105) 


Uniform Statutory Source: Section 
9-103(2) (a) and (b) (§ 4-9-103(2) (a) and 
(b)). 


Changes: Substantially revised. The pro- 
visions of the last sentence of Section 
9-103(2)(b) (§ 4-9-103(2)(b)) have not 
been incorporated as it is superfluous in 
this context. The provisions of Section 
9-103(2) (d) (§ 4-9-103(2) (d)) have not 
been incorporated because the problems 
dealt with are adequately addressed by 
this section and Sections 2A-304(3) and 
305(3) (§§ 4-2A-304(3) and 4-2A-305(3)). 


Purposes: The new certificate referred to 
in (b) (§ 4-2A-105(b)) must be permanent, 
not temporary. Generally, the lessor or 
creditor whose interest is indicated on the 
most recently issued certificate of title will 


prevail over interests indicated on certifi- 
cates issued previously by other jurisdic- 
tions. This provision (§ 4-2A-105(b)) re- 
flects a policy that it is reasonable to 
require holders of interests in goods cov- 
ered by a certificate of title to police the 
goods or risk losing their interests when a 
new certificate of title is issued by another 
jurisdiction. 

Cross References: 

Sections 2A-304(3), 2A-305(3), 
9-103(2)(b) and 9-103(2)(d) (§§ 4-2A- 
304(3), 4-2A-305(3), 4-9-103(2)(b) and 4-9- 
103(2)(d)). 


Definitional Cross Reference: 
“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 


Official Comment to Section 2A-106 (A.C.A. § 4-2A-106) 


Uniform Statutory Source: Unif. Con- 
sumer Credit Code § 1.201(8), 7A U.L.A. 
36 (1974). 


Changes: Substantially revised. 


Purposes: 

There is a real danger that a lessor may 
induce a consumer lessee to agree that the 
applicable law will be a jurisdiction that 
has little effective consumer protection, or 
to agree that the applicable forum will be 
a forum that is inconvenient for the lessee 
in the event of litigation. As a result, this 
section (§ 4-2A-106) invalidates these 
choice of law or forum clauses, except 
where the law chosen is that of the state of 
the consumer’s residence or where the 
goods will be kept, or the forum chosen is 
one that otherwise would have jurisdic- 
tion over the lessee. 

Subsection (1) (§ 4-2A-106(1)) limits po- 
tentially abusive choice of law clauses in 
consumer leases. The 30-day rule in sub- 
section (1) (§ 4-2A-106(1)) was suggested 
by Section 9-103(1) (c) (§ 4-9-103(1)(c)). 
This section (§ 4-2A-106) has no effect on 
choice of law clauses in leases that are not 
consumer leases. Such clauses would be 
governed by other law. 


Subsection (2) (§ 4-2A-106(2)) prevents 
enforcement of potentially abusive juris- 
dictional consent clauses in consumer 
leases. By using the term judicial forum, 
this section (§ 4-2A-106) does not limit 
selection of a nonjudicial forum, such as 
arbitration. This section (§ 4-2A-106) has 
no effect on choice of forum clauses in 
leases that are not consumer leases; such 
clauses are, as a matter of current law, 
“prima facie valid”. The Bremen v. Zapata 
Off-Shore Co., 407 U.S. 1, 10 (1972). Such 
clauses would be governed by other law, 
including the Model Choice of Forum Act 
(1968). 


Cross Reference: 
Section 9-103(1)(c) (§ 4-9-103(1)(c)). 


Definitional Cross References: 

“Consumer lease”. Section 2A-103(1) (e) 
(§ 4-2A-103(1)(e)). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Goods”. Section 2A-103(1) (h) (§ 4-2A- 
103(1) (h)). 
“Party”. 

201(29)). 


2A- 


Section 1-201(29) (§ 4-1- 


126 


UNIFORM COMMERCIAL CODE 


Official Comment to Section 2A-107 (A.C.A. § 4-2A-107) 


Uniform Statutory Source: Section 1-107 
(§ 4-1-107). 


Changes: Revised to reflect leasing prac- 
tices and terminology. This clause is used 
throughout the official comments to this 
Article (§ 4-2A-101 et seq.) to indicate the 
scope of change in the provisions of the 
Uniform Statutory Source included in the 
section; these changes range from one 
extreme, e.g., a significant difference in 
practice (a warranty as to merchantability 
is not implied in a finance lease (Section 
DAG 19) 1 (804-9 A212) to nthe sotheruex- 
treme, e.g., a modest difference in style or 
terminology (the transaction governed is a 
lease not a sale (Section 2A-203)) (§ 4-2A- 
203). 


Cross References: 
Sections 2A-203 and 2A-212 (§§ 4-2A- 
203 and 4-2A-212). 


Definitional Cross References: 
“Aggrieved party”. Section 1-201(2) 
(§ 4-1-201(2)). 


“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). ; 

“Signed”. Section 1-201(39) (§ 4-1- 
201(39)). 

“Written”. Section 1-201(46) (§ 4-1- 
201(46)). 


Official Comment to Section 2A-108 (A.C.A. § 4-2A-108) 


Uniform Statutory Source: Section 2-302 
(§ 4-2-302) and Unif. Consumer Credit 
Code § 5.108, 7A U.L.A. 167-69 (1974). 


Changes: Subsection (1) (§ 4-2A-108(1)) is 
taken almost verbatim from the provi- 
sions of Section 2-302 (1) (§ 4-2-302 (1)). 
Subsection (2) (§ 4-2A-108(2)) is sug- 
gested by the provisions of Unif. Con- 
sumer Credit Code § 5.108(1), (2), 7A 
U.L.A. 167 (1974). Subsection (3) (§ 4-2A- 
108(3)), taken from the provisions of Sec- 
tion 2-302(2) (§ 4-2-302(2)), has been ex- 
panded to cover unconscionable conduct. 
Unif. Consumer Credit Code § 5.108(3), 
7A U.L.A. 167 (1974). The provision for 
the award of attorney’s fees to consumers, 
subsection (4) (§ 4-2A-108(4)), covers un- 
conscionability under subsection (1) (§ 4- 
2A-108(1)) as well as (2) (§ 4-2A-108(2)). 
Subsection (4) (§ 4-2A-108(4)) is modeled 
on the provisions of Unif. Consumer 
Credit Code § 5.108(6), 7A U.L.A. 169 
(1974). | 


Purposes: 

Subsections (1) and (3) of this section 
(§ 4-2A-108(1) and (3)) apply the concept 
of unconscionability reflected in the provi- 
sions of Section 2-302 (§ 4-2-302) to 
leases. See Dillman & Assocs. v. Capitol 
Leasing Co., 110 Ill. App. 3d 335, 342, 442 
N.E.2d 311, 316 (App. Ct. 1982). Subsec- 
tion (3) (§ 4-2A-108(3)) omits the adjec- 
tive “commercial” found in subsection 
2-302(2) (§ 4-2-302(2)) because subsection 
(3) (§ 4-2A-108(3)) is concerned with all 


leases and the relevant standard of con- 
duct is determined by the context. 

The balance of the section (§ 4-2A-108) 
is modeled on the provisions of Unif. Con- 
sumer Credit Code § 5.108, 7A U.L.A. 
167-69 (1974). Thus subsection (2) (§ 4- 
2A-108(2)) recognizes that a consumer 
lease or a clause in a consumer lease may 
not itself be unconscionable but that the 
agreement would never have been entered 
into if unconscionable means had not been 
employed to induce the consumer to agree. 
To make a statement to induce the con- 
sumer to lease the goods, in the expecta- 
tion of invoking an integration clause in 
the lease to exclude the statement’s ad- 
missibility in a subsequent dispute, may 
be unconscionable. Subsection (2) (§ 4- 
2A-108(2)) also provides a consumer rem- 
edy for unconscionable conduct, such as 
using or threatening to use force or vio- 
lence, in the collection of a claim arising 
from a lease contract. These provisions 
are not exclusive. The remedies of this 
section (§ 4-2A-108) are in addition to 
remedies otherwise available for the same 
conduct under other law, for example, an 
action in tort for abusive debt collection or 
under another statute of this State for 
such conduct. The reference to appropri- 
ate relief in subsection (2) (§ 4-2A-108(2)) 
is intended to foster liberal administra- 
tion of this remedy. Sections 2A-103(4) 
and 1-106(1) (§§ 4-2A-103(4) and 4-1- 
106(1)). 
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Subsection (4) (§ 4-2A-108(4)) autho- 
rizes an award of reasonable attorney’s 
fees if the court finds unconscionability 
with respect to a consumer lease under 
subsections (1) or (2) (§ 4-2A-108(1) or 
(2)). Provision is also made for recovery by 
the party against whom the claim was 
made if the court does not find unconscio- 
nability and does find that the consumer 
knew the action to be groundless. Further, 
subsection (4) (b) (§ 4-2A-108(4) (b)) is 
independent of, and thus will not override, 
a term in the lease agreement that pro- 
vides for the payment of attorney’s fees. 


Official Comment to Section 


Uniform Statutory Source: Section 1-208 
(§ 4-1-208) and Unif. Consumer Credit 
Code § 5.109(2), 7A U.L.A. 171 (1974). 


Purposes: 

Subsection (1) (§ 4-2A-109(1)) reflects 
modest changes in style to the provisions 
of the first sentence of Section 1-208 (§ 4- 
1-208). 

Subsection (2) (§ 4-2A-109(2)), how- 
ever, reflects a significant change in the 
provisions of the second sentence of Sec- 
tion 1-208 (§ 4-1-208) by creating a new 
rule with respect to a consumer lease. A 
lease provision allowing acceleration at 
the will of the lessor or when the lessor 
deems itself insecure is of critical impor- 
tance to the lessee. In a consumer lease it 
is a provision that is not usually agreed to 
by the parties but is usually mandated by 
the lessor. Therefore, where its invocation 
depends not on specific criteria but on the 
discretion of the lessor, its use should be 
regulated to prevent abuse. Subsection (1) 
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Cross Reference: 
Sections 1-106(1), 2-302 and 2A-103(4) 
($§ 4-1-106(1), 4-2-302 and 4-2A-103(4)). 


Definitional Cross References: 

“Action”. Section 1-201(1) 
201(1)). 

“Consumer lease”. Section 2A-103(1)(e) 
(§ 4-2A-103(1)(e)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Party”. 
201(29)). 


ee 


Section 1-201(29) (§ 4-1- 


2A-109 (A.C.A. § 4-2A-109)* 


(§ 4-2A-109(1)) imposes a duty of good 
faith upon its exercise. Subsection (2) 
(§ 4-2A-109(2)) shifts the burden of estab- 
lishing good faith to the lessor in the case 
of a consumer lease, but not otherwise. 


Cross Reference: 
Section 1-208 (§ 4-1-208). 


Definitional Cross Reference: 
“Burden of establishing”. 
1-201(8) (§ 4-1-201(8)). 
“Consumer lease”. Section 2A-103(1)(e) 
(§ 4-2A-103(1)(e)) 
“Good faith”. Sections 1-201(19) and 


Section 


2-103(1)(b) (§§ 4-1-201(19) and 4-2- 
103(1)(b)). 
“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Term”. Section 1-201(42) (§ 4-1- 
201(42)). 


*The version of this section enacted by 
Arkansas differs from the uniform act. 


Official Comment to Section 2A-201 (A.C.A. § 4-2A-201) 


Uniform Statutory Source: Sections 2-201, 
9-203(1) and 9-110 (§§ 4-2-201, 4-9-203(1) 
and 4-9-110). 


Changes: This section is modeled on Sec- 
tion 2-201 (§ 4-2-201), with changes to 
reflect the differences between a lease 
contract and a contract for the sale of 


goods. In particular, subsection (1)(b) 
(§ 4-2A-201(1)(b)) adds a requirement 
that the writing “describe the goods leased 
and the lease term”, borrowing that con- 
cept, with revisions, from the provisions of 
Section 9-203(1)(a) (§ 4-9-203(1)(a)). Sub- 
section (2) (§ 4-2A-201(2)), relying on the 
statutory analogue in Section 9-110 (§ 4- 


*Professor of Law at the University of San Francisco and Reporter for the Model 


Nonprofit Corporation Act. 
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9-110), sets forth the minimum criterion 
for satisfying that requirement. 


Purposes: The changes in this section 
(§ 4-2A-201) conform the provisions of 
Section 2-201 (§ 4-2-201) to custom and 
usage in lease transactions. Section 
2-201(2) (§ 4-2-201(2)), stating a special 
rule between merchants, was not included 
in this section (§ 4-2A-201) as the number 
of such transactions involving leases, as 
opposed to sales, was thought to be mod- 
est. Subsection (4) (§ 4-2A-201(4)) creates 
no exception for transactions where pay- 
ment has been made and accepted. This 
represents a departure from the analogue, 
Section 2-201(3)(c) (§ 4-2-201(3)(c)). The 
rationale for the departure is grounded in 
the distinction between sales and leases. 
Unlike a buyer in a sales transaction, the 
lessee does not tender payment in full for 
goods delivered, but only payment of rent 
for one or more months. It was decided 
that, as a matter of policy, this act of 
payment is not a sufficient substitute for 
the required memorandum. Subsection (5) 
(§ 4-2A-201(5)) was needed to establish 
the criteria for supplying the lease term if 
it is omitted, as the lease contract may 
still be enforceable under subsection (4) 
(§ 4-2A-201(4)). 
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Cross Reference: 
Sections 2-201, 9-110 and 9-203(1)(a) 
(§§ 4-2-201, 4-9-110 and 4-9-203(1)(a)) 


Definitional Cross References: 


“Action”. Section 1-201(1) (§ 4-1- 
201(1)). 
“Agreed”. Section 1-201(3) (§ 4-1- 
201(3)). 


“Buying”. Section 2A-103(1)(a) (§ 4-2A- 
103(1)(a)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)q)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 


103(1)(p)). 
“Notice”. Section 1-201(25) (§ 4-1- 
201(25)). 
“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 


“Sale”. Section 2-106(1) (§ 4-2-106(1)). 


“Signed”. Section 1-201(39) (§ 4-1- 
201(39)). 
“Term”. Section 1-201(42) (§ 4-1- 
201(42)). 
“Writing”. Section 1-201(46) (§ 4-1- 
201(46)). 


Official Comment to Section 2A-202 (A.C.A. § 4-2A-202) 


Uniform Statutory Source: Section 2-202 
(§ 4-2-202). 


Definitional Cross References: 
“Agreement”. Section 1-201(3) (§ 4-1- 
201(3)). 
“Course of dealing.” Section 1-205 (§ 4- 
1-205). 
“Party”. 
201(29)). 


Section 1-201(29) (§ 4-1- 


“Term”. Section 1-201(42) (§ 4-1- 
201(42)). 
“Usage of trade”. Section 1-205 (§ 4-1- 
205). 
“Writing”. 
201(46)). 


Section 1-201(46) (§ 4-1- 


Official Comment to Section 2A-203 (A.C.A. § 4-2A-203) 


Uniform Statutory Source: Section 2-203 
(§ 4-2-203). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Writing”. Section 1-201(46) (§ 4-1- 
201(46)). 


Official Comment to Section 2A-204 (A.C.A. § 4-2A-204) 


Uniform Statutory Source: Section 2-204 
(§ 4-2-204). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 
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Definitional Cross References: “Remedy”. Section 1-201(34) (§ 4-1- 
“Agreement”. Section 1-201(3) (§ 4-1- 201(34)). 

201(3)). “Term”. Section 1-201(42) (§ 4-1- 
“Lease contract”. Section 2A-103(1)(1)  201(42)). 


(§ 4-2A-103(1)(1)). 
“Party”. Section 
201(29)). 


1-201(29) (§ 4-1- 


Official Comment to Section 2A-205 (A.C.A. § 4-2A-205) 


Uniform Statutory Source: Section 2-205 
(§ 4-2-205). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)()). 

“Merchant”. 
104(1)). 


Section 2-104(1) (§ 4-2- 


“Person”. Section 1-201(30) (§ 4-1- 
201(30)). 
“Reasonable time”. Section 1-204(1) and 


(2) (§ 4-1-204(1) and (2)). 


“Signed”. Section 1-201(39) (§ 4-1- 
201(39)). 
“Term”. Section 1-201(42) (§ 4-1- 
201(42)). 


“Writing”. Section 1-201(46) (§ 4-1- 
201(46)). . 


Official Comment to Section 2A-206 (A.C.A. § 4-2A-206) 


Uniform Statutory Source: Section 
2-206(1) (a) and (2) (§ 4-2-206(1) (a) and 
(2)). 


Changes: Revised to refiect leasing prac- 
tices and terminology. 


Definitional Cross References: 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Notifies”. Section 1-201(26) (§ 4-1- 
201(26)). 

“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 


Official Comment to Section 2A-207 (A.C.A. § 4-2A-207) 


Uniform Statutory Source: Sections 2-208 
and 1-205(4) (§§ 4-2-208 and 4-1-205(4)). 


Changes: Revised to reflect leasing prac- 
tices and terminology, except that subsec- 
tion (2) (§ 4-2A-207(2)) was further re- 
vised to make the subsection parallel the 
provisions of Section 1-205(4) (§ 4-1- 
205(4)) by adding that course of dealing 
controls usage of trade. 


Purposes: The section (§ 4-2A-207) should 
be read in conjunction with Section 2A- 
208 (§ 4-2A-208). In particular, although 
a specific term may control over course of 
performance as a matter of lease construc- 
tion under subsection (2) (§ 4-2A-207(2)), 
subsection (3) (§ 4-2A-207(3)) allows the 
same course of dealing to show a waiver or 
modification, if Section 2A-208 (§ 4-2A- 
208) is satisfied. 


Cross References: 
Sections 1-205(4), 2-208 and 2A-208 
(§§ 4-1-205(4), 4-2-208 and 4-2A-208). 


Definitional Cross References: 

“Course of dealing”. Section 1-205 (§ 4- 
1-205). 

“Knowledge”. Section 1-201(25) (§ 4-1- 
201(25)). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)()). 


2A- 


“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Term”. Section 1-201(42) (§ 4-1- 
201(42)). 


“Usage of trade”. Section 1-205 (§ 4-1- 
205). 
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Official Comment to Section 2A-208 (A.C.A. § 4-2A-208) 


Uniform Statutory Source: Section 2-209 
(§ 4-2-209). 


Changes: Revised to reflect leasing prac- 
tices and terminology, except that the pro- 
visions of subsection 2-209(3) (§ 4-2- 
209(3)) were omitted. 


Purposes: Section 2-209(3) (§ 4-2-209(3)) 
provides that “the requirements of the 
statute of frauds section of this Article 
(§ Section 2-201) (§ 4-2-201) must be sat- 
isfied if the contract as modified is within 
its provisions.” This provision was not 
incorporated as it is unfair to allow an oral 
modification to make the entire lease con- 
tract unenforceable, e.g., if the modifica- 
tion takes it a few dollars over the dollar 
limit. At the same time, the problem could 
not be solved by providing that the lease 
contract would still be enforceable in its 
premodification state (if it then satisfied 
the statute of frauds) since in some cases 
that might be worse than no enforcement 
at all. Resolution of the issue is left to the 
courts based on the facts of each case. 


Cross References: 
Sections 2-201 and 2-209 (§§ 4-2-201 
and 4-2-209). 


Definitional Cross References: 

“Agreement”. Section 1-201(3) (§ 4-1- 
201(3)). 

“Between merchants”. Section 2-104(3) 
(§ 4-2-104(3)). 

“Lease agreement”. Section 2A- 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)d)). 

“Merchant”. Section 2-104(1) (§ 4-2- 
104(1)). 

“Notification”. Section 1-201(26) (§ 4-1- 
201(26)). 


“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Signed”. Section 1-201(39) (§ 4-1- 
201(39)). 
“Term”. Section 1-201(42) (§ 4-1- 
201(42)). 
“Writing”. Section 1-201(46) (§ 4-1- 
201(46)). 


Official Comment to Section 2A-209 (A.C.A. § 4-2A-209) 


Uniform Statutory Source: None. 


Changes: This section (§ 4-2A-209) is 
modeled on Section 9-318 (§ 4-9-318), the 
Restatement (Second) of Contracts 
§§ 302-315 (1981), and leasing practices. 
See Earman Oil Co. v. Burroughs Corp., 
625 F.2d 1291, 1296-97 (5th Cir. 1980). 


Purposes: 

1. The function performed by the lessor 
in a finance lease is extremely limited. 
Section 2A-103(1)(g) (§ 4-2A-103(1)(g)). 
The lessee looks to the supplier of the 
goods for warranties and the like or, in 
some cases as to warranties, to the man- 
ufacturer if a warranty made by that 
person is passed on. That expectation is 
reflected in subsection (1) (§ 4-2A-209(1)), 
which is self-executing. As a matter of 
policy, the operation of this provision (§ 4- 
2A-209(1)) may not be excluded, modified 
or limited; however, an exclusion, modifi- 
cation, or limitation of any term of the 
supply contract or warranty, including 
any with respect to rights and remedies, 
and any defense or claim such as a statute 
of limitations, effective against the lessor 


as the acquiring party under the supply 
contract, is also effective against the les- 
see as the beneficiary designated under 
this provision (§ 4-2A-209(1)). For exam- 
ple, the supplier is not precluded from 
excluding or modifying an express or im- 
plied warranty under a supply contract. 
Sections 2-312(2) and 2-316, or Section 
2A-214 (§§ 4-2-312(2) and 4-2-316, or § 4- 
2A-214). Further, the supplier is not pre- 
cluded from limiting the rights and reme- 
dies of the lessor and from liquidating 
damages. Sections 2-718 and 2-719 or Sec- 
tions 2A-503 and 2A-504 (§§ 4-2-718 and 
4-2-719 or §§ 4-2A-503 and 4-2A-504). If 
the supply contract excludes or modifies 
warranties, limits remedies, or liquidates 
damages with respect to the lessor, such 
provisions are enforceable against the les- 
see as beneficiary. Thus, only selective 
discrimination against the beneficiaries 
designated under this section (§ 4-2A- 
209) is precluded, i.e., exclusion of the 
supplier’s liability to the lessee with re- 
spect to warranties made to the lessor. 
This section (§ 4-2A-209) does not affect 
the development of other law with respect 
to products liability. 
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2. Enforcement of this benefit is by ac- 
tion. Sections 2A-103(4) and 1-106(2) 
(§§ 4-2A-103(4) and 4-1-106(2)). 

3. The benefit extended by these provi- 
sions is not without a price, as this Article 
(§ 4-2A-101 et seq.) also provides in the 
case of a finance lease that is not a con- 
sumer lease that the lessee’s promises to 
the lessor under the lease contract become 
irrevocable and independent upon the les- 
see’s acceptance of the goods. Section 2A- 
407 (§ 4-2A-407). 

4, Subsection (2) (§ 4-2A-209(2)) limits 
the effect of subsection (1) (§ 4-2A-209(1)) 
on the supplier and the lessor by preserv- 
ing, notwithstanding the transfer of the 
benefits of the supply contract to the les- 
see, all of the supplier’s and the lessor’s 
rights and obligations with respect to each 
other and others; it further absolves the 
lessee of any duties with respect to the 
supply contract that might have been in- 
ferred from the extension of the benefits 
thereof. 

5. Subsections (2) and (3) (§ 4-2A- 
209(2) and (3)) also deal with difficult 
issues related to modification or rescission 
of the supply contract. Subsection (2) (§ 4- 
2A-209(2)) states a rule that determines 
the impact of the statutory extension of 
benefit contained in subsection (1) (§ 4- 
2A-209(1)) upon the relationship of the 
parties to the supply contract and, in a 
limited respect, upon the lessee. This stat- 
utory extension of benefit, like that con- 
tained in Sections 2A-216 and 2-318 
(§§ 4-2A-216 and 4-2-318), is not a modi- 
fication of the supply contract by the par- 
ties. Thus, subsection (3) (§ 4-2A-209(3)) 
states the rules that apply to a modifica- 
tion or rescission of the supply contract by 
the parties. Subsection (3) (§ 4-2A-209(3)) 
provides that a modification or rescission 
is not effective between the supplier and 
the lessee if, before the modification or 
rescission occurs, the supplier received 
notice that the lessee has entered into the 
finance lease. On the other hand, if the 
modification or rescission is effective, then 
to the extent of the modification or rescis- 
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sion of the benefit or warranty, the lessor 
by statutory dictate assumes an obliga- 
tion to provide to the lessee that which the 
lessee would otherwise lose. For example, 
assume a reduction in an express war- 
ranty from four years to one year. No 
prejudice to the lessee may occur if the 
goods perform as agreed. If, however, 
there is a breach of the express warranty 
after one year and before four years pass, 
the lessor is liable. A remedy for any 
prejudice to the lessee because of the 
bifurcation of the lessee’s recourse result- 
ing from the action of the supplier and the 
lessor is left to resolution by the courts 
based on the facts of each case. 

6. Subsection (4) (§ 4-2A-209(4)) 
makes it clear that the rights granted to 
the lessee by this section do not displace 
any rights the lessee otherwise may have 
against the supplier. 


Cross References: 

Sections 2A-103 (1)(g), 2A-407 and 
9-318 (§§ 4-2A-103(1)(g), 4-2A-407 and 
4-9-318). 


Definitional Cross References: 

“Action”. Section 1-201(1) 
201(1)). 

“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 

“Leasehold interest”. Section 
103(1)(m) (§ 4-2A-103(1)(m)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Notice”. 
201(25)). 

“Party”. 
201(29)). 

“Rights”. 
201(36)). 

“Supplier”. Section 2A-103(1) (x) (§ 4- 
2A-103(1)(x)). 

“Supply contract”. Section 2A-103(1)(y) 
(§ 4-2A-103(1)(y)). 

“Term”. Section 
201(42)). 


Ste. 


2A- 


Section 1-201(25) (§ 4-1- 


Section 1-201(29) (§ 4-1- 


Section 1-201(36) (§ 4-1- 


1-201(42) (§ 4-1- 


Official Comment to Section 2A-210 (A.C.A. § 4-2A-210) 


Uniform Statutory Source: Section 2-313 
(§ 4-2-313). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Purposes: 

All of the express and implied warran- 
ties of the Article on Sales (Article 2) 
(§ 4-2-101 et seq.) are included in this 
Article (§ 4-2A-101 et seq.), revised to 
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reflect the differences between a sale of 
goods and a lease of goods. Sections 2A- 
210 through 2A-216 (§§ 4-2A-210 — 4-2A- 
216). The lease of goods is sufficiently 
similar to the sale of goods to justify this 
decision. Hawkland, The Impact of the 
Uniform Commercial Code on Equipment 
Leasing, 1972 Ill. L.F. 446, 459-60. Many 
state and federal courts have reached the 
same conclusion. 

Value of the goods, as used in subsection 
(2) (§ 4-2A-210(2)), includes rental value. 


Cross References: 
Article 2, esp. Section 2-313, and Sec- 


tions 2A-210 through 2A-216 (§ 4-2-101 
et seq., esp. § 4-2-3138, and §§ 4-2A-210 
— 4-2A-216). 


Definitional Cross References: 

“Conforming”. Section 2A-103(1)(d) 
(§ 4-2A-103(1)(d)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Value”. 
201(44)). 


Section 1-201(44) (§ 4-1- 


Official Comment to Section 2A-211 (A.C.A. § 4-2A-211) 


Uniform Statutory Source: Section 2-312 
(§ 4-2-312). 


Changes: This section is modeled on the 
provisions of Section 2-312 (§ 4-2-312), 
with modifications to reflect the limited 
interest transferred by a lease contract 
and the total interest transferred by a 
sale. Section 2-312(2) (§ 4-2-312(2)), 
which is omitted here, is incorporated in 
Section 2A-214 (§ 4-2A-214). The war- 
ranty of quiet possession was abolished 
with respect to sales of goods. Section 
2-312 (?) official comment 1. Section 2A- 
211(1) (§ 4-2A-211(1)) reinstates the war- 
ranty of quiet possession with respect to 
leases. Inherent in the nature of the lim- 
ited interest transferred by the lease — 
the right to possession and use of the 
goods — is the need of the lessee for 
protection greater than that afforded to 
the buyer. Since the scope of the protec- 
tion is limited to claims or interests that 
arose from acts or omissions of the lessor, 
the lessor will be in position to evaluate 
the potential cost, certainly a far better 
position than that enjoyed by the lessee. 
Further, to the extent the market will 
allow, the lessor can attempt to pass on 
the anticipated additional cost to the les- 
see in the guise of higher rent. 

Purposes: General language was chosen 
for subsection (1) (§ 4-2A-211(1)) that ex- 
presses the essence of the lessee’s expec- 
tation: with an exception for infringement 
and the like, no person holding a claim or 
interest that arose from an act or omission 
of the lessor will be able to interfere with 
the lessee’s use and enjoyment of the 


goods for the lease term. Subsection (2) 
(§ 4-2A-211(2)), like other similar provi- 
sions in later sections, excludes the fi- 
nance lessor from extending this war- 
ranty; with few exceptions (Sections 2A- 
210 and 2A-211(1)) (§§ 4-2A-210 and 
4-2A-211(1)), the lessee under a finance 
lease is to look to the supplier for warran- 
ties and the like or, in some cases as to 
warranties, to the manufacturer if a war- 
ranty made by that person is passed on. 
Subsections (2) and (3) (§ 4-2A-211(2) and 
(3)) are derived from Section 2-312(3) 
(§ 4-2-312(3)). These subsections, (§ 4- 
2A-211(2) and (3)), as well as the ana- 
logues, should be construed so that appli- 
cable principles of law and _ equity 
supplement their provisions. Sections 2A- 
103(4) and 1-103 (§§ 4-2A-103(4) and 4-1- 
103). 


Cross References: 

Sections 2-312, 2-312(1), 2-312(2), 2-312 
official comment 1, 2A-210, 2A-211(1) and 
2A-214 (§§ 4-2-3812, 4-2-312(1), 4-2- 
312(2), 4-2-312 official comment 1, 4-2A- 
210, 4-2A-211(1), and 4-2A-214). 


Definitional Cross References: 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)()). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 
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“Leasehold interest”. Section 2A- “Merchant”. Section 2-104(1) (§ 4-2- 
103(1)(m) (§ 4-2A-103(1)(m)). 104(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- “Person”. Section 1-201(30) (§ 4-1- 
103(1)(n)). 201(30)). 


“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 


“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 


Official Comment to Section 2A-212 (A.C.A. § 4-2A-212) 


Uniform Statutory Source: Section 2-314 
(§ 4-2-314). 


Changes: Revised to reflect leasing prac- 
tices and terminology. E.g., Glenn Dick 
Equip. Co. v. Galey Constr. Inc., 97 Idaho 
216, 225, 541 P.2d 1184, 1193 (1975) Gm- 
plied warranty of merchantability (Article 
2) (§ 4-2-101 et seq.) extends to lease 
transactions). 


Definitional Cross References: 

“Conforming”. Section 2A-103(1)(d) 
(§ 4-2A-103(1)(d)). 

“Course of dealing”. Section 1-205 (§ 4- 
1-205). 

“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 


“Fungible”. Section 1-201(17) (§ 4-1- 
201(17)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(])). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Merchant”. 
104(1)). 

“Usage of trade”. Section 1-205 (§ 4-1- 
205). 


2A- 


Section 2-104(1) (§ 4-2- 


Official Comment to Section 2A-213 (A.C.A. § 4-2A-213) 


Uniform Statutory Source: Section 2-315 
(§ 4-2-315). 


Changes: Revised to reflect leasing prac- 
tices and terminology. E.g., All-States 
Leasing Co. v. Bass, 96 Idaho 873, 879, 
538 P.2d 1177, 1183 (1975) Gmplied war- 
ranty of fitness for a particular purpose 
(Article 2) (§ 4-2-101 et seq.) extends to 
lease transactions). 


Definitional Cross References: 
“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 


“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)th)). 

“Knows”. 
201(25)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 


Section 1-201(25) (§ 4-1- 


Official Comment to Section 2A-214 (A.C.A. § 4-2A-214) 


Uniform Statutory Source: Sections 2-316 
and 2-312(2) (§§ 4-2-316 and 4-2-312(2)). 


Changes: Subsection (2) (§ 4-2A-214(2)) 
requires that a disclaimer of the warranty 
of merchantability be conspicuous and in 
writing as is the case for a disclaimer of 
the warranty of fitness; this is contrary to 
the rule stated in Section 2-316(2) (§ 4-2- 
316(2)) with respect to the disclaimer of 
the warranty of merchantability. This sec- 
tion also provides that to exclude or mod- 


ify the implied warranty of merchantabil- 
ity, fitness or against interference or 
infringement the language must be in 
writing and conspicuous. There are, how- 
ever, exceptions to the rule. E.g., course of 
dealing, course of performance, or usage of 
trade may exclude or modify an implied 
warranty. Section 2A-214(3)(c) (§ 4-2A- 
214(3)(c)). The analogue of Section 
2-312(2) (§ 4-2-312(2)) has been moved to 
subsection (4) (§ 4-2A-214(4)) of this sec- 
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tion for a more unified treatment of dis- 
claimers; there is no policy with respect to 
leases of goods that would justify continu- 
ing certain distinctions found in the Arti- 
cle on Sales (Article 2) (§ 4-2-101 et seq.) 
regarding the treatment of the disclaimer 
of various warranties. Compare Sections 
2-312(2) and 2-316(2) (§§ 4-2-312(2) and 
4-2-316(2)). Finally, the example of a dis- 
claimer of the implied warranty of fitness 
stated in subsection (2) (§ 4-2A-214(2)) 
differs from the analogue stated in Section 
2-316(2) (§ 4-2-316(2)); this example 
should promote a better understanding of 
the effect of the disclaimer. 


Purposes: These changes were made to 
reflect leasing practices. E.g., FMC Fi- 
nance Corp. v. Murphree, 632 F.2d 413, 
418 (5th Cir. 1980) (disclaimer of implied 
warranty under lease transactions must 
be conspicuous and in writing). The omis- 
sion of the provisions of Section 2-316(4) 
(§ 4-2-316(4)) was not substantive. Sec- 
tions 2A-503 and 2A-504 (§§ 4-2A-503 
and 4-2A-504). 


Cross Reference: 
Article 2, esp. Sections 2-312(2) and 
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2-316, and Sections 2A-503 and 2A-504 
(§ 4-2-101 et seq., esp. §§ 4-2-312(2) and 
4-2-316, and §§ 4-2A-503 and 4-2A-504). 


Definitional Cross References: 

“Conspicuous”. Section 1-201(10) (§ 4- 
1-201(10)). 

“Course of dealing”. Section 1-205 (§ 4- 
1-205). 

“Fault”. Section 2A-103(1)(f) (§ 4-2A- 
103(1)(f)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Knows”. 
201(25)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)(j)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)())). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Person”. 
201(30)). 

“Usage of trade”. Section 1-205 (§ 4-1- 
205). 

“Writing”. Section 1-201(46) (§ 4-1- 
201(46)). 


Section 1-201(25) (§ 4-1- 


Section 1-201(30) (§ 4-1- 


Official Comment to Section 2A-215 (A.C.A. § 4-2A-215) 


Uniform Statutory Source: Section 2-317 
(§ 4-2-317). 


Official Comment to Section 


Uniform Statutory Source: Section 2-318 
(§ 4-2-318). 


Changes: The provisions of Section 2-318 
(§ 4-2-318) have been included in this 
section, modified in two respects: first, to 
reflect leasing practice, including the spe- 
cial practices of the lessor under a finance 
lease; second, to reflect and thus codify 
elements of the official comment to Sec- 
tion 2-318 (§ 4-2-318) with respect to the 
effect of disclaimers and limitations of 
remedies against third parties. 


Purposes: 

Alternative A is based on the 1962 ver- 
sion of Section 2-318 (§ 4-2-318) and is 
least favorable to the injured person as 
the doctrine of privity imposed by other 
law is abrogated to only a limited extent. 
Alternatives B and C are based on later 


Definitional Cross Reference: 
“Party”. Section 1-201(29) 
201(29)). 


(Siecle 


2A-216 (A.C.A. § 4-2A-216)* 


additions to Section 2-318 (§ 4-2-318) and 
are more favorable to the injured person. 
In determining which alternative to se- 
lect, the state legislature should consider 
making its choice parallel to the choice it 
made with respect to Section 2-318 (§ 4- 
2-318), as interpreted by the courts. 

The last sentence of each of Alternatives 
A, B and C does not preclude the lessor 
from excluding or modifying an express or 
implied warranty under a lease. Section 
2A-214 (§ 4-2A-214). Further, that sen- 
tence does not preclude the lessor from 
limiting the rights and remedies of the 
lessee and from liquidating damages. Sec- 
tions 2A-503 and 2A-504 (§§ 4-2A-503 
and 4-2A-504). If the lease excludes or 
modifies warranties, limits remedies for 
breach, or liquidates damages with re- 
spect to the lessee, such provisions are- 


COMMENTARIES 


enforceable against the beneficiaries des- 
ignated under this section. However, this 
last sentence forbids selective discrimina- 
tion against the beneficiaries designated 
under this section, i.e., exclusion of the 
lessor’s liability to the beneficiaries with 
respect to warranties made by the lessor 
to the lessee. 

Other law, including the Article on 
Sales (Article 2) (§ 4-2-101 et seq.), may 
apply in determining the extent to which a 
warranty to or for the benefit of the lessor 
extends to the lessee and third parties. 
This is in part a function of whether the 
lessor has bought or leased the goods. 

This Article (§ 4-2A-101 et seq.) does 
not purport to change the development of 
the relationship of the common law, with 
respect to products liability, including 
strict liability in tort (as restated in Re- 
statement (Second) of Torts, 402A (1965)), 
to the provisions of this Act (5 4-1-101 et 
seq.). Compare Cline v. Prowier Indus. of 
Maryland, 418 A.2d 968 (Del. 1980) and 
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Hawkins Constr. Co. v. Matthews Co., 190 
Neb. 546, 209 N.W.2d 643 (1973) with 
Dippel v. Sciano, 37 Wis. 2d 443, 155 
N.W.2d 55 (1967). 


Cross References: 

Article 2, esp. Section 2-318, and Sec- 
tions 2A-214, 2A-503 and 2A-504 (§ 4-2- 
101 et seq., esp. § 4-2-318, and §§ 4-2A- 
214, 4-2A-503 and 4-2A-504). 


Definitional Cross References: 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Person”. 
201(30)). 

“Remedy”. 
201(34)). 

“Rights”. 
201(36)). 


Section 1-201(30) (§ 4-1- 
Section 1-201(34) (§ 4-1- 
Section 1-201(36) (§ 4-1- 


* Arkansas has enacted Alternative C. 


Official Comment to Section 2A-217 (A.C.A. § 4-2A-217) 


Uniform Statutory Source: Section 2-501 
(5 4-2-501). 


Changes: This section (§ 4-2A-217), to- 
gether with Section 2A-218 (§ 4-2A-218), 
is derived from the provisions of Section 
2-501 (§ 4-2-501), with changes to reflect 
lease terminology; however, this section 
(§ 4-2A-217) omits as irrelevant to leas- 
ing practice the treatment of special prop- 
erty. 


Purposes: With respect to subsection (b) 
(§ 4-2A-217(b)) there is a certain amount 
of ambiguity in the reference to when 
goods are designated, e.g., when the lessor 
is both selling and leasing goods to the 
same lessee/buyer and has marked goods 
for delivery but has not distinguished be- 
tween those related to the lease contract 
and those related to the sales contract. As 


Official Comment to Section 


Uniform Statutory Source: Section 2-501 
(§ 4-2-501). 


Changes: This section (§ 4-2A-218), to- 
gether with Section 2A-217 (§ 4-2A-217), 
is derived from the provisions of Section 
2-501 (§ 4-2-501), with changes and addi- 


in Section 2-501(1)(b) (§ 4-2-501(1)(b)), 
this issue has been left to be resolved by 
the courts, case by case. 


Cross References: 
Sections 2-501 and 2A-218 (8§ 4-2-501 
and 4-2A-218). 


Definitional Cross References: 

“Agreement”. Section 1-201(3) (§ 4-1- 
201(3)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)qG) (§ 4-2A- 
103(1)Q)). 

“Lease contract”. Section 2A-103(1)() 
(§ 4-2A-103(1)(1)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Party”. 
201(29)). 


Section 1-201(29) (§ 4-1- 


2A-218 (A.C.A. § 4-2A-218)* 


tions to reflect leasing practices and ter- 
minology. 


Purposes: Subsection (2) (§ 4-2A-218(2)) 
states a rule allowing substitution of 
goods by the lessor under certain circum- 
stances, until default or insolvency of the 
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lessor, or until notification to the lessee 
that identification is final. Subsection (3) 
(§ 4-2A-218(3)) states a rule regarding 
the lessor’s insurable interest that, by 
virtue of the difference between a sale and 
a lease, necessarily is different from the 
rule stated in Section 2-501(2) (§ 4-2- 
501(2)) regarding the seller’s insurable 
interest. For this purpose the option to 
buy shall be deemed to have been exer- 
cised by the lessee when the resulting sale 
is closed, not when the lessee gives notice 
to the lessor. Further, subsection (5) (§ 4- 
2A-218(5)) is new and reflects the common 
practice of shifting the responsibility and 
cost of insuring the goods between the 
parties to the lease transaction. 


Cross References: 
Sections 2-501, 2-501(2) and 2A-217 
($$ 4-2-501, 4-2-501(2) and 4-2A-217). 


Definitional Cross References: 
“Agreement”. Section 1-201(3) (§ 4-1- 
201(3)). 
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“Buying”. Section 2A-103(1)(a) (§ 4-2A- 
103(1)(a)). 

“Conforming”. 
(§ 4-2A-103(1)(d)). 

“Goods”. Section 2A-103(1) (h) (§ 4-2A- 
103(1) (h)). 

“Insolvent”. Section 1-201(23) (§ 4-1- 
201(23)). 

“Lease contract”. Section 2A-103(1)() 
(§ 4-2A-103(1)()). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Notification”. Section 1-201(26) (§ 4-1- 
201(26)). 

“Party”. 
201(29)). 


Section 2A-103(1)(d) 


Section 1-201(29) (§ 4-1- 


*The version of this section enacted by 
Arkansas differs from the uniform act. 





Official Comment to Section 2A-219 (A.C.A. § 4-2A-219) 


Uniform Statutory Source: Section 
2-509(1) through (3) (§ 4-2-509(1) — (3)). 


Changes: Subsection (1) (§ 4-2A-219(1)) is 
new. The introduction to subsection (2) 
(§ 4-2A-219(2)) is new, but subparagraph 
(a) (§ 4-2A-219(2)(a)) incorporates the 
provisions of Section 2-509(1) (§ 4-2- 
509(1)); subparagraph (b) (§ 4-2A- 
219(2)(b)) incorporates the provisions of 
Section 2-509(2) (§ 4-2-509(2)) only in 
part, reflecting current practice in lease 
transactions. 


Purposes: Subsection (1) (§ 4-2A-219(1)) 
states rules related to retention or pas- 
sage of risk of loss consistent with current 
practice in lease transactions. The provi- 
sions of subsection (4) of Section 2-509 
(§ 4-2-509(4)) are not incorporated as 
they are not necessary. This section (§ 4- 
2A-219) does not deal with responsibility 
for loss caused by the wrongful act of 
either the lessor or the lessee. 


Cross References: 
Sections 2-509(1), 2-509(2) and 2-509(4) 


($§ 4-2-509(1), 4-2-509(2) and 4-2-509(4)). 


Definitional Cross References: 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease contract”. Section 2A-103(1)()) 
(§ 4-2A-103(1)()). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Merchant”. 
104(1)). 

“Receipt”. Section 2-103(1)(c) (§ 4-2- 
103(1)(c)). 

“Rights”. 
201(36)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 


Section 2-104(1) (§ 4-2- 


Section 1-201(36) (§ 4-1- 


Official Comment to Section 2A-220 (A.C.A. § 4-2A-220) 


Uniform Statutory Source: Section 2-510 
(§ 4-2-510). 


Changes: Revised to reflect leasing prac- 
tices and terminology. The rule in Section 


COMMENTARIES 


(1)(b) (§ 4-2A-220(1)(b)) does not allow 
the lessee under a finance lease to treat 
the risk of loss as having remained with 
the supplier from the beginning. This is 
appropriate given the limited circum- 
stances under which the lessee under a 
finance lease is allowed to revoke accep- 
tance. Section 2A-517 (§ 4-2A-517) and 
Section 2A-516 (§ 4-2A-516) official com- 
ment. 


Definitional Cross References: 

“Conforming”. Section 2A-103(1)(d) 
(§ 4-2A-103(1)(d)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 
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“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 

“Rights”. Section 1-201(36) 
201(36)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 


(Seda le 


Official Comment to Section 2A-221 (A.C.A. § 4-2A-221) 


Uniform Statutory Source: Section 2-613 
(§ 4-2-613). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Purposes: Due to the vagaries of determin- 
ing the amount of due allowance (Section 
2-613 (b)) (§ 4-2-613 (b)), no attempt was 
made in subsection (b) (§ 4-2A-221(b)) to 
treat a problem unique to lease contracts 
and installment sales contracts: deter- 
mining how to recapture the allowance, 
e.g., application to the first or last rent 
payments or allocation, pro rata, to all 
rent payments. 


Cross References: 
Section 2-613 (§ 4-2-613). 


Definitional Cross References: 
“Conforming”. Section 2A-103(1)(d) 
(§ 4-2A-103(1)(d)). 
“Consumer lease”. Section 2A-103(1)(e) 
(§ 4-2A-103(1)(e)). 


“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Fault”. Section 2A-103(1)(f) (§ 4-2A- 
103(1)(f)). 

“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)G)). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Rights”. 
201(36)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 


2A- 


Section 1-201(36) (§ 4-1- 


Official Comment to Section 2A-301 (A.C.A. § 4-2A-301) 


Uniform Statutory Source: Section 9-201 
(§ 4-9-201). 


Changes: The first sentence of Section 
9-201 (§ 4-9-201) was incorporated, mod- 
ified to reflect leasing terminology. The 
second sentence of Section 9-201 (§ 4-9- 
201) was eliminated as not relevant to 
leasing practices. 


Purposes: 
1. This section (§ 4-2A-301) estab- 


lishes a general rule regarding the valid- 
ity and enforceability of a lease contract. 
The lease contract is effective and enforce- 
able between the parties and against third 
parties. Exceptions to this general rule 
arise where there is a specific rule to the 
contrary in this Article (§ 4-2A-101 et 
seq.). Enforceability is, thus, dependent 
upon the lease contract meeting the re- 
quirements of the Statute of Frauds pro- 
visions of Section 2A-201 (§ 4-2A-201). 
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Enforceability is also a function of the 
lease contract conforming to the principles 
of construction and interpretation con- 
tained in the Article on General Provi- 
sions (Article 1) (§ 4-1-101 et seq.). Sec- 
tion 2A-103(4) (§ 4-2A-103(4)). 

2. The effectiveness or enforceability of 
the lease contract is not dependent upon 
the lease contract or any financing state- 
ment or the like being filed or recorded; 
however, the priority of the interest of a 
lessor of fixtures with respect to the inter- 
ests of certain third parties in such fix- 
tures is subject to the provisions of The 
Article on Secured Transactions (Article 
9)(§ 4-9-101 et seq.). Section 2A-309 (§ 4- 
2A-309). Prior to the adoption of this Ar- 
ticle (§ 4-2A-101 et seq.) filing or record- 
ing was not required with respect to 
leases, only leases intended as security. 
The definition of security interest, as 
amended concurrently with the adoption 
of this Article (§ 4-2A-101 et seq.), more 
clearly delineates leases and leases in- 
tended as security and thus signals the 
need to file. Section 1-207(37) (§ 4-1- 
207(37)). Those lessors who are concerned 
about whether the transaction creates a 
lease or a security interest will continue to 
file a protective financing statement. Sec- 
tion 9-408 (§ 4-9-408). Coogan, Leasing 
and the Uniform Commercial Code, in 
Equipment Leasing-Leveraged Leasing 
681, 744-46 (2d ed. 1980). 

3. Hypothetical: 

(a) In construing this section (§ 4-2A- 
301) it is important to recognize its rela- 
tionship to other sections in this Article 
(§ 4-2A-101 et seq.). This is best demon- 
strated by reference to a hypothetical. 
Assume that on February 1 A, a manufac- 
turer of combines and other farm equip- 
ment, leased a fleet of six combines to B, a 
corporation engaged in the business of 
farming, for a 12 month term. Under the 
lease agreement between A and B, A 
agreed to defer B’s payment of the first 
two months’ rent to April 1. On March 1 B 
recognized that it would need only four 
combines and thus subleased two com- 
bines to C for an 11 month term. 

(b) This hypothetical raises a number 
of issues that are answered by the sections 
contained in this part (§ 4-2A-301 et seq.). 
Since lease is defined to include sublease 
(Section 2A-103(1)(j) and (w)) (§ 4-2A- 
103(1)G) and (w)), this section provides 
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that the prime lease between A and B and 
the sublease between B and C are enforce- 
able in accordance with their terms, ex- 
cept as otherwise provided in this Article 
(§ 4-2A-101 et seq.); that exception, in 
this case, is one of considerable scope. 

(c) The separation of ownership, which 
is in A, and possession, which is in B with 
respect to four combines and which is in C 
with respect to two combines, is not rele- 
vant. Section 2A-302 (§ 4-2A-302). A’s in- 
terest in the six combines cannot be chal- 
lenged simply because A parted with 
possession to B, who in turn parted with 
possession of some of the combines to C. 
Yet it is important to note that by the 
terms of Section 2A-302 (§ 4-2A-302) this 
conclusion is subject to change if other- 
wise provided in this Article (§ 4-2A-101 
et seq.). 

(d) B’s entering the sublease with C 
raises an issue that is treated by this part 
(§ 4-2A-301 et seq.). In a dispute over the 
leased combines A may challenge B’s right 
to sublease. The rule is permissive as to 
transfers of interests under a lease con- 
tract, including subleases. Section 2A- 
303(2) (§ 4-2A-303(2)). However, the rule 
has two significant qualifications. If the 
prime lease contract between A and B 
prohibits B from subleasing the combines, 
or makes such a sublease an event of 
default, Section 2A-303(2) (§ 4-2A-303(2)) 
applies; thus, while B’s interest under the 
prime lease may be transferred under the 
sublease to C, A may have a remedy pur- 
suant to Section 2A-303(5) (§ 4-2A- 
303(5)). Absent a prohibition or default 
provision in the prime lease contract A 
might be able to argue that the sublease to 
C materially increases A’s risk; thus, while 
B’s interest under the prime lease may be 
transferred under the sublease to C, A 
may have a remedy pursuant to Section 
2A-303(5) (§ 4-2A-303(5)). Section 2A- 
303(5)(b)Gi) (§ 4-2A-303(5)(b)Gi)). 

(e) Resolution of this issue is also a 
function of the section dealing with the 
sublease of goods by a prime lessee (Sec- 
tion 2A-305) (§ 4-2A-305). Subsection (1) 
of Section 2A-305 (§ 4-2A-305(1)), which 
is subject to the rules of Section 2A-303 
(§ 4-2A-303) stated above, provides that 
C takes subject to the interest of A under 
the prime lease between A and B. How- 
ever, there are two exceptions. First, if B 
is a merchant (Sections 2A-103(3) and 
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2-104(1)) (§§ 4-2A-103(3) and 4-2-104(1)) 
dealing in goods of that kind and C is a 
sublessee in the ordinary course of busi- 
ness (Sections 2A-103(1)(o) and 2A-103(1) 
(n)) (§§ 4-2A-103(1)(0) and 4-2A- 
103(1)(n)), C takes free of the prime lease 
between A and B. Second, if B has rejected 
the six combines under the prime lease 
with A, and B disposes of the goods by 
sublease to C, C takes free of the prime 
lease if C can establish good faith. Section 
2A-511(4) (§ 4-2A-511(4)). 

(f) If the facts of this hypothetical are 
expanded and we assume that the prime 
lease obligated B to maintain the com- 
bines, an additional issue may be pre- 
sented. Prior to entering the sublease, B, 
in satisfaction of its maintenance cove- 
nant, brought the two combines that it 
desired to sublease to a local independent 
dealer of A’s. The dealer did the requested 
work for B. C inspected the combines on 
the dealer’s lot after the work was com- 
pleted. C signed the sublease with B two 
days later. C, however, was prevented 
from taking deliver of the two combines as 
B refused to pay the dealer’s invoice for 
the repairs. The dealer furnished the re- 
pair service to B in the ordinary course of 
the dealer’s business. If under applicable 
law the dealer has a lien on repaired goods 
in the dealer’s possession, the dealer’s lien 
will take priority over B’s and C’s interest, 
and also should take priority over A’s 
interest, depending upon the terms of the 
lease contract and the applicable law. Sec- 
tion 2A-306 (§ 4-2A-306). 

(g) Now assume that C is in financial 
straits and one of C’s creditors obtains a 
judgment against C. If the creditor levies 
on C’s subleasehold interest in the two 
combines, who will prevail? Unless the 
levying creditor also holds a lien covered 
by Section 2A-306 (§ 4-2A-306), discussed 
above, the judgment creditor will take its 
interest subject to B’s rights under the 
sublease and A’s rights under the prime 
lease. Section 2A-307(1) (§ 4-2A-307(1)). 
The hypothetical becomes more compli- 
cated if we assume that B is in financial 
straits and B’s creditor holds the judg- 
ment. Here the judgment creditor takes 
subject-to the sublease unless the lien 
attached to the two combines before the 
sublease contract became enforceable. 
Section 2A-307(2)(a) (§ 4-2A-307(2)(a)). 
However, B’s judgment creditor cannot 
prime A’s interest in the goods because, 
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with respect to A, the judgment creditor is 
a creditor of B in its capacity as lessee 
under the prime lease between A and B. 
Thus, here the judgment creditor’s inter- 
est is subject to the lease between A and B. 
Section 2A-307(1) (§ 4-2A-307(1)). 

(h) Finally, assume that on April 1 B is 
unable to pay A the deferred rent then due 
under the prime lease, but that C is cur- 
rent in its payments under the sublease 
from B. What effect will B’s default under 
the prime lease between A and B have on 
C’s rights under the sublease between B 
and C? Section 2A-301 (§ 4-2A-301) pro- 
vides that a lease contract is effective 
against the creditors of either party. Since 
a lease contract includes a sublease con- 
tract (Section 2A-103(1)()) (§ 4-2A- 
103(1)(1)), the sublease contract between 
B and C arguably could be enforceable 
against A, a prime lessor who has ex- 
tended unsecured credit to B, the prime 
lessee/sublessor, if the sublease contract 
meets the requirements of Section 2A-201 
(§ 4-2A-201). However, the rule stated in 
Section 2A-301 (§ 4-2A-301) is subject to 
other provisions in this Article (§ 4-2A- 
101 et seq.). Under Section 2A-305 (§ 4- 
2A-305), C, as sublessee, would take sub- 
ject to the prime lease contract in most 
cases. Thus, B’s default under the prime 
lease will in most cases lead to A’s recov- 
ery of the goods from C. Section 2A-523 
(§ 4-2A-523). A and C could provide oth- 
erwise by agreement. Section 2A-311 (§ 4- 
2A-311). C’s recourse will be to assert a 
claim for damages against B. Sections 
2A-211(1) and 2A-508 ($$ 4-2A-211(1) and 
4-2A-508). 

4. Relationship Between Sections: 

(a) As the analysis of the hypothetical 
demonstrates, Part 3 of the Article (§ 4- 
2A-301 et seq.) focuses on issues that 
relate to the enforceability of the lease 
contract (Sections 2A-301, 2A-302 and 2A- 
303) (§§ 4-2A-301, 4-2A-302 and 4-2A- 
303) and to the priority of various claims 
to the goods subject to the lease contract 
(Sections 2A-304, 2A-305, 2A-306, 2A-307, 
2A-308, 2A-309, 2A-310, and 2A-311) 
(§§ 4-2A-304, 4-2A-305, 4-2A-306, 4-2A- 
307, 4- 2A-308, 4-2A-309, 4-2A-310, and 
4-2A-311). 

(b) This section (§ 4-2A-301) states a 
general rule of enforceability, which is 
subject to specific rules to the contrary 
stated elsewhere in the Article (§ 4-2A- 
101 et seq.). Section 2A-302 (§ 4-2A-302) 
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negates any notion that the separation of 
title and possession is fraudulent as a rule 
of law. Finally, Section 2A-303 (§ 4-2A- 
303) states rules with respect to the trans- 
fer of the lessor’s interest (as well as the 
residual interest in the goods) or the les- 
see’s interest under the lease contract. 
Qualifications are imposed as a function of 
various issues, including whether the 
transfer is the creation or enforcement of 
a security interest or one that is material 
to the other party to the lease contract. In 
addition, a system of rules is created to 
deal with the rights and duties among 
assignor, assignee and the other party to 
the lease contract. 

(c) Sections 2A-304 and 2A-305 (§§ 4- 
2A-304 and 4-2A-305) are twins that deal 
with good faith transferees of goods sub- 
ject to the lease contract. Section 2A-304 
(§ 4-2A-304) creates a set of rules with 
respect to transfers by the lessor of goods 
subject to a lease contract; the transferee 
considered is a subsequent lessee of the 
goods. The priority dispute covered here is 
between the subsequent lessee and the 
original lessee of the goods (or persons 
claiming through the original lessee). Sec- 
tion 2A-305 (§ 4-2A-305) creates a set of 
rules with respect to transfers by the 
lessee of goods subject to a lease contract; 
the transferees considered are buyers of 
the goods or sublessees of the goods. The 
priority dispute covered here is between 
the transferee and the lessor of the goods 
(or persons claiming through the lessor). 

(d) Section 2A-306 (§ 4-2A-306) creates 
a rule with respect to priority disputes 
between holders of liens for services or 
materials furnished with respect to goods 
subject to a lease contract and the lessor 
or the lessee under that contract. Section 
2A-307 (§ 4-2A-307) creates a rule with 
respect to priority disputes between the 
lessee and creditors of the lessor and pri- 
ority disputes between the lessor and 
creditors of the lessee. 

(e) Section 2A-308 (§ 4-2A-308) creates 
a series of rules relating to allegedly 
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fraudulent transfers and preferences. The 
most significant rule is that set forth in 
subsection (3) (§ 4-2A-308(3)) which vali- 
dates sale-leaseback transactions if the 
buyer-lessor can establish that he or she 
bought for value and in good faith. 

(f) Sections 2A-309 and 2A-310 (§§ 4- 
2A-309 and 4-2A-310) create a series of 
rules with respect to priority disputes 
between various third parties and a lessor 
of fixtures or accessions, respectively, with 
respect thereto. 

(g) Finally, Section 2A-311 (§ 4-2A- 
311) allows parties to alter the statutory 
priorities by agreement. 


Cross References: 

Article 1, especially Section 1-201(37), 
and Sections 2-104(1), 2A-103(1)q), 2A- 
103(1)(1), 2A-103(1)(m), 2A-103(1)(o) and 
2A-103(1)(w), 2A-103(3), 2A-103(4), 2A- 
201, 2A-301 through 2A-303, 2A-303(2), 
2A-303(5), 2A-304 through 2A-307, 2A- 
307(1), 2A-307(2)(a), 2A-308 through 2A- 
311, 2A-508, 2A-511(4); 2A-523, Article 9, 
especially Sections 9-201 and 9-408 (§ 4- 
1-101 et seq., especially § 4-1-201(37), 
and §§ 4-2-104(1), 4-2A-103(1)qg), 4-2A- 
103(1)(1), 4-2A-103(1)(n), 4-2A-103(1)(0) 
and 4-2A-103(1)(w), 4-2A-103(3), 4-2A- 
103(4), 4-2A-201, 4-2A-301 — 4-2A-303, 
4-2A-303(2), 4-2A-303(5), 4-2A-304 — 
4-2A-307, 4-2A-307(1), 4-2A-307(2)(a), 
4-2A-308 — 4-2A-311, 4-2A-508, 4-2A- 
511(4), 4-2A-523, 4-9-101 et seq., espe- 
cially §§ 4-9-201 and 4-9-408). 


Definitional Cross References: 


“Creditor”. Section 1-201(12) (§ 4-1- 
201(12)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 


“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 


“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Purchaser”. Section 1-201(33) (§ 4-1- 
201(33)). 
“Term”. Section 1-201(42) (§ 4-1- 
201(42)). 


Official Comment to Section 2A-302 (A.C.A. § 4-2A-302) 


Uniform Statutory Source: Section 9-202 
(§ 4-9-202). 


Changes: Section 9-202 (§ 4-9-202) was 
modified to reflect leasing terminology 
and to clarify the law of leases with re- 


spect to fraudulent conveyances or trans- 
fers. 


Purposes: The separation of ownership 
and possession of goods between the lessor 
and the lessee (or a third party) has cre- 


COMMENTARIES 


ated problems under certain fraudulent 
conveyance statutes. See, e.g., In re 
Ludlum Enters., 510 F.2d 996 (5th Cir. 
1975); Suburbia Fed. Sav. & Loan Ass’n v. 
Bel-Air Conditioning Co., 385 So. 2d 1151 
(Fla. Dist. Ct. App. 1980). This section 
(§ 4-2A-302) provides, among other 
things, that separation of ownership and 
possession per se does not affect the en- 
forceability of the lease contract. Sections 
2A-301 and 2A-308 (8§ 4-2A-301 and 
4-2A-308). 
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Cross References: 
Sections 2A-301, 2A-308 and 9-202 
(§§ 4-2A-301, 4-2A-308 and 4-9-202). 


Definitional Cross References: 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 


Official Comment to Section 2A-303 (A.C.A. § 4-2A-303) 


Uniform Statutory Source: Sections 2-210 
and 9-311 (§§ 4-2-210 and 4-9-311). 


Changes: The provisions of Sections 2-210 
and 9-311 (§§ 4-2-210 and 4-9-311) were 
incorporated in this section (§ 4-2A-303), 
with substantial modifications to reflect 
leasing terminology and practice and to 
harmonize the principles of the respective 
provisions, i.e. limitations on delegation of 
performance on the one hand and alien- 
ability of rights on the other. In addition, 
unlike Section 2-210 (§ 4-2-210) which 
deals only with voluntary transfers, this 
section (§ 4-2A-303) deals with involun- 
tary as well as voluntary transfers. More- 
over, the principle of Section 9-318(4) 
(§ 4-9-318(4)) denying effectiveness to 
contractual terms prohibiting assign- 
ments of receivables due and to become 
due also is implemented. 


Purposes: 

1. Subsection (2) (§ 4-2A-303(2)) states 
a rule, consistent with Section 9-311 (§ 4- 
9-311), that voluntary and involuntary 
transfers of an interest of a party under 
the lease contract or of the lessor’s resid- 
ual interest, including by way of the cre- 
ation or enforcement of a security interest, 
are effective, notwithstanding a provision 
in the lease agreement prohibiting the 
transfer or making the transfer an event 
of default. Although the transfers are ef- 
fective, the provision in the lease agree- 
ment is nevertheless enforceable, but only 
as provided in subsection (5) (§ 4-2A- 
303(5)). Under subsection (5) (§ 4-2A-303 
(5)) the prejudiced party is limited to the 
remedies on “default under the lease con- 
tract” in this Article (§ 4-2A-101 et seq.) 
and, except as limited by this Article (§ 4- 
2A-101 et seq.), as provided in the lease 


agreement, if the transfer has been made 
an event of default. Section 2A-501(2) 
(§ 4-2A-501(2)). Usually, there will be a 
specific provision to this effect or a general 
provision making a breach of a covenant 
an event of defaults. In those cases where 
the transfer is prohibited, but not made 
an event of default, the prejudiced party 
may recover damages; or, if the damage 
remedy would be ineffective adequately to 
protect that party, the court can order 
cancellation of the lease contract or enjoin 
the transfer. This rule that such provi- 
sions generally are enforceable is subject 
to subsections (3) and (4) (§ 4-2A-303(3) 
and (4)), which make such provisions un- 
enforceable in certain instances. 

2. The first such instance is described 
in subsection (3) (§ 4-2A-303 (3)). A provi- 
sion in a lease agreement which prohibits 
the creation or enforcement of a security 
interest, including sales of lease contracts 
subject to Article 9 (§ 4-9-101 et seq.) 
(Sections 9-102(1)(b) and 9-104(f)) (§§ 4- 
9-102(1)(b) and 4-9-104(f)), or makes it an 
event of default is generally not enforce- 
able, reflecting the policy of Section 
9-318(4) (§ 4-9-318(4)). However, that pol- 
icy gives way to the doctrine stated in 
Section 2-210(2) (§ 4-2-210(2)), which 
gives one party to a contract the right to 
protect itself against an actual delegation 
(but not just a provision under which 
delegation might later occur) of a material 
performance by the other party. Accord- 
ingly, such a provision in a lease agree- 
ment is enforceable when the transfer 
delegates a material performance. Gener- 
ally, as expressly provided in subsection 
(6) (§ 4-2A-303(6)), a transfer for security 
is not a delegation of duties. However, 
inasmuch as the creation of a security 
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interest includes the sale of a lease con- 
tract, if there are then unperformed du- 
ties on the part of the lessor/seller, there 
could be a delegation of duties in the sale, 
and, if such a delegation actually takes 
place and is of a material performance, a 
provision in a lease agreement prohibiting 
it or making it an event of default would 
be enforceable, giving rise to the rights 
and remedies stated in subsection (5) 
(§ 4-2A-303 (5)). The statute does not de- 
fine “material.” The parties may set stan- 
dards to determine its meaning. The term 
is intended to exclude delegations of mat- 
ters such as accounting to a professional 
accountant and the performance of, as 
opposed to the responsibility for, mainte- 
nance duties to a person in the mainte- 
nance service industry. 

3. For similar reasons, the lessor is 
entitled to protect its residual interest in 
the goods by prohibiting anyone but the 
lessee from possessing or using them. Ac- 
cordingly, under subsection (3) (§ 4-2A- 
303(3)) if there is an actual transfer by the 
lessee of its right of possession or use of 
the goods in violation of a provision in the 
lease agreement, such a provision like- 
wise is enforceable, giving rise to the 
rights and remedies stated in subsection 
(5) (§ 4-2A-303(5)). A transfer of the les- 
see’s right of possession or use of the goods 
resulting from the enforcement of a secu- 
rity interest granted by the lessee in its 
leasehold interest is a “transfer by the 
lessee” under this subsection (§ 4-2A- 
303(3)). 

4. Finally, subsection (3) (§ 4-2A- 
303(3)) protects against a claim that the 
creation or enforcement of a security in- 
terest in the lessor’s interest under the 
lease contract or in the residual interest is 
a transfer that materially impairs the 
prospect of obtaining return performance 
by, materially changes the duty of, or 
materially increases the burden or risk 
imposed on the lessee so as to give rise to 
the rights and remedies stated in subsec- 
tion (5) (§ 4-2A-303(5)), unless the trans- 
fer involves an actual delegation of a ma- 
terial performance of the lessor. 

5. While it is not likely that a transfer 
by the lessor of its right to payment under 
the lease contract would impair at a fu- 
ture time the ability of the lessee to obtain 
the performance due the lessee under the 
lease contract from the lessor, if under the 
circumstances reasonable grounds for in- 
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security as to receiving that performance 
arise, the lessee may employ the provision 
of this Article (§ 4-2A-101 et seq.) for 
demanding adequate assurance of due 
performance and has the remedy provided 
in that circumstance. Section 2A-401 (§ 4- 
2A-401). 

6. Sections 9-206 and 9-318(1) through 
(3) (8§ 4-9-206 and 4- 9-318(1) — (8)) also 
are relevant. Section 9-206 (§ 4-9-206) 
sanctions an agreement by a lessee not to 
assert certain types of claims or defenses 
against the lessor’s assignee. Section 
9-318(1) through (3) (§ 4-9-318(1) — (3)) 
deal with, among other things, the other 
party’s rights against the assignee where 
Section 9-206(1) (§ 4-9-206(1)) does not 
apply. Since the definition of contract un- 
der Section 1-201(11) (§ 4-1-201(11)) in- 
cludes a lease agreement, the definition of 
account debtor under Section 9-105(1)(a) 
(§ 4-9-105(1)(a)) includes a lessee of 
goods. As a result, Section 9-206 (§ 4-9- 
206) applies to lease agreements, and 
there is no need to restate those sections 
in this Article (§ 4-2A-101 et seq.). The 
reference to “defenses or claims arising 
out of a sale” in Section 9-318(1) (§ 4-9- 
318(1)) should be interpreted broadly to 
include defenses or claims arising out of a 
lease inasmuch as that section (§ 4-9-318) 
codifies the common law rule with respect 
to contracts, including lease contracts. 

7. Subsection (4) (§ 4-2A-303(4)) is 
based upon Section 2-210(2) and Section 
9-318(4) (§§ 4-2-210(2) and 4-9-318(4)). It 
makes unenforceable a _ prohibition 
against transfers of certain rights to pay- 
ment or a provision making the transfer 
an event of default. It also provides that 
such transfers do not materially impair 
the prospect of obtaining return perfor- 
mance by, materially change the duty of, 
or materially increase the burden or risk 
imposed on, the other party to the lease 
contract so as to give rise to the rights and 
remedies stated in subsection (5) (§ 4-2A- 
303(5)). Accordingly, a transfer of a right 
to payment cannot be prohibited or made 
an event of default, or be one that mate- 
rially impairs performance, changes du- 
ties or increases risk, if the right is al- 
ready due or will become due without 
further performance being required by the 
party to receive payment. Thus, a lessor 
can transfer the right to future payments 
under the lease contract, including by way 
of a grant of a security interest, and the 
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transfer will not give rise to the rights and 
remedies stated in subsection (5) (§ 4-2A- 
303(5)) if the lessor has no remaining 
performance under the lease contract. The 
mere fact that the lessor is obligated to 
allow the lessee to remain in possession 
and to use the goods as long as the lessee 
is not in default does not mean that there 
is “remaining performance” on the part of 
the lessor. Likewise, the fact that the 
lessor has potential liability under a “non- 
operating” lease contract for breaches of 
warranty does not mean that there is 
“remaining performance.” In contrast, the 
lessor would have “remaining perfor- 
mance” under a lease contract requiring 
the lessor to regularly maintain and ser- 
vice the goods or to provide “upgrades” of 
the equipment on a periodic basis in order 
to avoid obsolescence. The basic distinc- 
tion is between a mere potential duty to 
respond which is not “remaining perfor- 
mance,” and an affirmative duty to render 
stipulated performance. Although the dis- 
tinction may be difficult to draw in some 
cases, it is instructive to focus on the 
difference between “operating” and “non- 
operating” leases as generally understood 
in the marketplace. Even if there is “re- 
maining performance” under a lease con- 
tract, a transfer for security of a right to 
payment that is made an event of default 
or that is in violation of a prohibition 
against transfer does not give rise to the 
rights and remedies under subsection (5) 
(§ 4-2A-303(5)) if it does not constitute an 
actual delegation of a material perfor- 
mance under subsection (3) (§ 4-2A- 
303(3)). 

8. The application of either the rule of 
subsection (3) (§ 4-2A-303(3)) or the rule 
of subsection (4) (§ 4-2A-303(4)) to the 
grant by the lessor of a security interest in 
the lessor’s right to future payment under 
the lease contract may produce the same 
result. Both subsections (§ 4-2A-303(3) 
and (4)) generally protect security trans- 
fers by the lessor in particular because the 
creation by the lessor of a security interest 
or the enforcement of that interest gener- 
ally will not prejudice the lessee’s rights if 
it does not result in a delegation of the 
lessor’s duties. To the contrary, the receipt 
of loan proceeds or relief from the enforce- 
ment of an antecedent debt normally 
should enhance the lessor’s ability to per- 
form its duties under the lease contract. 
Nevertheless, there are circumstances 
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where relief might be justified. For exam- 
ple, if ownership of the goods is trans- 
ferred pursuant to enforcement of a secu- 
rity interest to a party whose ownership 
would prevent the lessee from continuing 
to possess the goods, relief might be war- 
ranted. See 49 U.S.C. § 1401(a) and (b) 
which places limitations on the operation 
of aircraft in the United States based on 
the citizenship or corporate qualification 
of the registrant. 

9. Relief on the ground of material prej- 
udice when the lease agreement does not 
prohibit the transfer or make it an event 
of default should be afforded only in ex- 
treme circumstances, considering the fact 
that the party asserting material preju- 
dice did not insist upon a provision in the 
lease agreement that would protect 
against such a transfer. 

10. Subsection (5) (§ 4-2A-303(5)) im- 
plements the rule of subsection (2) (§ 4- 
2A-303(2)). Subsection (2) (§ 4-2A-303(2)) 
provides that, even though a transfer is 
effective, a provision in the lease agree- 
ment prohibiting it or making it an event 
of default may be enforceable as provided 
in subsection (5) (§ 4-2A-303(5)). See 
Brummond vy. First National Bank of 
Clovis, 656 P.2d 884, 35 U.C.C. Rep. Serv. 
(Callaghan) 1311 (N. Mex. 1983), stating 
the analogous rule for Section 9-311 (§ 4- 
9-311). If the transfer prohibited by the 
lease agreement is made an event of de- 
fault, then, under subsection 5(a) (§ 4-2A- 
303(5)(a)), unless the default is waived or 
there is an agreement otherwise, the ag- 
grieved party has the rights and remedies 
referred to in Section 2A-501(2) (§ 4-2A- 
501(2)), viz. those in this Article (§ 4-2A- 
101 et seq.) and, except as limited in the 
Article (§ 4-2A-101 et seq.), those pro- 
vided in the lease agreement. In the un- 
likely circumstance that the lease agree- 
ment prohibits the transfer without 
making a violation of the prohibition an 
event of default or, even if there is no 
prohibition against the transfer, and the 
transfer is one that materially impairs 
performance, changes duties, or increases 
risk (for example, a sublease or assign- 
ment to a party using the goods improp- 
erly or for an illegal purpose), then sub- 
section 5(b) (§ 4-2A-303(5)(b)) is 
applicable. In that circumstance, unless 
the party aggrieved by the transfer has 
otherwise agreed in the lease contract, 
such as by assenting to a particular trans- 
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fer or to transfers in general, or agrees in 
some other manner, the aggrieved party 
has the right to recover damages from the 
transferor and a court may, in appropriate 
circumstances, grant other relief, such as 
cancellation of the lease contract or an 
injunction against the transfer. 

11. Ifa transfer gives rise to the rights 
and remedies provided in subsection (5) 
(§ 4-2A-303(5)), the transferee as an al- 
ternative may propose, and the other 
party may accept, adequate cure or com- 
pensation for past defaults and adequate 
assurance of future due performance un- 
der the lease contract. Subsection (5) (§ 4- 
2A-303(5)) does not preclude any other 
relief that may be available to a party to 
the lease contract aggrieved by a transfer 
subject to an enforceable prohibition, such 
as an action for interference with contrac- 
tual relations. 

12. Subsection (8) (§ 4-2A-303(8)) re- 
quires that a provision in a consumer 
lease prohibiting a transfer, or making it 
an event of default, must be specific, writ- 
ten and conspicuous. See _ Section 
1-201(10) (§ 4-1-201(10)). This assists in 
protecting a consumer lessee against sur- 
prise assertions of default. 

13. Subsection (6) (§ 4-2A-303(6)) is 
taken almost verbatim from the provi- 
sions of Section 2-210(4) (§ 4-2-210(4)). 
The subsection (§ 4-2A-303(6)) states a 
rule of construction that distinguishes a 
commercial assignment, which substi- 
tutes the assignee for the assignor as to 
rights and duties, and an assignment for 
security or financing assignment, which 
substitutes the assignee for the assignor 
only as to rights. Note that the assign- 
ment for security or financing assignment 
is a subset of all security interests. Secu- 
rity interest is defined to include “any 
interest of a buyer of ... chattel paper”. 
Section 1-201(37) (§ 4-1-201(37)). Chattel 
paper is defined to include a lease. Section 
9-105(1)(b) (§ 4-9-105(1)(b)). Thus, a buy- 
er of leases is the holder of a security 


UNIFORM COMMERCIAL CODE 


interest in the leases. That conclusion 
should not influence this issue, as the 
policy is quite different. Whether a buyer 
of leases is the holder of a commercial 
assignment, or an assignment for security 
or financing assignment should be deter- 
mined by the language of the assignment 
or the circumstances of the assignment. 


Cross References: 

Sections 1-201(11), 1-201(37), 2-210, 
2A-401, 9-102(1)(b), 9-104(f), 9-105(1)(a), 
9-206, and 9-318 (§§ 4-1-201(11), 4-1- 
201(37), 4-2-210, 4-2A-401, 4-9-102(1)(b), 
4-9-104(f), 4-9-105(1)(a), 4-9-206, and 4-9- 
318). 


Definitional Cross References: 

“Agreed” and “Agreement”. 
1-201(3) (§ 4-1-201(3)). 

“Conspicuous”. Section 1-201(10) (§ 4- 
1-201(10)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)G)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Lessor’s residual interest”. Section 2A- 
103(1)(q) (§ 4-2A-103(1)(q)). 


Section 


“Notice”. Section 1-201(25) (§ 4-1- 
201(25)). 
“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Person”. Section 1-201(30) (§ 4-1- 
201(30)). 


“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 


“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). 
“Term”. Section 1-201(42) (§ 4-1- 
201(42)). 


“Writing”. Section 1-201(46) (§ 4-1- 
201(46)). 


Official Comment to Section 2A-304 (A.C.A. § 4-2A-304) 


Uniform Statutory Source: Section 


2-403 (§ 4-2-403). 


Changes: While Section 2-403 (§ 4-2-403) 
was used as a model for this section, the 
provisions of Section 2-403 (§ 4-2-403) 
were significantly revised to reflect leas- 


ing practices and to integrate this Article 
(§ 4-2A-101 et seq.) with certificate of title 
statutes. 


Purposes: 
1. This section (§ 4-2A-304) must be 
read in conjunction with, as it is subject 
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to, the provisions of Section 2A-303 (§ 4- 
2A-303), which govern voluntary and in- 
voluntary transfers of rights and duties 
under a lease contract, including the les- 
sor’s residual interest in the goods. 

2. This section (§ 4-2A-304) must also 
be read in conjunction with Section 2-403 
(§ 4-2-403). This section (§ 4-2A-304) and 
Section 2A-305 (§ 4-2A-305) are derived 
from Section 2-403 (§ 4-2-403), which 
states a unified policy on good faith pur- 
chase of goods. Given the scope of the 
definition of purchaser (Section 1-201(33)) 
(§ 4-1-201(33)), a person who bought 
goods to lease as well as a person who 
bought goods subject to an existing lease 
from a lessor will take pursuant to Section 
2-403 (§ 4-2-403). Further, a person who 
leases such goods from the person who 
bought them should also be protected un- 
der Section 2-403 (§ 4-2-403), first be- 
cause the lessee’s rights are derivative 
and second because the definition of pur- 
chaser should be interpreted to include 
one who takes by lease; no negative impli- 
cation should be drawn from the inclusion 
of lease in the definition of purchase in 
this Article (§ 4-2A-101 et seq.). Section 
2A-103(1)(v) (§ 4-2A-103(1)(v)). 

3. There are hypotheticals that relate 
to an entrustee’s unauthorized lease of 
entrusted goods to a third party that are 
outside the provisions of Sections 2-403, 
2A-304 and 2A-305 (§§ 4-2-403, 4-2A-304 
and 4-2A-305). Consider a sale of goods by 
M, a merchant, to B, a buyer. After paying 
for the goods B allows M to retain posses- 
sion of the goods as B is short of storage. 
Before B calls for the goods M leases the 
goods to L, a lessee. This transaction is 
not governed by Section 2-403(2) (§ 4-2- 
403(2)) as Lis not a buyer in the ordinary 
course of business. Section 1- 201(9) (§ 4- 
1-201(9)). Further, this transaction is not 
governed by Section 2A-304(2) (§ 4-2A- 
304(2)) as B is not an existing lessee. 
Finally, this transaction is not governed 
by Section 2A-305(2) (§ 4-2A-305(2)) as B 
is not M’s lessor. Section 2A-307(2) (§ 4- 
2A-307(2)) resolves the potential dispute 
between B, M and L. By virtue of B’s 
entrustment of the goods to M and M’s 
lease of the goods to L, B has a cause of 
action against M under the common law. 
Sections 2A-103(4) and 1-103 (§§ 4-2A- 
103(4) and 4-1-103). See, e.g., Restate- 
ment (Second) of Torts §§ 222A-243. 
Thus, B is a creditor of M. Sections 2A- 


145 


103(4) and 1-201(12) (§§ 4-2A-103(4) and 
4-1-201(12)). Section 2A-307(2) (§ 4-2A- 
307(2)) provides that B, as M’s creditor, 
takes subject to M’s lease to L. Thus, if L 
does not default under the lease, L’s en- 
joyment and possession of the goods 
should be undisturbed. However, B is not 
without recourse. B’s action should result 
in a judgment against M _ providing, 
among other things, a turnover of all 
proceeds arising from M’s lease to L, as 
well as a transfer of all of M’s right, title 
and interest as lessor under M’s lease to L, 
including M’s residual interest in the 
goods. Section 2A-103(1)(q) (§ 4-2A- 
103(1)(q)). 

4. Subsection (1) (§ 4-2A-304(1)) states 
a rule with respect to the leasehold inter- 
est obtained by a subsequent lessee from a 
lessor of goods under an existing lease 
contract. The interest will include such 
leasehold interest as the lessor has in the 
goods as well as the leasehold interest 
that the lessor had the power to transfer. 
Thus, the subsequent lessee obtains un- 
impaired all rights acquired under the law 
of agency, apparent agency, ownership or 
other estoppel, whether based upon stat- 
utory provisions or upon case law princi- 
ples. Sections 2A-103(4) and 1-103 (8§ 4- 
2A-103(4) and 4-1-103). In general, the 
subsequent lessee takes subject to the 
existing lease contract, including the ex- 
isting lessee’s rights thereunder. Further- 
more, the subsequent lease contract is, of 
course, limited by its own terms, and the 
subsequent lessee takes only to the extent 
of the leasehold interest transferred 
thereunder. 

5. Subsection (1) (§ 4-2A-304(1)) fur- 
ther provides that a lessor with voidable 
title has power to transfer a good lease- 
hold interest to a good faith subsequent 
lessee for value. In addition, subsections 
(1) (a) through (d)(§ 4-2A-304(1)(a) — (d)) 
provide specifically for the protection of 
the good faith subsequent lessee for value 
in a number of specific situations which 
have been troublesome under prior law. 

6. The position of an existing lessee 
who entrusts leased goods to its lessor is 
not distinguishable from the position of 
other entrusters. Thus, subsection (2) 
(§ 4-2A-304(2)) provides that the subse- 
quent lessee in the ordinary course of 
business takes free of the existing lease 
contract between the lessor entrustee and 
the lessee entruster, if the lessor is a 
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merchant dealing in goods of that kind. 
Further, the subsequent lessee obtains all 
of the lessor entrustee’s and the lessee 
entruster’s rights to the goods, but only to 
the extent of the leasehold interest trans- 
ferred by the lessor entrustee. Thus, the 
lessor entrustee retains the residual inter- 
est in the goods. Section 2A-103(1)(q) (§ 4- 
2A-103 (1) (q)). However, entrustment by 
the existing lessee must have occurred 
before the interest of the subsequent les- 
see became enforceable against the lessor. 
Entrusting is defined in Section 2-403(3) 
(§ 4-2-403(3)) and that definition applies 
here. Section 2A-103(3) (§ 4-2A-103(3)). 
7. Subsection (3) (§ 4-2A-304(3)) states 
a rule with respect to a transfer of goods 
from a lessor to a subsequent lessee where 
the goods are subject to an existing lease 
and covered by a certificate of title. The 
subsequent lessee’s rights are no greater 
than those provided by this section (§ 4- 
2A-304) and the applicable certificate of 
title statute, including any applicable case 
law construing such statute. Where the 
relationship between the certificate of ti- 
tle statute and Section 2-403 (§ 4-2-403), 
the statutory analogue to this section, has 
been construed by a court, that construc- 
tion is incorporated here. Sections 2A- 
103(4) and 1-102(1) and (2) (§§ 4-2A- 
103(4) and 4-1-102(1) and (2)). The better 
rule is that the certificate of title statutes 
are in harmony with Section 2-403 (§ 4-2- 
403) and thus would be in harmony with 
this section (§ 4-2A-304). E.g., Atwood 
Chevrolet-Olds v. Aberdeen Mun. School 
Dist., 431 So.2d 926, 928 (Miss. 1983); 
Godfrey v. Gilsdorf, 476 P.2d 3, 6, 86 Nev. 
714, 718 (1970); Martin v. Nager, 192 N.J. 
Super. 189, 197-98, 469 A.2d 519, 523 
(Super. Ct. Ch. Div. 1983). where the cer- 
tificate of title statute is silent on this 
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issue of transfer, this section (§ 4-2A-304) 
will control. 


Cross References: 

Sections 1-102, 1-103, 1-201(33), 2-403, 
2A-103(1)(v), 2A-103(3), 2A-103(4), 2A- 
303 and 2A-305 (§§ 4-1-102, 4-1-103, 4-1- 
201(33), 4-2-403, 4-2A-103(1)(v), 4-2A- 
103(3), 4-2A-103(4), 4-2A-303 and 4-2A- 
305). 


Definitional Cross References: 

“Agreed”. Section 1-201(3) 
201(3)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Entrusting”. Section 2-403 (3) (§ 4-2- 
403(3)). 

“Good faith”. Sections 1-201(19) and 
2-103(1)(b) (§§ 4-1-201(19) and 4-2- 
103(1)(b)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)(j) (§ 4-2A- 
103(1)G)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Leasehold interest”. Section 
103(1)(m) (§ 4-2A-103(1)(m)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessee in the ordinary course of busi- 


($4451, 
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ness”. Section 2A-103(1)(0) (§ 4-2A- 
103(1)(0)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Merchant”. Section 2-104(1) (§ 4-2- 
104(1)). 


“Purchase”. Section 2A-103(1)(v) (§ 4- 
2A-103(1)(v)). 


“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). 
“Value”. Section 1-201(44) (§ 4-1- 
201(44)). 


Official Comment to Section 2A-305 (A.C.A. § 4-2A-305) 


Uniform Statutory Source: Section 


2-403 (§ 4-2-403). 


Changes: While Section 2-403 (§ 4-2-403) 
was used as a model for this section (§ 4- 
2A-305), the provisions of Section 2-403 
(§ 4-2-403) were significantly revised to 
reflect leasing practice and to integrate 
this Article (§ 4-2A-101 et seq.) with cer- 
tificate of title statutes. 


Purposes: 
This section (§ 4-2A-305), a companion 


to Section 2A-304 (§ 4¢-2A-304), cites the 
rule with respect to the leasehold interest 
obtained by a buyer or sublessee from a 
lessee of goods under an existing lease 
contract. Cf. Section 2A-304 (§ 4-2A-304) 
official comment. Note that this provision 
(§ 4-2A-305) is consistent with existing 
case law, which prohibits the bailee’s 
transfer of title to a good faith purchaser 
for value under Section 2-403(1) (§ 4-2- 
403(1)). Rohweder v. Aberdeen Product. 
Credit Ass’n, 765 F.2d 109 (8th Cir. 1985). 
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Subsection (2) (§ 4-2A-305(2)) is also 
consistent with existing case law. Ameri- 
can Standard Credit, Inc. v. National Ce- 
ment Co., 643 F.2d 248, 269-70 (5th Cir. 
1981); but cf. Exxon Co. U.S.A. v. TLW 
Commuter Indus., 37 U.C.C. Rep. Serv. 
(Callaghan) 1052, 1057-58 (D. Mass. 
1983). Unlike Section 2A-304(2) (§ 4-2A- 
304(2)), this subsection (§ 4-2A-305(2)) 
does not contain any requirement with 
respect to the time that the goods were 
entrusted to the merchant. In Section 2A- 
304(2) (§ 4-2A-304(2)) the competition is 
between two customers of the merchant 
lessor; the time of entrusting was added 
as a criterion to create additional protec- 
tion to the customer who was first in time 
: the existing lessee. In subsection (2) 
(§ 4-2A-305(2)) the equities between the 
competing interests were viewed as bal- 
anced. 

There appears to be some overlap be- 
tween Section 2-403(2) (§ 4-2-403(2)) and 
Section 2A-305(2) (§ 4-2A-305(2)) with re- 
spect to a buyer in the ordinary course of 
business. However, an examination of this 
Article’s (§ 4-2A-101 et seq.) definition of 
buyer in the ordinary course of business 
(Section 2A-103(1)(a)) (§ 4-2A-103(1)(a)) 
makes clear that this reference was nec- 
essary to treat entrusting in the context of 
a lease. 

Subsection (3) (§ 4-2A-305(3)) states a 
rule of construction with respect to a 
transfer of goods from a lessee to a buyer 
or sublessee, where the goods are subject 
to an existing lease and covered by a 
certificate of title. Cf. Section 2A-304 (§ 4- 
2A-304) official comment. 


Cross References: 
Sections 2-403, 2A-103(1)(a), 2A-304 
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and 2A-305(2) (§§ 4-2-403,  4-2A- 
103(1)(a), 4-2A-304 and 4-2A-305(2)). 


Definitional Cross References: 

“Buyer”. Section 2-103(1)(a) (§ 4-2- 
103(1)(a)). 

“Buyer in the ordinary course of busi- 
ness”. Section 2A-103(1)(a) (§ 4-2A- 
103(1)(a)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Entrusting”. Section 2-403(3) (§ 4-2- 
403(3)). 

“Good faith”. Sections 1-201(19) and 
2-103(1)(b) (§§ 4-1-201(19) and 4-2- 
103(1)(b)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)(j) (§ 4-2A- 
103(1)G)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)()). 

“Leasehold interest”. Section 
103(1)(m) (§ 4-2A- 103(1)(m)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessee in the ordinary course of busi- 


2A- 


ness”. Section 2A-103(1)(0) (§ 4-2A- 
103(1)(0)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Merchant”. Section 2-104(1) (§ 4-2- 
104(1)). 

“Rights”. Section 1-201(36) ‘(§ 4-1- 
201(36)). 


“Sale”. Section 2-106(1) (§ 4-2-106(1)). 

“Sublease”. Section 2A-103(1)(w) (§ 4- 
2A-103(1)(w)). 

“Value”. Section 
201(44)). 


1-201(44) (§ 4-1- 


Official Comment to Section 2A-306 (A.C.A. § 4-2A-306) 


Uniform Statutory Source: Section 9-310 
(§ 4-9-310). 


Changes: The approach reflected in the 
provisions of Section 9-310 (§ 4-9-310) 
was included, but revised to conform to 
leasing terminology and to expand the 
exception to the special priority granted to 
protected liens to cover liens created by 
rule of law as well as those created by 
statute. 


Purposes: This section (§ 4-2A-306) 
should be interpreted to allow a qualified 
lessor or a qualified lessee to be the com- 


peting lienholder if the statute or rule of 
law so provides. The reference to statute 
includes applicable regulations and cases; 
these sources must be reviewed in resolv- 
ing a priority dispute under this section 
(§ 4-2A-306). 


Cross References: 
Section 9-310 (§ 4-9-310). 


Definitional Cross References: 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease Contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 
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merchant dealing in goods of that kind. 
Further, the subsequent lessee obtains all 
of the lessor entrustee’s and the lessee 
entruster’s rights to the goods, but only to 
the extent of the leasehold interest trans- 
ferred by the lessor entrustee. Thus, the 
lessor entrustee retains the residual inter- 
est in the goods. Section 2A-103(1)(q) (§ 4- 
2A-103 (1) (q)). However, entrustment by 
the existing lessee must have occurred 
before the interest of the subsequent les- 
see became enforceable against the lessor. 
Entrusting is defined in Section 2-403(3) 
(§ 4-2-403(3)) and that definition applies 
here. Section 2A-103(3) (§ 4-2A-103(3)). 
7. Subsection (3) (§ 4-2A-304(3)) states 
a rule with respect to a transfer of goods 
from a lessor to a subsequent lessee where 
the goods are subject to an existing lease 
and covered by a certificate of title. The 
subsequent lessee’s rights are no greater 
than those provided by this section (§ 4- 
2A-304) and the applicable certificate of 
title statute, including any applicable case 
law construing such statute. Where the 
relationship between the certificate of ti- 
tle statute and Section 2-403 (§ 4-2-403), 
the statutory analogue to this section, has 
been construed by a court, that construc- 
tion is incorporated here. Sections 2A- 
103(4) and 1-102(1) and (2) (§§ 4-2A- 
103(4) and 4-1-102(1) and (2)). The better 
rule is that the certificate of title statutes 
are in harmony with Section 2-403 (§ 4-2- 
403) and thus would be in harmony with 
this section (§ 4-2A-304). E.g., Atwood 
Chevrolet-Olds v. Aberdeen Mun. School 
Dist., 431 So.2d 926, 928 (Miss. 1983); 
Godfrey v. Gilsdorf, 476 P.2d 3, 6, 86 Nev. 
714, 718 (1970); Martin v. Nager, 192 N.J. 
Super. 189, 197-98, 469 A.2d 519, 523 
(Super. Ct. Ch. Div. 1983). where the cer- 
tificate of title statute is silent on this 
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issue of transfer, this section (§ 4-2A-304) 
will control. 


Cross References: 

Sections 1-102, 1-103, 1-201(33), 2-403, 
2A-103(1)(v), 2A-103(3), 2A-103(4), 2A- 
303 and 2A-305 (§§ 4-1-102, 4-1-103, 4-1- 
201(33), 4-2-403, 4-2A-103(1)(v), 4-2A- 
103(3), 4-2A-103(4), 4-2A-303 and 4-2A- 
305). 


Definitional Cross References: 

“Agreed”. Section 1-201(3) 
201(3)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Entrusting”. Section 2-403 (3) (§ 4-2- 
403(3)). 

“Good faith”. Sections 1-201(19) and 
2-103(1)(b) (§§ 4-1-201(19) and 4-2- 
103(1)(b)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)G)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Leasehold interest”. Section 
103(1)(m) (§ 4-2A-103(1)(m)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessee in the ordinary course of busi- 
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ness”. Section 2A-103(1)(0) (§ 4-2A- 
103(1)(0)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Merchant”. Section 2-104(1) (§ 4-2- 
104(1)). 


“Purchase”. Section 2A-103(1)(v) (§ 4- 
2A-103(1)(v)). 


“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). 
“Value”. Section 1-201(44) (§ 4-1- 
201(44)). 


Official Comment to Section 2A-305 (A.C.A. § 4-2A-305) 


Uniform Statutory Source: Section 


2-403 (§ 4-2-403). 


Changes: While Section 2-403 (§ 4-2-403) 
was used as a model for this section (§ 4- 
2A-305), the provisions of Section 2-403 
(§ 4-2-403) were significantly revised to 
reflect leasing practice and to integrate 
this Article (§ 4-2A-101 et seq.) with cer- 
tificate of title statutes. 


Purposes: 
This section (§ 4-2A-305), a companion 


to Section 2A-304 (§ ¢-2A-304), cites the 
rule with respect to the leasehold interest 
obtained by a buyer or sublessee from a 
lessee of goods under an existing lease 
contract. Cf. Section 2A-304 (§ 4-2A-304) 
official comment. Note that this provision 
(§ 4-2A-305) is consistent with existing 
case law, which prohibits the bailee’s 
transfer of title to a good faith purchaser 
for value under Section 2-403(1) (§ 4-2- 
403(1)). Rohweder v. Aberdeen Product. 
Credit Ass’n, 765 F.2d 109 (8th Cir. 1985). 
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Subsection (2) (§ 4-2A-305(2)) is also 
consistent with existing case law. Ameri- 
can Standard Credit, Inc. v. National Ce- 
ment Co., 643 F.2d 248, 269-70 (5th Cir. 
1981); but cf. Exxon Co. U.S.A. v. TLW 
Commuter Indus., 37 U.C.C. Rep. Serv. 
(Callaghan) 1052, 1057-58 (D. Mass. 
1983). Unlike Section 2A-304(2) (§ 4-2A- 
304(2)), this subsection (§ 4-2A-305(2)) 
does not contain any requirement with 
respect to the time that the goods were 
entrusted to the merchant. In Section 2A- 
304(2) (§ 4-2A-304(2)) the competition is 
between two customers of the merchant 
lessor; the time of entrusting was added 
as a criterion to create additional protec- 
tion to the customer who was first in time 
: the existing lessee. In subsection (2) 
(§ 4-2A-305(2)) the equities between the 
competing interests were viewed as bal- 
anced. 

There appears to be some overlap be- 
tween Section 2-403(2) (§ 4-2-403(2)) and 
Section 2A-305(2) (§ 4-2A-305(2)) with re- 
spect to a buyer in the ordinary course of 
business. However, an examination of this 
Article’s (§ 4-2A-101 et seq.) definition of 
buyer in the ordinary course of business 
(Section 2A-103(1)(a)) (§ 4-2A-103(1)(a)) 
makes clear that this reference was nec- 
essary to treat entrusting in the context of 
a lease. 

Subsection (3) (§ 4-2A-305(3)) states a 
rule of construction with respect to a 
transfer of goods from a lessee to a buyer 
or sublessee, where the goods are subject 
to an existing lease and covered by a 
certificate of title. Cf. Section 2A-304 (§ 4- 
2A-304) official comment. 


Cross References: 
Sections 2-403, 2A-103(1)(a), 2A-304 
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and 2A-305(2) (§§ 4-2-4038, 4-2A- 
103(1)(a), 4-2A-304 and 4-2A-305(2)). 


Definitional Cross References: 

“Buyer”. Section 2-103(1)(a) (§ 4-2- 
103(1)(a)). 

“Buyer in the ordinary course of busi- 
ness”. Section 2A-103(1)(a) (§ 4-2A- 
103(1)(a)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Entrusting”. Section 2-403(3) (§ 4-2- 
403(3)). 

“Good faith”. Sections 1-201(19) and 
2-103(1)(b) (§§ 4-1-201(19) and 4-2- 
103(1)(b)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)Gj) (§ 4-2A- 
103(1)(j)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)()). 

“Leasehold interest”. Section 2A- 
103(1)(m) (§ 4-2A- 103(1)(m)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessee in the ordinary course of busi- 


ness”. Section 2A-103(1)(0) (§ 4-2A- 
103(1)(0)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Merchant”. Section 2-104(1) (§ 4-2- 
104(1)). 

“Rights”. Section 1-201(36) ‘(§ 4-1- 
201(36)). 


“Sale”. Section 2-106(1) (§ 4-2-106(1)). 

“Sublease”. Section 2A-103(1)(w) (§ 4- 
2A-103(1)(w)). 

“Value”. Section 
201(44)). 


1-201(44) (§ 4-1- 


Official Comment to Section 2A-306 (A.C.A. § 4-2A-306) 


Uniform Statutory Source: Section 9-310 
(§ 4-9-310). 


Changes: The approach reflected in the 
provisions of Section 9-310 (§ 4-9-310) 
was included, but revised to conform to 
leasing terminology and to expand the 
exception to the special priority granted to 
protected liens to cover liens created by 
rule of law as well as those created by 
statute. 


Purposes: This section (§ 4-2A-306) 


should be interpreted to allow a qualified 
lessor or a qualified lessee to be the com- 


peting lienholder if the statute or rule of 
law so provides. The reference to statute 
includes applicable regulations and cases; 
these sources must be reviewed in resolv- 
ing a priority dispute under this section 
(§ 4-2A-306). 


Cross References: 
Section 9-310 (§ 4-9-310). 


Definitional Cross References: 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease Contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 
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“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 
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“Lien”. Section 2A-103(1)(r) (§ 4-2A- 
103(1)(r)). 

“Person”. 
201(30)). 


Section 1-201(30) (§ 4-1- 


Official Comment to Section 2A-307 (A.C.A. § 4-2A-307) 


Uniform Statutory Source: None for sub- 
section (1) (§ 4-2A-307(1)). Subsection (2) 
(§ 4-2A-307(2)) is derived from Section 
9-301 (§ 4-9-301), and subsections (3) and 
(4) (§ 4-2A-307(3) and (4)) are derived 
from Section 9-307(1) and (3) (§ 4-9- 
307(1) and (3)), respectively. 


Changes: The provisions of Sections 9-301 
and 9-307(1) and (3) (§§ 4-9-301 and 4-9- 
307(1) and (3)) were incorporated, and 
modified to reflect leasing terminology 
and the basic concepts reflected in this 
Article (§ 4-2A-101 et seq.). 


Purposes: 

1. Subsection (1) (§ 4-2A-307(1)) states 
a general rule of priority that a creditor of 
the lessee takes subject to the lease con- 
tract. The term lessee (Section 2A- 
103(1)(n)) (§ 4-2A-103(1)(n)) includes 
sublessee. Therefore, this subsection (§ 4- 
2A-307(1)) not only covers disputes be- 
tween the prime lessor and a creditor of 
the prime lessee but also disputes be- 
tween the prime lessor, or the sublessor, 
and a creditor of the sublessee. Section 
2A-301 (§ 4-2A-301) official comment 
3(g). Further, by using the term creditor 
(Section 1-201(12)) (§ 4-1-201(12)), this 
subsection (§ 4-2A-307(1)) will cover dis- 
putes with a general creditor, a secured 
creditor, a lien creditor and any represen- 
tative of creditors. Section 2A-103(4) (§ 4- 
2A-103(4)). 

2. Subsection (2) (§ 4-2A-307(2)) states 
a general rule of priority that a creditor of 
a lessor takes subject to the lease contract. 
Note the discussion above with regard to 
the scope of these rules. Section 2A-301 
(§ 4-2A-301) official comment 3(g). Thus, 
the section (§ 4-2A-307) will not only 
cover disputes between the prime lessee 
and a creditor of the prime lessor but also 
disputes between the prime lessee, or the 
sublessee, and a creditor of the sublessor. 

3. To take priority over the lease con- 
tract, and the interests derived therefrom, 
the creditor must come within one of three 
exceptions stated within the rule. First, 
subsection (2) (a) (§ 4-2A-307(2)(a)) pro- 


vides that where the creditor holds a lien 
(Section 2A-103(1)(r)) (§ 4-2A-103(1)(r)) 
that attached before the lease contract 
became enforceable (Section 2A-301) (§ 4- 
2A-301), the creditor does not take subject 
to the lease. Second, subsection (2)(b) 
(§ 4-2A-307(2)(b)) provides that when the 
creditor holds a security interest (Section 
1-201(37)) (§ 4-1-201(37)), whether or-not 
perfected, the creditor has priority over a 
lessee who did not give value (Section 
1-201(44)) (§ 4-1-201(44)) and receive de- 
livery of the goods without knowledge 
(Section 1-201(25)) (§ 4-1-201(25)) of the 
security interest. As to other lessees, un- 
der subsection (2)(c) (§ 4-2A-307(2)(c)) a 
secured creditor holding a perfected secu- 
rity interest before the time the lease 
contract became enforceable (Section 2A- 
301) (§ 4-2A-301) does not take subject to 
the lease. With respect to this provision 
(§ 4-2A-307(2)(c)), the lessee in these cir- 
cumstances is treated like a buyer so that 
perfection of a purchase money security 
interest does not relate back (Section 
9-301) (§ 4-9-301). 

4. The rules of this section (§ 4-2A-307) 
operate in favor of whichever party to the 
lease contract may enforce it, even if one 
party perhaps may not, e.g., under Section 
2A-201(1)(b) (§ 4-2A-201(1)(b)). 

5. The rules stated in subsections (2) 
(b) and (c) (§ 4-2A-307(2) (b) and (c)), and 
the rule in subsection (3) (§ 4-2A-307 (3)), 
are best understood by reviewing a hypo- 
thetical. Assume that a merchant engaged 
in the business of selling and leasing mu- 
sical instruments obtained possession of a 
truck load of musical instruments on de- 
ferred payment terms from a supplier of 
musical instruments on January 6. To 
secure payment of such credit the mer- 
chant granted the supplier a security in- 
terest in the instruments; the security 
interest was perfected by filing on Janu- 
ary 15. The merchant, as lessor, entered 
into a lease to an individual of one of the 
musical instruments supplied by the sup- 
plier; the lease became enforceable on 
January 10. Under subsection (2)(b) (§ 4- 


COMMENTARIES 


2A-307(2)(b)) the lessee will prevail (as- 
suming the lessee qualifies thereunder) 
unless subsection (c) (§ 4-2A-307(2)(c)) 
provides otherwise. Under the rule stated 
in subsection (2) (c) (§ 4-2A-307 (2) (c)) a 
priority dispute between the supplier, as 
the lessor’s secured creditor, and the les- 
see would be determined by ascertaining 
on January 10 (the day the lease became 
enforceable) the validity and perfected 
status of the security interest in the mu- 
sical instrument and the enforceability of 
the lease contract by the lessee. Nothing 
more appearing, under the rule stated in 
subsection (2) (c) (§ 4-2A-307(2) (c)), the 
supplier’s security interest in the musical 
instrument would not have priority over 
the lease contract. Moreover, subsection 
(2) (§ 4-2A-307(2)) states that its rules 
are subject to the rules of subsections (3) 
and (4) (§ 4-2A-307(3) and (4)). Under 
this hypothetical the lessee should qualify 
as a “lessee in the ordinary course of 
business”. Section 2A-103(1)(0) (§ 4-2A- 
103(1)(0)). Subsection (3) (§ 4-2A-307(3)) 
also makes clear that the lessee in the 
ordinary course of business will win even 
if he or she knows of the existence of the 
supplier’s security interest. 

6. Subsections (3) and (4) (§ 4-2A- 
307(3) and 4)), which are modeled on the 
provisions of Section 9-307(1) and (3) (§ 4- 
9-307(1) and (3)) respectively, state two 
exceptions to the priority rule stated in 
subsection (2) (§ 4-2A-307(2)) with re- 
spect to a creditor who holds a security 
interest. The lessee in the ordinary course 
of business will be treated in the same 
fashion as the buyer in the ordinary 
course of business, given a priority dis- 
pute with a secured creditor over goods 
subject to a lease contract. 
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Cross References: 
Sections 1-201(12), 1-201(25), 
1-201(37), 1-201(44), 2A-103(1)(n), 2A- 


103(1)(0), 2A-103(1)(r), 2A-103(4), 2A- 
201(1)(b), 2A-301 official comment 3(g), 
Article 9, especially Sections 9-301, 
9-307(1) and 9-303(3) (§§ 4-1-201(12), 
4-1-201(25),  4-1-201(87), 4-1-201(44), 
4-2A-103(1)(n), 4-2A-103(1)(0), 4-2A- 
103(1)(r), 4-2A-103(4), 4-2A-201(1)(b), 
4-2A-301 official cogent 3(g), 4-9-101 et 
seq., especially §§ 4-9-301, 4-9-307(1) and 
4-9-303(3)). 


Definitional Cross References: 

“Creditor”. Section 1-201(12) (§ 4-1- 
201(12)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Knowledge” and “Knows”. 
1-201(25) (§ 4-1-201(25)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)G)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)()). 

“Leasehold interest”. Section 
103(1)(m) (§ 4-2A-103(1)(m)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessee in the ordinary course of busi- 


Section 


2A- 


ness”. Section 2A- 103(1)(0) (§ 4-2A- 
103(1)(0)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 


“Lien”. Section 2A-103(1)(r) (§ 4-2A- 
103(1)(r)). 

“Party”. 
201(29)). 

“Pursuant to commitment”. Section 2A- 
103(3) (§ 4-2A-103(3)). 

“Security interest”. Section 1-201(37) 
(§ 4-1-201(37)). 


Section 1-201(29) (§ 4-1- 


Official Comment to Section 2A-308 (A.C.A. § 4-2A-308) 


Uniform Statutory Source: Section 
2-402(2) and (3)(b) (§ 4-2-402(2) and 
(3)(b)). 


Changes: Rephrased and new material 
added to conform to leasing terminology 
and practice. 


Purposes: 

Subsection (1) (§ 4-2A-308(1)) states a 
general rule of avoidance where the lessor 
has retained possession of goods if such 
retention is fraudulent under any statute 
or rule of law. However, the subsection 


(§ 4-2A-308(1)) creates an exception un- 
der certain circumstances for retention of 
possession of goods for a commercially 
reasonable time after the lease contract 
becomes enforceable. 

Subsection (2) (§ 4-2A-308(2)) also pre- 
serves the possibility of an attack on the 
lease by creditors of the lessor if the lease 
was made in satisfaction of or as security 
for a pre-existing claim, and would consti- 
tute a fraudulent transfer or voidable 
preference under other law. 

Finally, subsection (3) (§ 4-2A-308(3)) 
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states a new rule with respect to sale- 
leaseback transactions, i.e., transactions 
where the seller sells goods to a buyer but 
possession of the goods is retained by the 
seller pursuant to a lease contract be- 
tween the buyer as lessor and the seller as 
lessee. Notwithstanding any statute or 
rule of law that would treat such retention 
as fraud, whether per se, prima facie, or 
otherwise, the retention is not fraudulent 
if the buyer bought for value (Section 
1-201(44)) (§ 4-1-201(44)) and in good 
faith (Sections 1-201(19) and 2-103(1)(b)) 
(§§ 4-1-201(19) and 4-2-103(1)(b)). Sec- 
tion 2A-103(3) and (4) (§ 4-2A-103(3) and 
(4)). This provision (§ 4-2A-308(3)) over- 
rides Section 2-402(2)(§ 4-2-402(2)) to the 
extent it would otherwise apply to a sale- 
leaseback transaction. 


Cross References: 

Sections 1-201(19), 1-201(44), 2-402(2) 
and 2A-103(4) (§§ 4-1-201(19), 4-1- 
201(44), 4-2-402(2) and 4-2A-103(4)). 


Definitional Cross References: 
“Buyer”. Section 2-103(1)(a) (§ 4-2- 
103(1)(a)). 
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“Contract”. 
201(11)). 

“Creditor”. Section 1-201(12) (§ 4-1- 
201(12)). 

“Good faith’. Sections 1-201(19) and 
2-103(1)(b) (8§ 4-1-201(19) and 4-2- 
103(1)(b)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Money”. 
201(24)). 

“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 

“Rights”. Section 1-201(36) 
201(36)). 

“Sale”. Section 2-106(1) (§ 4-2-106(1)). 


Section 1-201(11) (§ 4-1- 


Section 1-201(24) (§ 4-1- 
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“Seller”. Section 2-103(1)(d) (§ 4-2- 
103(1)(d)). 
“Value”. Section 1-201(44) (§ 4-1- 
201(44)). 


Official Comment to Section 2A-309 (A.C.A. § 4-2A-309)* 


Uniform Statutory Source: Section 9-313 
(§ 4-9-313). 


Changes: Revised to reflect leasing termi- 
nology and to add new material. 


Purposes: 

1. While Section 9-313 (§ 4-9-3138) pro- 
vided a model for this section (§ 4-2A- 
309), certain provisions were substan- 
tially revised. 

2. Section 2A-309(1)(c) (§ 4-2A- 
309(1)(c)), which is new, defines purchase 
money lease to exclude leases where the 
lessee had possession or use of the goods 
or the right thereof before the lease agree- 
ment became enforceable. This term is 
used in subsection (4)(a) (§ 4-2A- 
309(4)(a)) as one of the conditions that 
must be satisfied to obtain priority over 
the conflicting interest of an encum- 
brancer or owner of the real estate. 

3. Section 2A-309(4) (§ 4-2A-309(4)), 
which states one of several priority rules 
found in this section (§ 4-2A-309), deletes 
reference to office machines and the like 
(Section 9-313(4)(c)) (§ 4-9-313(4)(c)) as 
well as certain liens (Section 9-313(4)(d)) 


(§ 4-9-313(4)(d)). However, these items 
are included in subsection (5) (§ 4-2A- 
309(5)), another priority rule that is more 
permissive than the rule found in subsec- 
tion (4) (§ 4-2A-309(4)) as it applies 
whether or not the interest of the lessor is 
perfected. In addition, subsection (5)(a) 
(§ 4-2A-309(5)(a)) expands the scope of 
the provisions of Section 9-313(4)(c) (§ 4- 
9-313(4)(c)) to include readily removable 
equipment not primarily used or leased 
for use in the operation of real estate; the 
qualifier is intended to exclude from the 
expanded rule equipment integral to the 
operation of real estate, e.g., heating and 
air conditioning equipment. 

4. The rule stated in subsection (7) 
(§ 4-2A-309(7)) is more liberal than the 
rule stated in Section 9-313(7) (§ 4-9- 
313(7)) in that issues of priority not oth- 
erwise resolved in this subsection (§ 4- 
2A-309(7)) are left for resolution by the 
priority rules governing conflicting inter- 
ests in real estate, as opposed to the 
Section 9-313(7) (§ 4-9-313(7)) automatic 
subordination of the security interest in 
fixtures. Note that, for the purpose of this 
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section (§ 4-2A-309), where the interest of 
an encumbrancer or owner of the real 
estate is paramount to the interest of the 
lessor, the latter term includes the resid- 
ual interest of the lessor. 

5. The rule stated in subsection (8) 
(§ 4-2A-309(8)) is more liberal than the 
rule stated in Section 9-313(8) (§ 4-9- 
313(8)) in that the right of removal is 
extended to both the lessor and the lessee 
and the occasion for removal includes ex- 
piration, termination or cancellation of 
the lease agreement, and enforcement of 
rights and remedies under this Article 
(§ 4-2A-101 et seq.), as well as default. 
The new language also provides that upon 
removal the goods are free and clear of 
conflicting interests of owners and encum- 
brancers of the real estate. 

6. Finally, subsection (9) (§ 4-2A- 
309(9)) provides a mechanism for the les- 
sor of fixtures to perfect its interest by 
filing a financing statement under the 
provisions of the Article on Secured Trans- 
actions (Article 9) (§ 4-9-101 et seq.), even 
though the lease agreement does not cre- 
ate a security interest. Section 1-201(37) 
(§ 4-1-201(37)). The relevant provisions of 
Article 9 (§ 4-9-101 et seq.) must be inter- 
preted permissively to give effect to this 
mechanism as it implicitly expands the 
scope of Article 9 (§ 4-9-101 et seq.) so 
that its filing provisions apply to transac- 
tions that create a lease of fixtures, even 
though the lease agreement does not cre- 
ate a security interest. This mechanism is 
similar to that provided in Section 
2-326(3)(c) (§ 4-2-326(3)(c)) for the seller 
of goods on consignment, even though the 
consignment is not “intended as security”. 
Section 1-201(37) (§ 4-1-201(37)). Given 
the lack of litigation with respect to the 
mechanism created for consignment sales, 
this new mechanism should prove effec- 
tive. 


Cross References: 

Sections 1-201(37), 2A-309(1)(c), 2A- 
309(4), Article 9, especially Sections 
9-313, 9-313(4)(c), 9-313(4)(d), 9-313(7), 
9-313(8) and 9-408 (§§ 4-1-201(37), 4-2A- 
309(1)(c), 4-2A-309(4), 4-9-101 et seq., es- 
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pecially §§ 4-9-3138, 4-9-313(4)(c), 4-9- 
313(4)(d), 4-9-313(7), 4-9-313(8) and 4-9- 
498). 


Definitional Cross References: 

“Agreed”. Section 1-201(3) 
201(3)). 

“Cancellation”. 
(§ 4-2A-103(1)(b)). 

“Conforming”. 
(§ 4-2A-103(1)(d)). 

“Consumer lease”. Section 2A-103(1)(e) 
(§ 4-2A-103(1)(e)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)q) (§ 4-2A- 
103(1)G)). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)(1) (5 
4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)) 

“Lien”. Section 2A-103(1)(r) (§ 4-2A- 
103(1)(r)). 

“Mortgage”. Section 9-105(1)G) (§ 4-9- 


(§ 4-1- 
Section 2A-103(1)(b) 


Section 2A-103(1)(d) 


2A- 


105(1)G)). 
“Party”. Section 1-201(2.9) (§ 4-1- 
201(29)). 
“Person”. Section 1-201(30) (§ 4-1- 
201(30)). 


“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 


“Remedy”. Section 1-201(34) (§ 4-1- 
201(34)). 
“Rights”. Section 1-201(86) (§ 4-1- 
201(36)). 


“Security interest”. Section 1-201(37) 
(§ 4-1-201(37)). 

“Termination”. 
(§ 4-2A-103(1)(z)). 

“Value”. Section 
201(44)). 

“Writing”. Section 1-201(46) (§ 4-1- 
201(46)). 


Section 2A-103(1)(z) 


1-201(44) (§ 4-1- 


*Arkansas added language to § 4-2A- 
309(9). 


Official Comment to Section 2A-310 (A.C.A. § 4-2A-310) 


Uniform Statutory Source: Section 9-314 
(§ 4-9-314). 


Changes: Revised to reflect leasing termi- 
nology and to add new material. 
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Purposes: 

Subsections (1) and (2) (§ 4-2A-310(1) 
and (2)) restate the provisions of subsec- 
tion (1) of Section 9-314 (§ 4-9-314(1)) to 
clarify the definition of accession and to 
add leasing terminology to the priority 
rule that applies when the lease is entered 
into before the goods become accessions. 
Subsection (3) (§ 4-2A-310(3)) restates 
the provisions of subsection (2) of Section 
9-314 (§ 4-9-314(2)) to add leasing termi- 
nology to the priority rule that applies 
when the lease is entered into on or after 
the goods become accessions. Unlike the 
rule with respect to security interests, the 
lease is merely subordinate, not invalid. 

Subsection (4) (§ 4-2A-310(4)) creates 
two exceptions to the priority rules stated 
in subsections (2) and (38) (§ 4-2A-310(2) 
and (3)). Subsection (4) (§ 4-2A-310(4)) 
deletes the special priority rule found in 
the provisions of Section 9-314(3)(b) (§ 4- 
9-314(3)(b)) as the interests of the lessor 
and lessee are entitled to greater protec- 
tion. 

Finally, subsection (5) (§ 4-2A-310(5)) is 
modeled on the provisions of Section 
9-314(4) (§ 4-9-314(4)) with respect to re- 
moval of accessions, restated to reflect the 
parallel changes in Section 2A-309(8) 
(§ 4-2A-309(8)). 

Neither this section (§ 4-2A-310) nor 
Section 9-314 (§ 4-9-314) governs where 
the accession to the goods is not subject to 
the interest of a lessor or a lessee under a 
lease contract and is not subject to the 
interest of a secured party under a secu- 
rity agreement. This issue is to be re- 
solved by the courts, case by case. 


Cross References: 

Sections 2A-309(8), 9-314(1), 9-314(2), 
9-314(3)(b), 9-314(4) (§§ 4-2A-309(8), 4-9- 
314(1), 4-9-314(2), 4-9-314(3)(b), 4-9- 
314(4)). 
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Definitional Cross References: 


“Agreed”. Section 1-201(3) (§ 4-1- 
201(3)). 

“Buyer in the ordinary course of busi- 
ness”. Section 2A-103(1)(a) (§ 4-2A- 
103(1)(a)). 

“Cancellation”. Section 2A-103(1)(b) 
(§ 4-2A-103(1)(b)). 

“Creditor”. Section 1-201(12) (§ 4-1- 
201(12)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Holder”. Section 1-201(20) (§ 4-1- 
201(20)). 


“Knowledge”. Section 1-201(25) (§ 4-1- 
201(25)). 

“Lease”. Section 2A-103(1)Gj) (§ 4-2A- 
103(1)Q)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessee in the ordinary course of busi- 
ness”. Section 2A-103(1)(0) (§ 4-2A- 
103(1)(o)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 


“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Person”. Section 1-201(30) (§ 4-1- 
201(30)). 
“Remedy”. Section 1-201(34) (§ 4-1- 
201(34)). 
“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). 


“Security interest”. Section 1-201(37) 
(§ 4-1-201(37)). 


“Termination”. Section 2A-103(1)(z) 
(§ 4-2A-103(1)(z)). 

“Value”. Section 1-201(44) (§ 4-1- 
201(44)). 

“Writing”. Section 1-201(46) (§ 4-1- 
201(46)). 


Official Comment to Section 2A-311 (A.C.A. § 4-2A-311) 


Uniform Statutory Source: Section 9-316 
(§ 4-9-316). 


Purposes: The several preceding sections 
deal with questions of priority. This sec- 
tion (§ 4-2A-311) is inserted to make it 
entirely clear that a person entitled to 
priority may effectively agree to subordi- 
nate the claim. Only the person entitled to 


priority may make such an agreement: 
the rights of such a person cannot be 
adversely affected by an agreement to 
which that person is not a party. 


Cross References: 

Sections 1-102 and 2A-304 through 2A- 
310 (§§ 4-1-102 and 4-2A-304 — 4-2A- 
310). 
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Definitional Cross References: 
“Agreement”. Section 1-201(3) (§ 4-1- 
201(3)). 
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“Person”. Section 1-201(30) (§ 4-1- 


201(30)). 


Official Comment to Section 2A-401 (A.C.A. § 4-2A-401) 


Uniform Statutory Source: Section 2-609 
(§ 4-2-609). 


Changes: Revised to reflect leasing prac- 
tices and terminology. Note that in the 
analogue to subsection (3) (§ 4-2A-401(3)) 
(Section 2-609(4)) (§ 4-2-609(4)), the ad- 
jective “justified” modifies demand. The 
adjective was deleted here as unnecessary, 
implying no substantive change. 


Definitional Cross References: 

“Aggrieved party”. Section 1-201(2) 
(§ 4-1-201(2)). 
“Agreed”. 

201(3)). 
“Between merchants”. Section 2-104(3) 
(§ 4-2-104(3)). 


Section 1-201(3) (§ 4-1- 


“Conforming”. Section 2A-103(1) (d) 
(§ 4-2A-103(1) (d)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Lease contract”. Section 2A-103(1)() 
(§ 4-2A-103(1)(1)). 

“Party”. Section 
201(29)). 

“Reasonable time”. Section 1-204(1) 
and (2) (§ 4-1-204(1) and (2)). 

“Receipt”. Section 2-103(1)(c) (§ 4-2- 
103(1)(c)). 

“Rights”. 
201(36)). 

“Writing”. Section 1-201(46) (§ 4-1- 
201(46)). 


1-201(29) (§ 4-1- 


Section 1-201(36) (§ 4-1- 


Official Comment to Section 2A-402 (A.C.A. § 4-2A-402) 


Uniform Statutory Source: Section 2-610 
(§ 4-2-610). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 

“Aggrieved party”. Section 1-201(2) 
(§ 4-1-201(2)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)())). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 


“Notifies”. Section 1-201(26) (§ 4-1- 
201(26)). 
“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 


“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 


“Remedy”. Section 1-201(34) (§ 4-1- 
201(34)). 
“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). 
“Value” Section 1-201(44) (§ 4-1- 
201(44)). 


Official Comment to Section 2A-403 (A.C.A. § 4-2A-403) 


Uniform Statutory Source: Section 2-611 
(§ 4-2-611). 


Changes: Revised to reflect leasing prac- 
tices and terminology. Note that in the 
analogue to subsection (2) (§ 4-2A-403(2)) 
(Section 2-611(2)) (§ 4-2-611(2)) the adjec- 
tive “justifiably” modifies demanded. The 
adjective was deleted here (as it was in 
Section 2A-401) (§ 4-2A-401) as unneces- 
sary, implying no substantive change. 


Definitional Cross References: 
“Agerieved party”. Section 1-201(2) 
(§ 4-1-201(2)). 
“Cancellation”. 
(§ 4-2A-103(1)(b)). 
“Lease contract”. Section 2A-103(1)() 
(§ 4-2A-103(1)d)). 


Section 2A-103(1)(b) 


“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). 
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Official Comment to Section 2A-404 (A.C.A. § 4-2A-404) 


Uniform Statutory Source: Section 2-614 
(§ 4-2-614). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 
“Agreed”. Section 1-201(3) 
201(3)). 
“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 


(§ 4-1. 


“Fault”. Section 2A-103(1)(f) (§ 4-2A- 
103(1)(f). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 


Official Comment to Section 2A-405 (A.C.A. § 4-2A-405) 


Uniform Statutory Source: Section 2-615 
(§ 4-2-615). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 


“Agreed”. Section 1-201(3) (§ 4-1- 
201(3)). 
“Contract”. Section 1-201(11) (§ 4-1- 
201(11)). 


“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 

“Good faith”. Sections 1-201(19) and 
2-103(1)(b) (§§ 4-1-01(19) and 4-2- 
103(1)(b)). 


“Knows”. Section 1-201(25) (§ 4-1- 
201(25)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)G)). 


“Lease contract”. Section 2A-103(1)()) 
(§ 4-2A-103(1)(1)). 


“Lessee”. Section 2A-103(1)(n) (§ 4- 
2A-103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4- 
2A-103(1)(p)). 

“Notifies”. Section 1-201(26) (§ 4-1- 
201(26)). 


“Sale”. Section 2-106(1) (§ 4-2-106(1)). 

“Seasonably”. Section 1-204(3) (§ 4-1- 
204(3)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 


Official Comment to Section 2A-406 (A.C.A. § 4-2A-406) 


Uniform Statutory Source: Section 
2-616(1) and (2) (§ 4-2-616(1) and (2)). 


Changes: Revised to reflect leasing prac- 
tices and terminology. Note that subsec- 
tion 1(a) (§ 4-2A-406(1)(a)) allows the les- 
see under a lease, including a finance 
lease, the right to terminate the lease for 
excused performance (Sections 2A-404 
and 2A-405) (§§ 4-2A-404 and 4-2A-405). 
However, subsection l(b) (§ 4-2A- 
406(1)(b)), which allows the lessee the 
right to modify the lease for excused per- 
formance, excludes a finance lease that is 
not a consumer lease. This exclusion is 
compelled by the same policy that led to 
codification of provisions with respect to 
irrevocable promises. Section 2A-407 
(§ 4-2A-407). 


Definitional Cross References: 
“Consumer lease”. Section 2A-103(1)(e) 
(§ 4-2A-103(1)(e)). 


“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 


“Installment lease contract”. Section 
2A-103(1)G) (§ 4-2A-103(1)()). 
“Lease agreement”. Section 2A- 


103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Notice”. 
201(25)). 

“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 

“Receipt”. Section 2-103(1)(c) (§ 4-2- 
103(1)(c)). 


Section 1-201(25) (§ 4-1- 
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“Rights”. Section 1-201(36) (§ 4-1- “Value”. Section 1-201(44) (§ 4-1- 
201(36)). 201(44)). 

“Termination”. Section 2A-103(1)(z) “Written”. Section 1-201(46) (§ 4-1- 
(§ 4-2A-103(1)(z). 201(46)). 


Official Comment to Section 2A-407 (A.C.A. § 4-2A-407) 


Uniform Statutory Source: None. 


Purposes: 

1. This section (§ 4-2A-407) extends 
the benefits of the classic “hell or high 
water” clause to a finance lease that is not 
a consumer lease. This section (§ 4-2A- 
407) is self-executing; no special provision 
need be added to the contract. This section 
(§ 4-2A-407) makes covenants in a fi- 
nance lease irrevocable and independent 
due to the function of the finance lessor in 
a three party relationship: the lessee is 
looking to the supplier to perform the 
essential covenants and warranties. Sec- 
tion 2A-209 (§ 4-2A-209). Thus, upon the 
lessee’s acceptance of the goods the les- 
see’s promises to the lessor under the 
lease contract become irrevocable and in- 
dependent. The provisions of this section 
(§ 4-2A-407) remain subject to the obliga- 
tion of good faith (Sections 2A-103(4) and 
1-203) (§§ 4-2A-103(4) and 4-1-203), and 
the lessee’s revocation of acceptance (Sec- 
tion 2A-517) (§ 4-2A-517). 

2. The section (§ 4-2A-407) requires 
the lessee to perform even if the lessor’s 
performance’ after the lessee’s acceptance 
is not in accordance with the lease con- 
tract; the lessee may, however, have and 
pursue a cause of action against the lessor, 
e.g., breach of certain limited warranties 
(Sections 2A-210 and 2A-211(1)) (§§ 4-2A- 
210 and 4-2A-211(1)). This is appropriate 
because the benefit of the supplier’s prom- 
ises and warranties to the lessor under 
the supply contract and, in some cases, 
the warranty of a manufacturer who is not 
the supplier, is extended to the lessee 
under the finance lease. Section 2A-209 
(§ 4-2A-209). Despite this balance, this 
section (§ 4-2A-407) excludes a finance 
lease that is a consumer lease. That a 
consumer be obligated to pay notwith- 
standing defective goods or the like is a 
principle that is not tenable under case 
law (Unico v. Owen, 50 N.J. 101, 232 A.2d 
405 (1967)), state statute (Unif. Consumer 
Credit Code §§ 3.403-.405, 7A U.L.A. 
126-31 (1974), or federal statute (15 
U.S.C. § 16661 (1982)). 


3. The relationship of the three parties 
to a transaction that qualifies as a finance 
lease is best demonstrated by a hypothet- 
ical. A, the potential lessor, has been con- 
tracted by B, the potential lessee, to dis- 
cuss the lease of an expensive line of 
equipment that B has recently placed an 
order for with C, the manufacturer of such 
goods. The negotiation is completed and A, 
as lessor, and B, as lessee, sign a lease of 
the line of equipment for a 60-month term. 
B, as buyer, assigns the purchase order 
with C to A. If this transaction creates a 
lease (Section 2A-103(1)qj)) (§ 4-2A- 
103(1)q)), this transaction should qualify 
as a finance lease. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 

4. The line of equipment is delivered by 
C to B’s place of business. After installa- 
tion by C and testing by B, B accepts the 
goods by signing a certificate of delivery 
and acceptance, a copy of which is sent by 
B to A and C. One year later the line of 
equipment malfunctions and B falls be- 
hind in its manufacturing schedule. 

5. Under this Article (§ 4-2A-101 et 
seq.), because the lease is a finance lease, 
no warranty of fitness or merchantability 
is extended by A to B. Sections 2A-212(1) 
and 2A-213 (§§ 4-2A-212(1) and 4-2A- 
213). Absent an express provision in the 
lease agreement, application of Section 
2A-210 (§ 4-2A-210) or Section 2A-211(1) 
(§ 4-2A-211(1)), or application of the prin- 
ciples of law and equity, including the law 
with respect to fraud, duress, or the like 
(Sections 2A-103 (4) and 1-103) (§§ 4-2A- 
103 (4) and 4-1-1038), B has no claim 
against A. B’s obligation to pay rent to A 
continues as the obligation became irrevo- 
cable and independent when B accepted 
the line of equipment (Section 2A-407(1)) 
(§ 4-2A-407(1)). B has no right of set-off 
with respect to any part of the rent still 
due under the lease. Section 2A-508(6) 
(§ 4-2A-508(6)). However, B may have an- 
other remedy. Despite the lack of privity 
between B and C (the purchase order with 
C having been assigned by B to A), B may 
have a claim against C. Section 2A-209(1) 
(§ 4-2A-209(1)). 
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6. This section (§ 4-2A-407) does not 
address whether a “hell or high water” 
clause, i.e., a clause that is to the effect of 
this section (§ 4-2A-407), is enforceable if 
included in a finance lease that is a con- 
sumer lease or a lease that is not a finance 
lease. That issue will continue to be deter- 
mined by the facts of each case and other 
law which this section (§ 4-2A-407) does 
not affect. Sections 2A-104, 2A-103(4), 
9-206 and 9-318 (§§ 4-2A-104, 4-2A- 
103(4), 4-9-206 and 4-9-318). However, 
with respect to finance leases that are not 
consumer leases courts have enforced 
“hell or high water” clauses. In re O.P.M. 
Leasing Servs., 21 Bankr. 9938, 1006 
(Bankr. S.D.N.Y. 1982). 

7. Subsection (2) (§ 4-2A-407(2)) fur- 
ther provides that a promise that has 
become irrevocable and independent un- 
der subsection (1) (§ 4-2A-407(1)) is en- 
forceable not only between the parties but 
also against third parties. Thus, the fi- 
nance lease can be transferred or assigned 
without disturbing enforceability. Fur- 
ther, subsection (2) (§ 4-2A-407(2)) also 
provides that the promise cannot, among 
other things, be cancelled or terminated 
without the consent of the lessor. 
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Cross References: 

Sections 1-103, 1-203, 2A-103(1)(g), 2A- 
103(1)G), 2A-103(4), 2A-104, 2A-209, 2A- 
209(1), 2A-210, 2A-211(1), 2A-212(1), 2A- 
213, 2A-517(1)(b), 9-206 and 9-318 (§§ 4- 
1-103, 4-1-203, 4-2A-103(1)(g), 4-2A- 
103(1)G), 4-2A-103(4), 4-2A-104, 4-2A- 
209, 4-2A-209(1), 4-2A-210, 4-2A-211(1), 
4-2A-212(1), 4-2A-2138, 4-2A-517(1)(b), 
4-9-206 and 4-9-318). 


Definitional Cross References: 

“Cancellation”. Section 2A-103(1)(b) 
(§ 4-2A-103(1)(b)). 

“Consumer lease”. Section 2A-103(1)(e) 
(§ 4-2A-103(1)(e)). 

“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease contract”. Section 2A-103(1)() 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 


“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Termination”. Section 2A-103(1)(z) 


(§ 4-2A-103(1)(z)). 


Official Comment to Section 2A-501 (A.C.A. § 4-2A-501) 


Uniform Statutory Source: Section 9-501 
(§ 4-9-501). 


Changes: Substantially revised. 


Purposes: 

1. Subsection (1) (§ 4-2A-501(1)) is new 
and represents a departure from the Arti- 
cle on Secured Transactions (Article 9) 
(§ 4-9-101 et seq.) as the subsection (§ 4- 
2A-501(1)) makes clear that whether a 
party to the lease agreement is in default 
is determined by- this Article (§ 4-2A-101 
et seq.) as well as the agreement. Sections 
2A-508 and 2A-523 (§§ 4-2A-508 and 
4-2A-523). It further departs from Article 
9 (§ 4-9-101 et seq.) in recognizing the 
potential default of either party, a func- 
tion of the bilateral nature of the obliga- 
tions between the parties to the lease 
contract. 

2. Subsection (2) (§ 4-2A-501(2)) is a 
version of the first sentence of Section 
9-501(1) (§ 4-9-501(1)), revised to reflect 
leasing terminology. 

3. Subsection (3) (§ 4-2A-501(3)), an 


expansive version of the second sentence 
of Section 9-501(1) (§ 4-9-501(1)), lists the 
procedures that may be followed by the 
party seeking enforcement; in effect, the 
scope of the procedures listed in subsec- 
tion (3) (§ 4-2A -501(3)) is consistent with 
the scope of the procedures available to 
the foreclosing secured party. 

4. Subsection (4) (§ 4-2A-501(4)) estab- 
lishes that the parties’ rights and reme- 
dies are cumulative. DeKoven, Leases of 
Equipment: Puritan Leasing Company v. 
August, A Dangerous Decision, 12 U.S.F. 
L. Rev. 257, 276-80 (1978). Cumulation, 
and largely unrestricted selection, of rem- 
edies is allowed in furtherance of the 
general policy of the Commercial Code, 
stated in Section 1-106 (§ 4-1-106), that 
remedies be liberally administered to put 
the aggrieved party in as good a position 
as if the other party had fully performed. 
Therefore, cumulation of, or selection 
among, remedies is available to the extent 
necessary to put the aggrieved party in as 
good a position as it would have been in 
had there been full performance. How- 
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ever, cumulation of, or selection among, 
remedies is not available to the extent 
that the cumulation or selection would put 
the aggrieved party in a better position 
than it would have been in had there been 
full performance by the other party. 

5. Section 9-501(3) (§ 4-9-501(3)), 
which, among other things, states that 
certain rules, to the extent they give 
rights to the debtor and impose duties on 
the secured party, may not be waived or 
varied, was not incorporated in this Arti- 
cle (§ 4-2A-101 et seq.). Given the signif- 
icance of freedom of contract in the devel- 
opment of the common law as it applies to 
bailments for hire and the lessee’s lack of 
an equity of redemption, there was no 
reason to impose that restraint. 


Cross References: 
Sections 1-106, 2A-508, 2A-523, Article 
9, especially Sections 9-501(1) and 


157 


9-501(3) (8§ 4-1-106, 4-2A-508, 4-2A-523, 
4-9-101 et seq., especially §§ 4-9-501(1) 
and 4-9-501(3)). 


Definitional Cross References: 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)) 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Party”. 
201(29)). 

“Remedy”. 
201(34)). 

“Rights”. 
201(36)). 


2A- 


Section 1-201(29) (§ 4-1- 


Section 1-201(34) (§ 4-1- 


Section 1-201(36) (§ 4-1- 


Official Comment to Section 2A-502 (A.C.A. § 4-2A-502) 


Uniform Statutory Source: None. 


Purposes: This section (§ 4-2A-502) 
makes clear that absent agreement to the 
contrary or provision in this Article (§ 4- 
2A-101 et seq.) to the contrary, e.g., Sec- 
tion 2A-516(3)(a) (§ 4-2A-516(3) (a)), the 
party in default is not entitled to notice of 
default or enforcement. While a review of 
Part 5 of Article 9 (§ 4-9-501 et seq.) leads 
to the same conclusion with respect to 
giving notice of default to the debtor, it is 
never stated. Although Article 9 (§ 4-9- 
101 et seq.) requires notice of disposition 
and strict foreclosure, the different 
scheme of lessors’ and lessees’ rights and 
remedies developed under the common 
law, and codified by this Article (§ 4-2A- 
101 et seq.), generally does not require 
notice of enforcement; furthermore, such 
notice is not mandated by due process 
requirements. However, certain sections 


of this Article (§ 4-2A-101 et seq.) do re- 
quire notice. E.g., Section 2A-517(2) (§ 4- 
2A-517(2)). 


Cross References: 

Sections 2A-516(3)(a), 2A-517(2), and 
Article 9, esp. Part 5 (§ 4-2A-516(3)(a), 
4-2A-517(2), and 4-9-101 et seq., esp. 4-9- 
501 et seq.). 


Definitional Cross References: 
“Lease agreement”. Section 
103(1)(k) ($ 4-2A-103(1)(k)). 
“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(])). 
“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 
“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
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103(1)(p)). 
“Notice”. Section 1-201(25) (§ 4-1- 
201(25)). 
“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 


Official Comment to Section 2A-503 (A.C.A. § 4-2A-503) 


Uniform Statutory Source: Sections 2-719 
and 2-701 (§§ 4-2-719 and 4-2-701). 


Changes: Rewritten to reflect lease termi- 
nology and to clarify the relationship be- 
tween this section (§ 4-2A-503) and Sec- 
tion 2A-504 (§ 4-2A-504). 


Purposes: 
1. A significant purpose of this Part 


(§ 4-2A-501 et seq.) is to provide rights 
and remedies for those parties to a lease 
who fail to provide them by agreement or 
whose rights and remedies fail of their 
essential purpose or are unenforceable. 
However, it is important to note that this 
implies no restriction on freedom to con- 
tract. Sections 2A-103(4) and 1-102(3) 
($§ 4-2A-103(4) and 4-1-102(3)). Thus, 
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subsection (1) (§ 4-2A-503(1)), a revised 
version of the provisions of Section 
2-719(1) (§ 4-2-719(1)), allows the parties 
to the lease agreement freedom to provide 
for rights and remedies in addition to or in 
substitution for those provided in this 
Article (§ 4-2A-101 et seq.) and to alter or 
limit the measure of damages recoverable 
under this Article (§ 4-2A-101 et seq.). 
Except to the extent otherwise provided in 
this Article (§ 4-2A-101 et seq.) (e.g., Sec- 
tions 2A-105, 106 and 108(1) and (2)) 
(§§ 4-2A-105, 106 and 108(1) and (2)), this 
Part (§ 4-2A-501 et seq.) shall be con- 
strued neither to restrict the parties’ abil- 
ity to provide for rights and remedies or to 
limit or alter the measure of damages by 
agreement, not to imply disapproval of 
rights and remedy schemes other than 
those set forth in this Part (§ 4-2A-501 et 
seq.). 

2. Subsection (2) (§ 4-2A-503(2)) 
makes explicit with respect to this Article 
(§ 4-2A-101 et seq.) what is implicit in 
Section 2-719 (§ 4-2-719) with respect to 
the Article on Sales (Article 2) (§ 4-2-101 
et seq.): if an exclusive remedy is head to 
be unconscionable, remedies under this 
Article (§ 4-2A-101 et seq.) are available. 
Section 2-719 (§ 4-2-719) official comment 
Le 

3. Subsection (3) (§ 4-2A-503(3)), a re- 
vision of Section 2-719(3) (§ 4-2-719(3)), 
makes clear that consequential damages 
may also be liquidated. Section 2A-504(1) 
(§ 4-2A-504(1)). 

4. Subsection (4) (§ 4-2A-503(4)) is a 
revision of the provisions of Section 2-701 
(§ 4-2-701). This subsection (§ 4-2A-503 
(4)) leaves the treatment of default with 
respect to obligations or promises collat- 
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eral or ancillary to the lease contract to 
other law. Sections 2A-103(4) and 1-103 
(§§ 4-2A-103(4) and 4-1-103). An example 
of such an obligation would be that of the 
lessor to the secured creditor which has 
provided the funds to leverage the lessor’s 
lease transaction; an example of such a 
promise would be that of the lessee, as 
seller, to the lessor, as buyer, in a 
saleleaseback transaction. 


Cross References: 

Sections 1-102(3), 1-103, Article 2, espe- 
cially Sections 2-701, 2-719, 2-719(1), 
2-719(3), 2-719 official comment 1, and 
Sections 2A-103(4), 2A-105, 2A-106, 2A- 
108(1), 2A-108(2), and 2A- 504 (§§ 4-1- 
102(3), 4-1-103, 4-2-101 et seq., especially 
§§ 4-2- 701, 4-2-719, 4-2-719(1), 4-2- 
719(3), 4-2-719 official comment 1, and 
§§ 4-2A-103(4), 4-2A-105, 4-2A-106, 4-2A- 
108(1), 4-2A-108(2), and 4-2A-504). 


Definitional Cross References: 

“Agreed”. Section 1-201(3) 
201(3)). 

“Consumer goods”. 
(§ 4-9-109 (1)) 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)()) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Person”. 
201(30)). 

“Remedy”. 
201(34)). 

“Rights”. 
201(36)). 


(§ 4-1- 
Section 9-109(1) 
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Section 1-201(30) (§ 4-1- 
Section 1-201(34) (§ 4-1- 


Section 1-201(36) (§ 4-1- 


Official Comment to Section 2A-504 (A.C.A. § 4-2A-504) 


Uniform Statutory Source: Sections 
2-718(1), (2), (3) and 2-719(2) (§§ 4-2- 
718(1), (2), (3) and 4-2-719(2)). 


Changes: Substantially rewritten. 


Purposes: 

Many leasing transactions are predi- 
cated on the parties’ ability to agree to an 
appropriate amount of damages or for- 
mula for damages in the event of default 
or other act or omission. The rule with 
respect to sales of goods (Section 2-718) 
(§ 4-2-718) may not be sufficiently flexible 


to accommodate this practice. Thus, con- 
sistent with the common law emphasis 
upon freedom to contract with respect to 
bailments for hire, this section (§ 4-2A- 
504) has created a revised rule that allows 
greater flexibility with respect to leases of 
goods. 

Subsection (1) (§ 4-2A-504(1)), a signif- 
icantly modified version of the provisions 
of Section 2-718(1) (§ 4-2-718(1)), pro- 
vides for liquidation of damages in the 
lease agreement at an amount or by a 
formula. Section 2-718(1) (§ 4-2-718(1)) 
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does not by its express terms include liq- 
uidation by a formula; this change was 
compelled by modern leasing practice. 
Subsection (1) (§ 4-2A-504(1)), in a fur- 
ther expansion of Section 2-718(1) (§ 4-2- 
718(1)), provides for liquidation of dam- 
ages for default as well as any other act or 
omission. 

A liquidated damages formula that is 
common in leasing practice provides that 
the sum of lease payments past due, ac- 
celerated future lease payments, and the 
lessor’s estimated residual interest, less 
the net proceeds of disposition (whether 
by sale or re-lease) of the leased goods is 
the lessor’s damages. Tax indemnities, 
costs, interest and attorney’s fees are also 
added to determine the lessor’s damages. 
Another common liquidated damages for- 
mula utilizes a periodic depreciation allo- 
cation as a credit to the aforesaid amount 
in mitigation of a lessor’s damages. A third 
formula provides for a fixed number of 
periodic payments as a means of liquidat- 
ing damages. Stipulated loss or stipulated 
damage schedules are also common. 
Whether these formulae are enforceable 
will be determined in the context of each 
case by applying a standard of reasonable- 
ness in light of the harm anticipated when 
the formula was agreed to. Whether the 
inclusion of these formulae will affect the 
classification of the transaction as a lease 
or a security interest is to be determined 
by the facts of each case. Section 1-201(37) 
(§ 4-1-201(37)). E.g., In re Noack, 44 
Bankr. 172, 174-75 (Bankr. E.D. Wis. 
1984). 

This section (§ 4-2A-504) does not in- 
corporate two other tests that under sales 
law determine enforceability of liquidated 
damages, i.e., difficulties of proof of loss 
and inconvenience or nonfeasibility of oth- 
erwise obtaining an adequate remedy. The 
ability to liquidate damages is critical to 
modern leasing practice; given the parties’ 
freedom to contract at common law, the 
policy behind retaining these two addi- 
tional requirements here was thought to 
be outweighed. Further, given the expan- 
sion of subsection (1) (§ 4-2A-504(1)) to 
enable the parties to liquidate the amount 
payable with respect to an indemnity for 
loss or diminution of anticipated tax ben- 
efits resulted in another change: the last 
sentence of Section 2-718(1) (§ 4-2- 
718(1)), providing that a term fixing un- 
reasonably large liquidated damages is 
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void as a penalty, was also not incorpo- 
rated. The impact of local, state and fed- 
eral tax laws on a leasing transaction can 
result in an amount payable with respect 
to the tax indemnity many times greater 
than the original purchase price of the 
goods. By deleting the reference to unrea- 
sonably large liquidated damages the par- 
ties are free to negotiate a formula, re- 
strained by the rule of reasonableness in 
this section (§ 4-2A-504). These changes 
should invite the parties to liquidate dam- 
ages. Peters, Remedies for Breach of Con- 
tracts Relating to the Sale of Goods Under 
the Uniform Commercial Code: A 
Roadmap for Article Two, 73 Yale L.J. 199, 
278 (1963). 

Subsection (2) (§ 4-2A-504(2)), a re- 
vised version of Section 2-719(2) (§ 4-2- 
719(2)), provides that if the liquidated 
damages provision is not enforceable or 
fails of its essential purpose, remedy may 
be had as provided in this Article (§ 4-2A- 
101 et seq.). 

Subsection (3)(b) of this section (§ 4-2A- 
504(3)(b)) differs from subsection (2)(b) of 
Section 2-718 (§ 4-2-718(2)(b)); in the ab- 
sence of a valid liquidated damages 
amount or formula the lessor is permitted 
to retain 20 percent of the present value of 
the total rent payable under the lease. 
The alternative limitation of $500 con- 
tained in Section 2-718 (§ 4-2-718) is de- 
leted as unrealistically low with respect to 
a lease other than a consumer lease. 


Cross References: 

Sections 1-201(37), 2-718, 2-718(1), 
2-718(2)(b) and 2-719(2) (§§ 4-1-201(37), 
4-2-718, 4-2-718(1), 4-2-718(2)(b) and 4-2- 
719(2)). 


Definitional Cross References: 

“Consumer lease”. Section 2A-103(1)(e) 
(§ 4-2A-103(1)(e)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Insolvent”. Section 1-201(23) (§ 4-1- 
201(23)). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)()). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 
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“Lessor’s residual interest”. Section 2A- 
103(1)(q) (§ 4-2A-103(1)(q)). 

“Party”. Section 1-201(29) 
201(29)). 

“Present value”. Section 2A-103(1)(u) 
(§ 4-2A-103(1)(u)). 

“Remedy”. Section 1-201(34) (§ 4-1- 
201(34)). 


(Saat 
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“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). 
“Term”. Section 1-201(42) (§ 4-1- 
201(42)). 
“Value”. Section 1-201(44) (§ 4-1- 
201(44)). 


Official Comment to Section 2A-505 (A.C.A. § 4-2A-505) 


Uniform Statutory Source: Sections 
2-106(3) and (4), 2-720 and 2-721 (§§ 4-2- 
106(3) and (4), 4-2-720 and 4-2-721). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 
“Cancellation”. Section 2A-103(1)(b) 
(§ 4-2A-103(1)(b)). 
“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 


“Lease contract”. Section 2A-103(1)() 
(§ 4-2A-103(1)()). 


“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Remedy”. Section 1-201(34) (§ 4-1- 
201(34)). 
“Rights”. Section 1-201(86) (§ 4-1- 
201(36)). 
“Termination”. Section 2A-103(1)(z) 


(§ 4-2A-103(1)(z)). 


Official Comment to Section 2A-506 (A.C.A. § 4-2A-506) 


Uniform Statutory Source: Section 2-725 
(§ 4-2-725). 


Changes: Substantially rewritten. 


Purposes: 

Subsection (1) (§ 4-2A-506(1)) does not 
incorporate the limitation found in Sec- 
tion 2-725(1) (§ 4-2-725(1)) prohibiting 
the parties from extending the period of 
limitation. Breach of warranty and in- 
demnity claims often arise in a lease 
transaction; with the passage of time such 
claims often diminish or are eliminated. 
To encourage the parties to commence 
litigation under these circumstances 
makes little sense. 

Subsection (2) (§ 4-2A-506(2)) states 
two rules for determining when a cause of 
action accrues. With respect to default, 
the rule of Section 2-725(2) (§ 4-2-725(2)) 
is not incorporated in favor of a more 
liberal rule of the later of the date when 


the default occurs or when the act or 
omission on which it is based is or should 
have been discovered. With respect to in- 
demnity, a similarly liberal rule is 
adopted. 


Cross References: 
Sections 2-725(1) and 2-725(2) (§§ 4-2- 
725(1) and 4-2-725(2)). 


Definitional Cross References: 
“Action”. Section 1-201(1) 
201(1)). 
“Aggrieved party”. 
(§ 4-1-201(2)). 
“Lease contract”. Section 2A-103(1)() 
(§ 4-2A-103(1)())). 
“Party”. Section 
201(29)). 
“Remedy”. 
201(34)). 
“Termination”. 
(§ 4-2A-103(1)(z). 


(§ 4-1- 
Section 1-201(2) 
1-201(29) (§ 4-1- 
Section 1-201(34) (§ 4-1- 


Section 2A-103(1)(z) 


Official Comment to Section 2A-507 (A.C.A § 4-2A-507) 


Uniform Statutory Source: Sections 2-723 
and 2-724 (§§ 4-2-723 and 4-2-724). 


Changes: Revised to reflect leasing prac- 
tices and terminology. Sections 2A-519 
and 2A-528 (§§ 4-2A-519 and 4-2A-528) 


specify the times as of which market rent 
is to be determined. 


Definitional Cross References: 
“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 


COMMENTARIES 


“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)q)). 

“Lease agreement”. Section 2A- 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Notice”. Section 1-201(25) (§ 4-1- 
201(25)). 

“Party”. Section 1-201(29) (§ 4-1- 
201(29). 
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“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 

“Usage of trade”. Section 1-205 (§ 4-1- 
205). 

“Value”. 
201(44)). 


Section 1-201(44) (§ 4-1- 


Official Comment to Section 2A-508 (A.C.A. § 4-2A-508) 


Uniform Statutory Source: Sections 2-711 
and 2-717 (§§ 4-2-711 and 4-2-717). 


Changes: Substantially rewritten. 


Purposes: 

1. This section (§ 4-2A-508) is an index 
to Sections 2A-509 through 522 (§§ 4-2A- 
509 — 522) which set out the lessee’s 
rights and remedies after the lessor’s de- 
fault. The lessor and the lessee can agree 
to modify the rights and remedies avail- 
able under this Article (§ 4-2A-101 et 
seq.); they can, among other things, pro- 
vide that for defaults other than those 
specified in subsection (1) (§ 4-2A-508(1)) 
the lessee can exercise the rights and 
remedies referred to in subsection (1) 
(§ 4-2A-508(1)); and they can create a 
new scheme of rights and remedies trig- 
gered by the occurrence of the default. 
Sections 2A-103(4) and 1-102(3) (§§ 4-2A- 
103(4) and 4-1-102(3)). 

2. Subsection (1) (§ 4-2A-508(1)), a 
substantially rewritten version of the pro- 
visions of Section 2-711(1) (§ 4-2-711(1)), 
lists three cumulative remedies of the 
lessee where the lessor has failed to de- 
liver conforming goods or has repudiated 
the contract, or the lessee has rightfully 
rejected or justifiably revoked. Sections 
2A-501(2) and (4) (§§ 4-2A-501(2) and 
(4)). Subsection (1) (§ 4-2A-508(1)) also 
allows the lessee to exercise any contrac- 
tual remedy. This Article (§ 4-2A-101 et 
seq.) rejects any general doctrine of elec- 
tion of remedy. To determine if one remedy 
bars another in a particular case is a 
function of whether the lessee has been 
put in as good a position as if the lessor 
had fully performed the lease agreement. 
Use of multiple remedies is barred only if 
the effect is to put the lessee in a better 
position than it would have been in had 
the lessor fully performed under the lease. 
Sections 2A-103(4), 2A-501(4), and 
1-106(1) (§§ 4-2A-103(4), 4-2A-501(4), 


and 4-1-106(1)). Subsection (1)(b) (§ 4-2A- 
508(1)(b)), in recognition that no bright 
line can be created that would operate 
fairly in all installment lease cases and in 
recognition of the fact that a lessee may be 
able to cancel the lease (revoke acceptance 
of the goods) after the goods have been in 
use for some period of time, does not 
require that all lease payments made by 
the lessee under the lease be returned 
upon cancellation. Rather, only such por- 
tion as is just of the rent and security 
payments made may be recovered. If a 
defect in the goods is discovered immedi- 
ately upon tender to the lessee and the 
goods are rejected immediately, then the 
lessee should recover all payments made. 
lf, however, for example, a 36-month 
equipment lease is terminated in the 12th 
month because the lessor has materially 
breached the contract by failing to per- 
form its maintenance obligations, it may 
be just to return only a small part or none 
of the rental payments already made. 

3. Subsection (2) (§ 4-2A-508(2)), a ver- 
sion of the provisions of Section 2-711(2) 
(§ 4-2-711(2)) revised to reflect leasing 
terminology, lists two alternative reme- 
dies for the recovery of the goods by the 
lessee; however, each of these remedies is 
cumulative with respect to those listed in 
subsection (1) (§ 4-2A-508(1)). 

4. Subsection (3) (§ 4-2A-508(3)) is 
new. It covers defaults which do not de- 
prive the lessee of the goods and which are 
not so serious as to justify rejection or 
revocation of acceptance under subsection 
(1) (§ 4-2A-508(1)). It also covers defaults 
for which the lessee could have rejected or 
revoked acceptance of the goods but elects 
not to do so and retains the goods. In 
either case, a lessee which retains the 
goods is entitled to recover damages as 
stated in Section 2A-519(3) (§ 4-2A- 
519(3)). That measure of damages is “the 
loss resulting in the ordinary course of 
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events from the lessor’s default as deter- 
mined in any manner that is reasonable 
together with incidental and consequen- 
tial damages, less expenses saved in con- 
sequence of the lessor’s breach.” 

5. Subsection (1)(d) (§ 4-2A-508(1)(d)) 
and subsection (3) (§ 4-2A-508(3)) recog- 
nize that the lease agreement may pro- 
vide rights and remedies in addition to or 
different from those which Article 2A(§ 4- 
2A-101 et seq.) provides. In particular, 
subsection (3) (§ 4-2A-508(3)) provides 
that the lease agreement may give the 
remedy of cancellation of the lease for 
defaults by the lessor that would not oth- 
erwise be material defaults which would 
justify cancellation under subsection (1) 
(§ 4-2A-508(1)). If there is a right to can- 
cel, there is, of course, a right to reject or 
revoke acceptance of the goods. 

6. Subsection (4) (§ 4-2A-508(4)) is new 
and merely adds to the completeness of 
the index by including a reference to the 
lessee’s recovery of damages upon the les- 
sor’s breach of warranty; such breach may 
not rise to the level of a default by the 
lessor justifying revocation of acceptance. 
If the lessee properly rejects or revokes 
acceptance of the goods because of a 
breach of warranty, the rights and reme- 
dies are those provided in subsection (1) 
(§ 4-2A-508(1)) rather than those in Sec- 
tion 2A-519(4) (§ 4-2A-519(4)). 

7. Subsection (5) (§ 4-2A-508(5)), a re- 
vised version of the provisions of Section 
2-711(3) (§ 4-2-711(3)), recognizes, on 
rightful rejection or justifiable revocation, 
the lessee’s security interest in goods in its 
possession and control. Section 9-113 
(§ 4-9-113), which recognized security in- 
terests arising under the Article on Sales 
(Article 2) (§ 4-2-101 et seq.), was 
amended with the adoption of this Article 
(§ 4-2A-101 et seq.) to reflect the security 
interests arising under this Article (§ 4- 
2A-101 et seq.). Pursuant to Section 2A- 
511(4) (§ 4-2A-511(4)), a purchaser who 
purchases goods from the lessee in good 
faith takes free of any rights of the lessor, 
or in the case of a finance lease the sup- 
plier. Such goods, however, must have 
been rightfully rejected and disposed of 
pursuant to Section 2A-511 or 2A-512 
(§ 4-2A-511 or 4-2A-512). However, Sec- 
tion 2A-517(5) (§ 4-2A-517(5)) provides 
that the lessee will have the same rights 
and duties with respect to goods where 
acceptance has been revoked as with re- 
spect to goods rejected. Thus, Section 2A- 
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511(4) (§ 4-2A-511(4)) will apply to the 
lessee’s disposition of such goods. 

8. Pursuant to Section 2A-527(5) (§ 4- 
2A-527(5)), the lessee must account to the 
lessor for the excess proceeds of such dis- 
position, after satisfaction of the claim 
secured by the lessee’s security interest. 

9. Subsection (6) (§ 4-2A-508(6)), a 
slightly revised version of the provisions 
of Section 2-717 (§ 4-2-717), sanctions a 
right of set-off by the lessee, subject to the 
rule of Section 2A-407 (§ 4-2A-407) with 
respect to irrevocable promises in a fi- 
nance lease that is not a consumer lease, 
and further subject to an enforceable “hell 
or high water” clause in the lease agree- 
ment. Section 2A-407 (§ 4-2A-407) official 
comment. No attempt is made to state 
how the set-off should occur; this is to be 
determined by the facts of each case. 

10. There is no special treatment of the 
finance tease in this section (§ 4-2A-508). 
Absent supplemental principles of law 
and equity to the contrary, in the case of 
most finance leases, following the lessee’s 
acceptance of the goods the lessee will 
have no rights or remedies against the 
lessor, because the lessor’s obligations to 
the lessee are minimal. Sections 2A-210 
and 2A-211(1) (§§ 4-2A-210 and 4-2A- 
211(1)). Since the lessee will look to the 
supplier for performance, this is appropri- 
ate. Section 2A-209 (§ 4-2A-209). 


Cross References: 

Sections 1-102(3), 1-103, 1-106(1), Arti- 
cle 2, especially Sections 2-711, 2-717 and 
Sections 2A-103(4), 2A-209, 2A-210, 2A- 
211(1), 2A-407, 2A-501(2), 2A-501(4), 2A- 
509 through 2A-522, 2A-511(3), 2A-517(5), 
2A-527(5) and Section 9-113 §§ 4-1- 
102(3), 4-1-1038, 4-1-106(1), 4-2-101 et 
seq., especially §§ 4-2-711, 4-2-717 and 
§§ 4-2A-103(4), 4-2A-209, 4-2A-210, 4-2A- 
211(1), 4-2A-407, 4-2A-501(2), 4-2A- 
501(4), 4-2A-509 — 4-2A-522, 4-2A-511(3), 
4-2A-517(5), 4-2A-527(5) and § 4-9-1183). 


Definitional Cross References: 

“Conforming”. Section 2A-103(1)(d) 
(§ 4-2A-103(1)(d)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Good faith”. Sections 1-201(19) and 


2-103(1)(b) (§§ 4-1-201(19) and 4-2- 
103(1)(b)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 


“Installment lease contract”. Section 


2A-103(1)(i) (§ 4-2A-103(1)()). 


COMMENTARIES 


“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)()). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Notifies”. 
201(26)). 

“Receipt”. Section 2-103(1)(c) (§ 4-2- 
103(1)(c)). 


Section 1-201(26) (§ 4-1- 
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“Remedy”. Section 1-201(34) (§ 4-1- 
201(34)). 
“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). 


“Security interest”. Section 1-201(37) 
(§ 4-1-201(37)). 

“Value”. Section 
201(44)). 


1-201(44) (§ 4-1- 


Official Comment to Section 2A-509 (A.C.A. § 4-2A-509) 


Uniform Statutory Source: Sections 2-601 
and 2-602(1) (§§ 4-2-601 and 4-2-602(1)). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 

“Commercial unit”. Section 2A-103(1)(c) 
(§ 4-2A-103(1)(c)). 

“Conforming”. 
(§ 4-2A-103(1)(d)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Installment lease contract”. 
2A-103(1)G) (§ 4-2A-103(1)()). 


Section 2A-103(1)(d) 


Section 


“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)())). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Notifies”. 
201(26)). 

“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 

“Rights”. Section 1-201(86) (§ 4-1- 
201(36)). 

“Seasonably”. Section 1-204(3) (§ 4-1- 
204(3)). 


Section 1-201(26) (§ 4-1- 


Official Comment to Section 2A-510 (A.C.A. § 4-2A-510) 


Uniform Statutory Source: Section 2-612 
(§ 4-2-612). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 

“Action”. Section 1-201(1) 
201(1)). 

“Aggrieved party”. 
(§ 4-1-201(2)). 

“Cancellation”. 
(§ 4-2A-103(1)(b)). 

“Conforming”. Section 2A-103(1)(d) (5 
4-2A-103(1)(d)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 


(§ 4-1- 
Section 1-201(2) 


Section 2A-103(1)(b) 


“Installment lease contract”. Section 
2A-103(1)G) (§ 4-2A-103(1)(i)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Notifies”. 
201(26)). 

“Seasonably”. Section 1-204(3) (§ 4-1- 
204(3)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 

“Value”. Section 
201(44)). 


Section 1-201(26) (§ 4-1- 


1-201(44) (§ 4-1- 


Official Comment to Section 2A-511 (A.C.A. § 4-2A-511) 


Uniform Statutory Source: Sections 2-603 
and 2-706(5) (§§ 4-2-603 and 4-2-706(5)). 


Changes: Revised to reflect leasing prac- 
tices and terminology. This _ section 


(§ 1184-2A-511), by its terms, applies to 
merchants as well as others. Thus, in 
construing the section (§ 4-2A-511) it is 
important to note that under this Act 
(§ 4-1-101 et seq.) the term good faith is 
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defined differently for merchants (Section 
2-103(1) (b)) (§ 4-2-103(1) (b)) than for 
others (Section 1-201(19)) (§ 4-1-201(19)). 
Section 2A-103(3) and (4) (§ 4-2A-103(3) 
and (4)). 


Definitional Cross References: 

“Action”. Section 1-201(1) 
201(1)). 

“Good faith”. Sections 1-201(19) and 
2-103(1)(b) (§§ 4-1-201(19) and 4-2- 
103(1)(b)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)Q)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 


(§ 4-1- 
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“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Merchant lessee”. Section 2A-103(1)(t) 
(§ 4-2A-103(1)(t)). 

“Purchaser”. Section 1-201(33) (§ 4-1- 
201(33)). 

“Rights”. 
201(36)). 

“Security interest”. Section 1-201(37) 
(§ 4-1-201(37)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 

“Value”. Section 
201(44)). 


Section 1-201(36) (§ 4-1- 


1-201(44) (§ 4-1- 


Official Comment to Section 2A-512 (A.C.A. § 4-2A-512) 


Uniform Statutory Source: Sections 
2-602(2)(b) and (c) and 2-604 (§§ 4-2- 
602(2)(b) and (c) and 4-2-604). 


Changes: Substantially rewritten. 


Purposes: The introduction to subsection 
(1) (§ 4-2A-512(1)) references goods that 
threaten to decline in value speedily and 
not perishables, the reference in Section 
2-604 (§ 4-2-604), the statutory analogue. 
This is a change in style, not substance, as 
the first phrase includes the second. Sub- 
paragraphs (a) and (c) (§ 4-2A-512(a) and 
(c)) are revised versions of the provisions 
of Section 2-602(2)(b) and (c) (§ 4-2- 
602(2)(b) and (c)). Subparagraph (a) (§ 4- 
2A-512(1)(a)) states the rule with respect 
to the lessee’s treatment of goods in its 
possession following rejection; subpara- 
graph (b) (§ 4-2A-512(1)(b)) states the 
rule regarding such goods if the lessor or 
supplier then fails to give instructions to 
the lessee. If the lessee performs in a 
fashion consistent with subparagraphs (a) 
and (b) (§ 4-2A-512(1)(a) and (b)), sub- 
paragraph (c) (§ 4-2A-512(1)(c)) exoner- 
ates the lessee. 


Cross References: 

Sections 2-602(2)(b), 2-602(2)(c) and 
2-604 (§§ 4-2-602(2)(b), 4-2-602(2)(c) and 
4-2-604). 


Definitional Cross References: 

“Action”. Section 1-201(1) 
201(1)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Notification”. Section 1-201(26) (§ 4-1- 
201(26)). 

“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 

“Seasonably”. Section 1-204(3) (§ 4-1- 
204(3)). 

“Security interest”. Section 1-201(37) 
(§ 4-1-201(37)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 

“Value”. Section 
201(44)). 


(SeeeL. 


1-201(44) (§ 4-1- 


Official Comment to Section 2A-513 (A.C.A. § 4-2A-513) 


Uniform Statutory Source: Section 2-508 
(§ 4-2-508). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 
“Conforming”. Section 2A-103(1)(d) 
(§ 4-2A-103(1)(d)). 


“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Lease contract”. Section 2A-103(1)(]1) 
(§ 4-2A-103(1)()). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 


COMMENTARIES 


“Money”. Section 1-201(24) (§ 4-1- 
201(24)). 

“Notifies”. Section 1-201(26) (§ 4-1- 
201(26)). “Reasonable time”. Section 


1-204(1) and (2) (§ 4-1-204(1) and (2)). 
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“Seasonably”. Section 1-204(3) (§ 4-1- 
204(3)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 


Official Comment to Section 2A-514 (A.C.A. § 4-2A-514) 


Uniform Statutory Source: Section 2-605 
(§ 4-2-605). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Purposes: The principles applicable to the 
commercial practice of payment against 
documents (subsection 2) (§ 4-2A-514(2)) 
are explained in official comment 4 to 
Section 2-605 (§ 4-2-605), the statutory 
analogue to this section (§ 4-2A-514),. 


Cross References: 
Section 2-605 official comment 4 (§ 4-2- 
605 official comment 4). 


Definitional Cross References: 
“Between merchants”. Section 2-104(3) 
(§ 4-2-104(3)). 


“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Rights”. 
201(36)). 

“Seasonably”. Section 1-204(3) (§ 4-1- 
204(3)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 
“Writing”. 

201(46)). 


Section 1-201(36) (§ 4-1- 


Section 1-201(46) (§ 4-1- 


Official Comment to Section 2A-515 (A.C.A., § 4-2A-515) 


Uniform Statutory Source: Section 2-606 
(§ 4-2-606). 


Changes: The provisions of Section 
2-606(1)(a) (§ 4-2-606(1)(a)) were sub- 
stantially rewritten to provide that the 
lessee’s conduct may signify acceptance. 
Further, the provisions of Section 2- 
606(1)(c) (§ 4-2-606(1)(c)) were not incor- 
porated as irrelevant given the lessee’s 
possession and use of the leased goods. 


Cross References: 
Sections 2-606(1)(a) and 2-606(1)(c) 
(§§ 4-2-606(1)(a) and 4-2-606(1)(c)). 


Definitional Cross References: 

“Commercial unit”. Section 2A-103(1)(c) 
(§ 4-2A-103(1)(c)). 

“Conforming”. 
(§ 4-2A-103(1)(d)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 


Section 


2A-103(1)(d) 


Official Comment to Section 2A-516 (A.C.A. § 4-2A-516) 


Uniform Statutory Source: Section 2-607 
(§ 4-2-607). 


Changes: Substantially revised. 


Purposes: 

1. Subsection (2) (§ 4-2A-516(2)) cre- 
ates a special rule for finance leases, pre- 
cluding revocation if acceptance is made 
with knowledge of nonconformity with re- 
spect to the lease agreement, as opposed 
to the supply agreement; this is not ineq- 


uitable as the lessee has a direct claim 
against the supplier. Section 2A-209(1) 
(§ 4-2A-209(1)). Revocation of acceptance 
of a finance lease is permitted if the les- 
see’s acceptance was without discovery of 
the nonconformity (with respect to the 
lease agreement, not the supply agree- 
ment) and was reasonably induced by the 
lessor’s assurances. Section 2A-517(1)(b) 
(§ 4-2A-517(1)(b)). Absent exclusion or 
modification, the lessor under a finance 
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lease makes certain warranties to the 
lessee. Sections 2A-210 and 2A-211(1) 
(§§ 4-2A-210 and 4-2A-211(1)). Revoca- 
tion of acceptance is not prohibited even 
after the lessee’s promise has become ir- 
revocable and independent. Section 2A- 
407 (§ 4-2A-407) official comment. Where 
the finance lease creates a security inter- 
est, the rule may be to the contrary. Gen- 
eral Elec. Credit Cord. of Tennessee v. 
Ger-Beck Mach. Co., 806 F.2d 1207 (8rd 
Cir. 1986). 

2. Subsection (3) (a) (§ 4-2A-516(3)(a)) 
requires the lessee to give notice of de- 
fault, within a reasonable time after the 
lessee discovered or should have discov- 
ered the default. In a finance lease, notice 
may be given either to the supplier, the 
lessor, or both, but remedy is barred 
against the party not notified. In a finance 
lease, the lessor is usually not liable for 
defects in the goods and the essential 
notice is to the supplier. While notice to 
the finance lessor will often not give any 
additional rights to the lessee, it would be 
good practice to give the notice since the 
finance lessor has an interest in the goods. 
Subsection (3) (a) (§ 4-2A-516(3)(a)) does 
not use the term finance lease, but the 
definition of supplier is a person from 
whom a lessor buys or leases goods to be 
leased under a finance lease. Section 2A- 
103(1)(x) (§ 4-2A-103(1)(x)). Therefore, 
there can be a “supplier” only in a finance 
lease. Subsection (4) (§ 4-2A-516(4)) ap- 
plies similar notice rules as to lessors and 
supplier if a lessee is sued for a breach of 
warranty or other obligation for which a 
lessor or supplier is answerable over. 

3. Subsection (3)(b) (§ 4-2A-516(3)(b)) 
requires the lessee to give the lessor notice 
of litigation for infringement or the like. 
There is an exception created in the case 
of a consumer lease. While such an excep- 
tion was considered for a finance lease, it 
was not created because it was not neces- 
sary - the lessor in a finance lease does not 
give a warranty against infringement. 
Section 2A-211(2) (§ 4-2A-211(2)). Even 
though not required under subsection 
(3)(b) (§ 4-2A-516(3)(b)), the lessee who 
takes under a finance lease should con- 
sider giving notice of litigation for in- 
fringement or the like to the supplier, 
because the lessee obtains the benefit of 
the suppliers’ promises subject to the sup- 
pliers’ defenses or claims. Sections 2A- 
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209(1) and 2-607(3)(b) (§§ 4-2A-209(1) 
and 4-2-607(3)(b)). 


Cross References: 

Sections 2-607(3)(b), 2A-103(1)(x), 2A- 
209(1), 2A-210, 2A-211(1), 2A-211(2), 2A- 
407 official comment and 2A-517(1)(b) 
(§§ 4-2-607(3)(b), 4-2A-103(1)(x), 4-2A- 
209(1), 4-2A-210, 4-2A-211(1), 4-2A- 
211(2), 4-2A-407 official comment and 
4-2A-517(1)(b)). 


Definitional Cross References: 

“Action”. Section 1-201(1) 
201(1)). 

“Agreement”. Section 1-201(3) (§ 4-1- 
201(3)). 

“Burden of establishing”. Section 
1-201(8) (§ 4-1-201(8)). 

“Conforming”. Section 
(§ 4-2A-103(1)(d)). 

“Consumer lease”. Section 2A-103(1)(e) 
(§ 4-2A-103(1)(e)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Discover”. Section 1-201(25) (§ 4-1- 
201(25)). 

“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Knowledge”. Section 1-201(25) (§ 4-1- 
201(25)). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)())). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Notice”. 
201(25)). 

“Notifies”. 
201(26)). 

“Person”. 
201(30)). 

“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 

“Receipt”. Section 2-103(1)(c) (§ 4-2- 
103(1)(c)). 

“Remedy”. 
201(34)). 

“Seasonably”. Section 1-204(3) (§ 4-1- 
204(3)). 

“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 
“Written”. 

201(46)). 


(3 421- 


2A-103(1)(d) 


2A- 


Section 1-201(25) (§ 4-1- 


Section 1-201(26) (§ 4-1- 
Section 1-201(30) (§ 4-1- 


Section 1-201(34) (§ 4-1- 


Section 1-201(46) (§ 4-1- 


COMMENTARIES 
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Official Comment to Section 2A-517 (A.C.A. § 4-2A-517) 


Uniform Statutory Source: Section 2-608 
(§ 4-2-608). 


Changes: Revised to reflect leasing prac- 
tices and terminology. Note that in the 
case of a finance lease the lessee retains a 
limited right to revoke acceptance. Sec- 
tions 2A-517(1) (b) and 2A-516 (§§ 4-2A- 
517(1) (b) and 4-2A-516) official comment. 
New subsections (2) and (3) (§ 4-2A- 
517(2) and (3)) added. 


Purposes: 

1. The section (§ 4-2A-517) states the 
situations under which the lessee may 
return the goods to the lessor and cancel 
the lease. Subsection (2) (§ 4-2A-517(2)) 
recognizes that the lessor may have con- 
tinuing obligations under the lease and 
that a default as to those obligations may 
be sufficiently material to justify revoca- 
tion of acceptance of the leased items and 
cancellation of the lease by the lessee. For 
example, a failure by the lessor to fulfill 
its obligation to maintain leased equip- 
ment or to supply other goods which are 
necessary for the operation of the leased 
equipment may justify revocation of ac- 
ceptance and cancellation of the lease. 

2. Subsection (3) (§ 4-2A-517(3)) spe- 
cifically provides that the lease agreement 
may provide that the lessee can revoke 
acceptance for defaults by the lessor 
which in the absence of such an agree- 
ment might not be considered sufficiently 
serious to justify revocation. That is, the 


parties are free to contract on the question 
of what defaults are so material that the 
lessee can cancel the lease. 


Cross Reference: 
Section 2A-516 official comment (§ 4- 
2A-516 official comment). 


Definitional Cross References: 

“Commercial unit”. Section 2A-103(1)(c) 
(§ 4-2A-1(13(1)(c)). 

“Conforming”. 
(§ 4-2A-103(1)(d)). 

“Discover”. Section 1-201(25) (§ 4-1- 
201(25)). 

“Finance lease”. Section 2A-103(1)(g) 
(§ 4-2A-103(1)(g)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 


Section 2A-103(1)(d) 


103(1)(p)). 
“Lot”. Section 2A-103(1)(s) (§ 4-2A- 
103(1)(s)). 
“Notifies”. Section 1-201(26) (§ 4-1- 
201(26)). 


“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 

“Rights”. Section 1-201(36) 
201(36)). 

“Seasonably”. Section 1-204(3) (§ 4-1- 
204(3)). 

“Value”. 
201(44)). 


ig geod 


Section 1-201(44) (§ 4-1- 


Official Comment to Section 2A-518 (A.C.A. § 4-2A-518) 


Uniform Statutory Source: Section 2-712 
(§ 4-2-712). 


Changes: Substantially revised. 


Purposes: 

1. Subsection (1) (§ 4-2A-518(1)) allows 

the lessee to take action to fix its damages 
after default by the lessor. Such action 
may consist of the lease of goods. The 
decision to cover is a function of commer- 
cial judgment, not a statutory mandate 
replete with sanctions for failure to com- 
ply. Cf. Section 9-507 (§ 4-9-5077). 

2. Subsection (2) (§ 4-2A-518(2)) states 
a rule for determining the amount of les- 
see’s damages provided that there is no 
agreement to the contrary. The lessee’s 
damages will be established using the new 


lease agreement as a measure if the fol- 
lowing three criteria are met: (i) the les- 
see’s cover is by lease agreement, (ii) the 
lease agreement is substantially similar 
to the original lease agreement, and (iii) 
such cover was effected in good faith, and 
in a commercially reasonable manner. 
Thus, the lessee will be entitled to recover 
from the lessor the present value, as of the 
date of commencement of the term of the 
new lease agreement, of the rent under 
the new lease agreement applicable to 
that period which is comparable to the 
then remaining term of the original lease 
agreement less the present value of the 
rent reserved for the remaining term un- 
der the original lease, together with inci- 
dental or consequential damages less ex- 
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penses saved in consequence of the les- 
sor’s default. Consequential damages may 
include loss suffered by the lessee because 
of deprivation of the use of the goods 
during the period between the default and 
the acquisition of the goods under the new 
lease agreement. If the lessee’s cover does 
not satisfy the criteria of subsection (2) 
(§ 4-2A-518(2)), Section 2A-519 (§ 4-2A- 
519) governs. 

3. Two of the three criteria to be met by 
the lessee are familiar, but the concept of 
the new lease agreement being substan- 
tially similar to the original lease agree- 
ment is not. Given the many variables 
facing a party who intends to lease goods 
and the rapidity of change in the market 
place, the policy decision was made not to 
draft with specificity. It was thought un- 
wise to seek to establish certainty at the 
cost of fairness. Thus, the decision of 
whether the new lease agreement is sub- 
stantially similar to the original will be 
determined case by case. 

4. While the section (§ 4-2A-518) does 
not draw a bright line, it is possible to 
describe some of the factors that should be 
considered in finding that a new lease 
agreement is substantially similar to the 
original. First, the goods subject to the 
new lease agreement should be examined. 
For example, in a lease of computer equip- 
ment the new lease might be for more 
modern equipment. However, it may be 
that at the time of the lessor’s breach it 
was not possible to obtain the same type of 
goods in the market place. Because the 
lessee’s remedy under Section 2A-519 
(§ 4-2A-519) is intended to place the les- 
see in essentially the same position as if 
he had covered, if goods similar to those to 
have been delivered under the original 
lease are not available, then the computer 
equipment in this hypothetical should 
qualify as a commercially reasonable sub- 
stitute. See Section 2-712(1) (§ 4-2- 
TL2Z1)): 

5. Second, the various elements of the 
new lease agreement should also be exam- 
ined. Those elements include the presence 
or absence of options to purchase or re- 
lease; the lessor’s representations, war- 
ranties and covenants to the lessee, as 
well as those to be provided by the lessee 
to the lessor; and the services, if any, to be 
provided by the lessor or by the lessee. All 
of these factors allocate cost and risk 
between the lessor and the lessee and 
thus affect the amount of rent to be paid. 
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If the differences between the original 
lease and the new lease can be easily 
valued, it would be appropriate for a court 
to adjust the difference in rental to take 
account of the difference between the two 
leases, find that the new lease is substan- 
tially similar to the old lease, and award 
cover damages under this section (§ 4-2A- 
518). If, for example, the new lease re- 
quires the lessor to insure the goods in the 
hands of the lessee, while the original 
lease required the lessee to insure, the 
usual cost of such insurance could be 
deducted from the rent due under the new 
lease before determining the difference in 
rental between the two leases. 

6. Having examined the goods and the 
agreement, the test to be applied is 
whether, in light of these comparisons, the 
new lease agreement is substantially sim- 
ilar to the original lease agreement. These 
findings should not be made with scien- 
tific precision, as they are a function of 
economics, nor should they be made inde- 
pendently with respect to the goods and 
each element of the agreement, as it is 
important that a sense of commercial 
judgment pervade the finding. To estab- 
lish the new lease as a proper measure of 
damage under subsection (2) (§ 4-2A- 
518(2)), these factors, taken as a whole, 
must result in a finding that the new lease 
agreement is substantially similar to the 
original. 

7. A new lease can be substantially 
similar to the original lease even though 
its term extends beyond the remaining 
term of the original lease, so long as both 
(a) the lease terms are commercially com- 
parable (e.g., it is highly unlikely that a 
one-month rental and a five-year lease 
would reflect similar commercial reali- 
ties), and (b) the court can fairly apportion 
a part of the rental payments under the 
new lease to that part of the term of the 
new lease which is comparable to the 
remaining lease term under the original 
lease. Also, the lease term of the new lease 
may be comparable to the term of the 
original lease even though the beginning 
and ending dates of the two leases are not 
the same. For example, a two-month lease 
of agricultural equipment for the months 
of August and September may be compa- 
rable to a two-month lease running from 
the 15th of August to the 15th of October if 
in the particular location two-month 
leases beginning on August 15th are basi- 
cally interchangeable with two-month 
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leases beginning August Ist. Similarly, 
the term of a one-year truck lease begin- 
ning on the 15th of January may be com- 
parable to the term of a one-year truck 
lease beginning January 2d. If the lease 
terms are found to be comparable, the 
court may base cover damages on the 
ertire difference between the costs under 
the two leases. 


Cross References: 
Sections 2-712(1), 2A-519 and 9-507 
(§§ 4-2-712(1), 4-2A-519 and 4-9-507). 


Definitional Cross References: 
“Agreement”. Section 1-201(3) (§ 4-1- 
201(3)). 
“Contract”. 
201(11)). 
“Good faith”. Sections 1-201(19) and 
2-103(1)(b) (§§ 4-1- 201(19) and 4-2- 
103(1)(b)). 


Section 1-201(11) (§ 4-1- 
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“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)G)). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Party”. 
201(29)). 

“Present value”. Section 2A-103(1)(u) 
(§ 4-2A-103(1)(u)). 

“Purchase”. Section 2A-103(1)(v) (§ 4- 
2A-103(1)(v)). 


2A- 


Section 1-201(29) (§ 4-1- 


Official Comment to Section 2A-519 (A.C.A. § 4-2A-519) 


Uniform Statutory Source: Sections 2-713 
and 2-714 (§§ 4-2-713 and 4-2-714). 


Changes: Substantially revised. 


Purposes: 

1. Subsection (1) (§ 4-2A-519(1)), a re- 
vised version of the provisions of Section 
2-713(1) (§ 4-2-713(1)), states the basic 
rule governing the measure of lessee’s 
damages for non-delivery or repudiation 
by the lessor or for rightful rejection or 
revocation of acceptance by the lessee. 
This measure will apply, absent agree- 
ment to the contrary, if the lessee does not 
cover or if the cover does not qualify under 
Section 2A-518 (§ 4-2A-518). There is no 
sanction for cover that does not qualify. 

2. The measure of damage is the 
present value, as of the date of default, of 
the market rent for the remaining term of 
the lease less the present value of the 
original rent for the remaining term of the 
lease, plus incidental and consequential 
damages less expenses saved in conse- 
quence of the default. Note that the refer- 
ence in Section 2A-519(1) (s 4-2A-519(1)) 
is to the date of default not to the date of 
an event of default. An event of default 
under a lease agreement becomes a de- 
fault under a lease agreement only after 
the expiration of any relevant period of 
grace and compliance with any notice re- 
quirements under this Article (§ 4-2A-101 


et seq.) and the lease agreement. Ameri- 
can Bar Foundation, Commentaries on 
Indentures, § 5-1, at 216-217 (1971). Sec- 
tion 2A-501(1) (§ 4-2A-501(1)). This con- 
clusion is also a function of whether, as a 
matter of fact or law, the event of default 
has been waived, suspended or cured. Sec- 
tions 2A-103(4) and 1-103 (§§ 4-2A-103(4) 
and 4-1-103). 

3. Subsection (2) (§ 4-2A-519(2)), a re- 
vised version of the provisions of Section 
2-713 (2) (§ 4-2-713(2)), states the rule 
with respect to determining market rent. 

4. Subsection (3) (§ 4-2A-519(3)), a re- 
vised version of the provisions of Section 
2-714(1) and (3) (§ 4-2-714(1) and (8)), 
states the measure of damages where 
goods have been accepted and acceptance 
is not revoked. The subsection (§ 4-2A- 
519(3)) applies both to defaults which oc- 
cur at the inception of the lease and to 
defaults which occur subsequently, such 
as failure to comply with an obligation to 
maintain the leased goods. The measure 
in essence is the loss, in the ordinary 
course of events, flowing from the default. 

5. Subsection (4) (§ 4-2A-519(4)), a re- 
vised version of the provisions of Section 
2-714(2) (§ 4-2-714(2)), states the mea- 
sure of damages for breach of warranty. 
The measure in essence is the present 
value of the difference between the value 
of the goods accepted and of the goods if 
they had been as warranted. 
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6. Subsections (1), (3) and (4) (§ 4-2A- 
519(1), (3) and (4)) specifically state that 
the parties may by contract vary the dam- 
ages rules stated in those subsections 
(§ 4-2A-519(1), (3) and (4)). 


Cross References: 

Sections 2-713(1), 2-713(2), 2-714 and 
Section 2A-518 (§§ 4-2-713(1), 4-2-713(2), 
4-2-714 and § 4-2A-518). 


Definitional Cross References: 

“Conforming”. Section 2A-103(1)(d) 
(§ 4-2A-103(1)(d)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 
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“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)q)). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Notification”. Section 1-201(26) (§ 4-1- 
201(26)). 

“Present value”. Section 2A-103(1)(u) 
(§ 4-2A-103(1)(u)). 

“Value”. Section 
201(44)). 


2A- 


1-201(44) (§ 4-1- 


Official Comment to Section 2A-520 (A.C.A. § 4-2A-520) 


Uniform Statutory Source: Section 2-715 
(§ 4-2-715). 


Changes: Revised to reflect leasing termi- 
nology and practices. 


Purposes: 

Subsection (1) (§ 4-2A-520(1)), a re- 
vised version of the provisions of Section 
2-715(1) (§ 4-2-715(1)), lists some exam- 
ples of incidental damages resulting from 
a lessor’s default; the list is not exhaus- 
tive. Subsection (1) (§ 4-2A-520(1)) makes 
clear that it applies not only to rightful 
rejection, but also to justifiable revocation. 

Subsection (2) (§ 4-2A-520(2)), a re- 
vised version of the provisions of Section 
2-715(2) (§ 4-2-715(2)), lists some exam- 
ples of consequential damages resulting 


from a lessor’s default; the list is not 
exhaustive. 


Cross References: 
Section 2-715 (§ 4-2-715). 


Definitional Cross References: 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Knows”. 
201(25)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Person”. 
201(30)). 

“Receipt”. Section 2-103(1)(c) (§ 4-2- 
103(1)(c)). 


Section 1-201(25) (§ 4-1- 


Section 1-201(30) (§ 4-1- 


Official Comment to Section 2A-521 (A.C.A. § 4-2A-521) 


Uniform Statutory Source: Section 2-716 
(§ 4-2-716). 


Changes: Revised to reflect leasing prac- 
tices and terminology, and to expand the 
reference to the right of replevin in sub- 
section (3) (§ 4-2A-521(3)) to include 
other similar rights of the lessee. 


Definitional Cross References: 
“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 


“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease contract”. Section 2A-103(1) 1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 


“Rights”. Section 1-201(86) (§ 4-1- 
201(36)). 
“Term”. Section 1-201(42) (§ 4-1- 
201(42)). 
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Official Comment to Section 2A-522 (A.C.A. § 4-2A-522) 


Uniform Statutory Source: Section 2-502 
(§ 4-2-502). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 

“Conforming”. Section 2A-103(1)(d) 
(§ 4-2A-103(1)(d)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Insolvent”. Section 1-201(23) (§ 4-1- 
201(23)). 


“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)d)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Receipt”. Section 2-103(1)(c) (§ 4-2- 
103(1)(c)). 

“Rights”. 
201(36)). 


Section 1-201(36) (§ 4-1- 


Official Comment to Section 2A-523 (A.C.A. § 4-2A-523) 


Uniform Statutory Source: Section 2-703 
(§ 4-2-703). 


Changes: Substantially revised. 


Purposes: 

1. Subsection (1) (§ 4-2A-523(1)) is an 
index to Sections 2A-524 through 2A-531 
(§§ 4-2A-524 — 4-2A-531) and states that 
the remedies provided in those sections 
(§§ 4-2A-524 — 4-2A-531) are available 
for the defaults referred to in subsection 
(1) (§ 4-2A-523(1)): wrongful rejection or 
revocation of acceptance, failure to make a 
payment when due, or repudiation. In 
addition, remedies provided in the lease 
contract are available. Subsection (2) 
(§ 4-2A-523(2)) sets out a remedy if the 
lessor does not pursue to completion a 
right or actually obtain a remedy avail- 
able under subsection (1) (§ 4-2A-523(1)), 
and subsection (3) (§ 4-2A-523(3)) sets out 
statutory remedies for defaults not specif- 
ically referred to in subsection (1) (§ 4-2A- 
523(1)). Subsection (3) (§ 4-2A-523(3)) 
provides that, if any default by the lessee 
other than those specifically referred to in 
subsection (1) (§ 4-2A-523(1)) is material, 
the lessor can exercise the remedies pro- 
vided in subsection (1) or (2) (§ 4-2A- 
523(1) or (2)); otherwise the available 
remedy is as provided in subsection (3) 
(§ 4-2A-523(3)). A lessor who has brought 
an action seeking or has nonjudicially 
pursued one or more of the remedies avail- 
able under subsection (1) (§ 4-2A-523(1)) 
may amend so as to claim or may 
nonjudicially pursue a remedy under sub- 
section (2) (§ 4-2A-523(2)) unless the 
right or remedy first chosen has been 
pursued to an extent actually inconsistent 
with the new course of action. The intent 
of the provision (§ 4-2A-523) is to reject 


the doctrine of election of remedies and to 
permit an alteration of course by the les- 
sor unless such alteration would actually 
have an effect on the lessee that would be 
unreasonable under the circumstances. 
Further, the lessor may pursue remedies 
under both subsections (1) and (2) (§ 4- 
2A-523(1) and (2)) unless doing so would 
put the lessor in a better position than it 
would have been in had the lessee fully 
performed. 

2. The lessor and the lessee can agree 
to modify the rights and remedies avail- 
able under the Article (§ 4-2A-101 et 
seq.); they can, among other things, pro- 
vide that for defaults other than those 
specified in subsection (1) (§ 4-2A-523(1)) 
the lessor can exercise the rights and 
remedies referred to in subsection (1) 
(§ 4-2A-523(1)), whether or not the de- 
fault would otherwise be held to substan- 
tially impair the value of the lease con- 
tract to the lessor; they can also create a 
new scheme of rights and remedies trig- 
gered by the occurrence of the default. 
Sections 2A-103(4) and 1-102(3) (§§ 4-2A- 
103(4) and 4-1-102(3)). 

3. Subsection (1) (§ 4-2A-523(1)), a 
substantially rewritten version of Section 
2-703 (§ 4-2-703), lists various cumula- 
tive remedies of the lessor where the les- 
see wrongfully rejects or revokes accep- 
tance, fails to make a payment when due, 
or repudiates. Section 2A-501(2) and (4) 
(§ 4-2A-501(2) and (4)). The subsection 
(§ 4-2A-523(1)) also allows the lessor to 
exercise any contractual remedy. 

4, This Article (§ 4-2A-101 et seq.) re- 
jects any general doctrine of election of 
remedy. Whether, in a particular case, one 
remedy bars another, is a function of 
whether lessor has been put in as good a 
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position as if the lessee had fully per- 
formed the lease contract. Multiple reme- 
dies are barred only if the effect is to put 
the lessor in a better position than it 
would have been in had the lessee fully 
performed under the lease. Sections 2A- 
103(4), 2A-501(4), and 1-106(1) (§§ 4-2A- 
103(4), 4-2A-501(4), and 4-1-106(1)). 

5. Hypothetical: To better understand 
the application of subparagraphs (a) 
through (e) (§ 4-2A-523(1)(a) — (e)), it is 
useful to review a hypothetical. Assume 
that A is a merchant in the business of 
selling and leasing new bicycles of various 
types. B is about to engage in the business 
of subleasing bicycles to summer resi- 
dents of and visitors to an island resort. A, 
as lessor, has agreed to lease 60 bicycles to 
B. While there is one master lease, deliv- 
eries and terms are staggered. 20 bicycles 
are to be delivered by A to B’s island 
location on June 1; the term of the lease of 
these bicycles is four months. 20 bicycles 
are to be delivered by A to B’s island 
location on July 1; the term of the lease of 
these bicycles is three months. Finally, 20 
bicycles are to be delivered by A to B’s 
island location on August 1; the term of 
the lease of these bicycles is two months. 
B is obligated to pay rent to A on the 15th 
day of each month during the term for the 
lease. Rent is $50 per month, per bicycle. 
B has no option to purchase or release and 
must return the bicycles to A at the end of 
the term, in good condition, reasonable 
wear and tear excepted. Since the retail 
price of each bicycle is $400 and bicycles 
used in the retail rental business have a 
useful economic life of 36 months, this 
transaction creates a lease. Sections 2A- 
103(1)G) and 1-201(37) (§§ 4-2A-103(1)() 
and 4-1-201(37)). 

6. A’s current inventory of bicycles is 
not large. Thus, upon signing the lease 
with B in February, A agreed to purchase 
60 new bicycles from A’s principal manu- 
facturer, with special instructions to drop 
ship the bicycles to B’s island location in 
accordance with the delivery schedule set 
forth in the lease. 

7. The first shipment of 20 bicycles was 
received by B on May 21. B inspected the 
bicycles, accepted the same as conforming 
to the lease and signed a receipt of deliv- 
ery and acceptance. However, due to poor 
weather that summer, business was terri- 
ble and B was unable to pay the rent due 
on June 15. Pursuant to the lease A sent B 
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notice of default and proceeded to enforce 
his rights and remedies against B. 

8. A’s counsel first advised A that under 
Section 2A-510(2) (§ 4-2A-510(2)) and the 
terms of the lease B’s failure to pay was a 
default with respect to the whole. Thus, to 
minimize A’s continued exposure, A was 
advised to take possession of the bicycles. 
If A had possession of the goods A could 
refuse to deliver. Section 2A-525(1) (§ 4- 
2A-525(1)). However, the facts here are 
different. With respect to the bicycles in 
B’s possession, A has the right to take 
possession of the bicycles, without breach 
of the peace. Section 2A-525(2) (§ 4-2A- 
525(2)). If B refuses to allow A access to 
the bicycles, A can proceed by action, in- 
cluding replevin or injunctive relief. 

9. With respect to the 40 bicycles that 
have not been delivered, this Article (§ 4- 
2A-101 et seq.) provides various alterna- 
tives. First, assume that 20 of the remain- 
ing 40 bicycles have been manufactured 
and delivered by the manufacturer to a 
carrier for shipment to B. Given the size of 
the shipment, the carrier was using a 
small truck for the delivery and the truck 
had not yet reached the island ferry when 
the manufacturer (at the request of A) 
instructed the carrier to divert the ship- 
ment to A’s place of business. A’s right to 
stop delivery is recognized under these 
circumstances. Section 2A-526(1) (§ 4-2A- 
526(1)). Second, assume that the 20 re- 
maining bicycles were in the process of 
manufacture when B defaulted. A retains 
the right (as between A as lessor and B as 
lessee) to exercise reasonable commercial 
judgment whether to complete manufac- 
ture or to dispose of the unfinished goods 
for scrap. Since A is not the manufacturer 
and A has a binding contract to buy the 
bicycles, A elected to allow the manufac- 
turer to complete the manufacture of the 
bicycles, but instructed the manufacturer 
to deliver the completed bicycles to A’s 
place of business. Section 2A-524(2) (§ 4- 
2A-524(2)). 

10. Thus, so far A has elected to exer- 
cise the remedies referred to in subpara- 
graphs (b) through (d) in subsection (1) 
(§ 4-2A-523(1)(b) — (d). None of these 
remedies bars any of the others because 
A’s election and enforcement merely re- 
sulted in A’s possession of the bicycles. 
Had B performed A would have recovered 
possession of the bicycles. Thus A is in the 
process of obtaining the benefit of his 
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bargain. Note that A could exercise any 
other rights or pursue any other remedies 
provided in the lease contract (Section 
2A-523(1) (f)) (§ 4-2A-523(1) (f)), or elect 
to recover his loss due to the lessee’s 
default under Section 2A-523(2) (§ 4-2A- 
523(2)). 

11. A’s counsel next would determine 
what action, if any, should be taken with 
respect to the goods. As stated in subpara- 
graph (e) (§ 4-2A-523(1)(e)) and as dis- 
cussed fully in Section 2A-527(1) (§ 4-2A- 
527(1)) the lessor may, but has no 
obligation to, dispose of the goods by a 
substantially similar lease (indeed, the 
lessor has no obligation whatsoever to 
dispose of the goods at all) and recover 
damages based on that action, but lessor 
will not be able to recover damages which 
put it in a better position than perfor- 
mance would have done, nor will it be able 
to recover damages for losses which it 
could have reasonably avoided. In this 
case, since A is in the business of leasing 
and selling bicycles, A will probably inven- 
tory the 60 bicycles for its retail trade. 

12. A’s counsel then wiil determine 
which of the various means of ascertain- 
ing A’s damages against B are available. 
Subparagraph (e) catalogues each rele- 
vant section. First, under Section 2A- 
527(2) (§ 4-2A-527(2)) the amount of A’s 
claim is computed by comparing the orig- 
inal lease between A and B with any 
subsequent lease of the bicycles but only if 
the subsequent lease is substantially sim- 
ilar to the original lease contract. While 
the section (§ 4-2A-523) does not define 
this term, the official comment does estab- 
lish some parameters. If, however, A elects 
to lease the bicycles to his retail trade, it is 
unlikely that the resulting lease will be 
substantially similar to the original, as 
leases to retail customers are considerably 
different from leases to wholesale custom- 
ers like B. If, however, the leases were 
substantially similar, the damage claim is 
for accrued and unpaid rent to the begin- 
ning of the new lease, plus the present 
value as of the same date, of the rent 
reserved under the original lease for the 
balance of its term less the present value 
as of the same date of the rent reserved 
under the replacement lease for a term 
comparable to the balance of the term of 
the original lease, together with inciden- 
tal damages less expenses saved in conse- 
quence of the lessee’s default. 
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13. If the new lease is not substantially 
similar or if A elects to sell the bicycles or 
to hold the bicycles, damages are com- 
puted under Section 2A-528 or 2A-529 
(§ 4-2A-528 or 4-2A-529). 

14. If Aelects to pursue his claim under 
Section 2A-528(1) (§ 4-2A-528(1)) the 
damage rule is the same as that stated in 
Section 2A-527(2) (§ 4-2A-527(2)) except 


that damages are measured from default 


if the lessee never took possession of the 
goods or from the time when the lessor did 
or could have regained possession and 
that the standard of comparison is not the 
rent reserved under a substantially simi- 
lar lease entered into by the lessor but a 
market rent, as defined in Section 2A-507 
(§ 4-2A-507). Further, if the facts of this 
hypothetical were more elaborate A may 
be able to establish that the measure of 
damage under subsection (1) (§ 4-2A- 
523(1)) is inadequate to put him in the 
same position that B’s performance would 
have, in which case A can claim the 
present value of his lost profits. 

15. Yet another alternative for comput- 
ing A’s damage claim against B which will 
be available in some situations is recovery 
of the present value, as of entry of judg- 
ment, of the rent for the then remaining 
lease term under Section 2A-529 (§ 4-2A- 
529). However, this formulation is not 
available if the goods have been repos- 
sessed or tendered back to A. For the 20 
bicycles repossessed and the remaining 40 
bicycles, A will be able to recover the 
present value of the rent only if A is 
unable to dispose of them, or circum- 
stances indicate the effort will be unavail- 
ing. If A has prevailed in an action for the 
rent, at any time up to collection of a 
judgment by A against B, A might dispose 
of the bicycles. In such case A’s claim for 
damages against B is governed by Section 
2A-527 or 2A-528 (§ 4-2A-527 or 4-2A- 
528). Section 2A-529(3) (§ 4- 2A-529(3)). 
The resulting recalculation of claim 
should reduce the amount recoverable by 
A against B and the lessor is required to 
cause an appropriate credit to be entered 
against the earlier judgment. However, 
the nature of the post-judgment proceed- 
ings to resolve this issue, and the sanc- 
tions for a failure to comply, if any-, will be 
determined by other law. 

16. Finally, if the lease agreement had 
so provided pursuant to subparagraph (f) 
(§ 4-2A-523(1)(f)), A’s claim against B 
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would not be determined under any of 
these statutory formulae, but pursuant to 
a liquidated damages clause. Section 2A- 
504(1) (§ 4-2A-504(1)). 

17. These various methods of comput- 
ing A’s damage claim against B are alter- 
natives subject to Section 2A-501(4) (§ 4- 
2A-501(4)). However, the pursuit of any 
one of these alternatives is not a bar to, 
nor has it been barred by, A’s earlier action 
to obtain possession of the 60 bicycles. 
These formulae, which vary as a function 
of an overt or implied mitigation of dam- 
age theory, focus on allowing A a recovery 
of the benefit of his bargain with B. Had B 
performed, A would have received the rent 
as well as the return of the 60 bicycles at 
the end of the term. 

18. Finally, A’s counsel should also ad- 
vise A of his right to cancel the lease 
contract under subparagraph (a) (§ 4-2A- 
523(1)(a)). Section 2A-505(1) (§ 4-2A- 
505(1)). Cancellation will discharge all 
existing obligations but preserve A’s rights 
and remedies. 

19. Subsection (2) (§ 4-2A-523(2)) rec- 
ognizes that a lessor who is entitled to 
exercise the rights or to obtain a remedy 
granted by subsection (1) (§ 4-2A-523(1)) 
may choose not to do so. In such cases, the 
lessor can recover damages as provided in 
subsection (2) (§ 4-2A-523(2)). For exam- 
ple, for non-payment of rent, the lessor 
may decide not to take possession of the 
goods and cancel the lease, but rather to 
merely sue for the unpaid rent as it comes 
due plus lost interest or other damages 
“determined in any reasonable manner.” 
Subsection (2) (§ 4-2A-523(2)) also ne- 
gates any loss of alternative rights and 
remedies by reason of having invoked or 
commenced the exercise or pursuit of any 
one or more rights or remedies. 

20. Subsection (3) (§ 4-2A-523(3)) al- 
lows the lessor access to a remedy scheme 
provided in this Article (§ 4-2A-101 et 
seq.) as well as that contained in the lease 
contract if the lessee is in default for 
reasons other than those stated in subsec- 
tion (1) (§ 4-2A-523 (1)). Note that the 
reference to this Article (§ 4-2A-101 et 
seq.) includes supplementary principles of 
law and equity, e.g., fraud, misrepresenta- 
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tion and duress. Sections 2A-103(4) and 
1-103 (§§ 4-2A-103(4) and 4-1-1083). 

21. There is no special treatment of the 
finance lease in this section (§ 4-2A-523). 
Absent supplementary principles of law to 
the contrary, in most cases the supplier 
will have no rights or remedies against 
the defaulting lessee. Section 2A-209(2)(11) 
(§ 4-2A-209(2)(ii)). Given that the sup- 
plier will look to the lessor for payment, 
this is appropriate. However, there is a 
specific exception to this rule with respect 
to the right to identify goods to the lease 
contract. Section 2A-524(2) (§ 4-2A- 
524(2)). The parties are free to create a 
different result in a particular case. Sec- 
tions 2A-103(4) and 1-102(3) (§§ 4-2A- 
103(4) and 4-1-102(3)). 


Cross References: 

Sections 1-102(3), 1-103, 1-106(1), 
1-201(37), 2-703, 2A-103(1) Gj), 2A-103(4), 
2A-209(2)(ii), 2A-501(4), 2A-504(1), 2A- 
505(1), 2A-507, 2A-510(2), 2A-524 
through 2A-531, 2A-524(2), 2A-525(1), 2A- 
525(2), 2A-526(1), 2A-527(1), 2A-527(2), 
2A-528(1) and 2A-529(3) (§§ 4-1-102(3), 
4-1-103, 4-1-106(1), 4-1-201(37), 4-2-703, 
4-2A-103(1)G), 4-2A-103(4), 4-2A- 
209(2)(Gi), 4-2A-501(4), 4-2A-504(1), 4-2A- 
505(1), 4-2A-507, 4-2A-510(2), 4-2A-524 — 
4-2A-531, 4-2A-524(2), 4-2A-525(1), 4-2A- 
525(2), 4-2A-526(1), 4-2A-527(1), 4-2A- 
527(2), 4-2A-528(1) and 4-2A-529(3)). 
Definitional Cross References: 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)h)). 

“Installment lease contract”. 
2A-103(1)G) (§ 4-2A-103(1)G)). 

“Lease contract”. Section 2A-103(1)() 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Remedy”. 
201(34)). 

“Rights”. 
201(36)). 

“Value”. 
201(44)). 


Section 


Section 1-201(34) (§ 4-1- 


Section 1-201(36) (§ 4-1- 


Section 1-201(44) (§ 4-1- 
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Official Comment to Section 2A-524 (A.C.A. § 4-2A-524) 


Uniform Statutory Source: Section 2-704 
(§ 4-2-704). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Purposes: The remedies provided by this 
section (§ 4-2A-524) are available to the 
lessor (i) if there has been a default by the 
lessee which falls within Section 2A- 
523(1) or 2A-523(3)(a), or (ii) (§ 4-2A- 
523(1) or 4-2A-523(3)(a), or (ii)) if there 
has been any other default for which the 
lease contract gives the lessor the reme- 
dies provided by this section (§ 4-2A-524). 
Under “(ii)”, the lease contract may give 
the lessor the remedies of identification 
and disposition provided by this section 
(§ 4-2A-524) in various ways. For exam- 
ple, a lease provision might specifically 
refer to the remedies of identification and 
disposition, or it might refer to this section 
(§ 4-2A-524) by number (1.e., 2A-524 (§ 4- 
2A-524)), or it might do so by a more 
general reference such as “all rights and 


remedies provided by Article 2A (§ 4-2A- 
101 et seq.) for default by the lessee.” 


Definitional Cross References: 
“Aggrieved party”. Section 1-201(2) 
(§ 4-1-201(2)). 
“Conforming”. 
(§ 4-2A-103(1)(d)). 
“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 
“Learn”. 
201(25)). 
“Lease”. Section 2A-103(1)q) (§ 4-2A- 
103(1)()). 
“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)()). 
“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 
“Rights”. 
201(36)). 
“Supplier”. Section 2A-103(1)(x) (§ 4- 
2A-103(1)(x)). 
“Value”. Section 
201(44)). 


Section 2A-103(1)(d) 


Section 1-201(25) 


(§ 4-1- 


Section 1-201(36) 


(Se 4- 1c 


1-201(44) (§ 4-1- 


Official Comment to Section 2A-525 (A.C.A. § 4-2A-525) 


Uniform Statutory Source: Sections 
2-702(1) and 9-503 (§§ 4-2-702(1) and 4-9- 
503). 


Changes: Substantially revised. 


Purposes: 

1. Subsection (1) (§ 4-2A-524(1)), a re- 
vised version of the provisions of Section 
2-702 (1) (§ 4-2-702 (1)), allows the lessor 
to refuse to deliver goods if the lessee is 
insolvent. Note that the provisions of Sec- 
tion 2-702(2) (§ 4-2-702(2)), granting the 
unpaid seller certain rights of reclama- 
tion, were not incorporated in this section 
(§ 4-2A-525). Subsection (2) (§ 4-2A- 
525(2)) made this unnecessary. 

2. Subsection (2) (§ 4-2A-525(2)), a re- 
vised version of the provisions of Section 
9-503 (§ 4-9-503), allows the lessor, on a 
Section 2A-523(1) (§ 4-2A-523(1)) or 2A- 
523(3)(a) (§ 4-2A-523(3)(a)) default by the 
lessee, the right to take possession of or 
reclaim the goods. Also, the lessor can 
contract for the right to take possession of 
the goods for other defaults by the lessee. 
Therefore, since the lessee’s insolvency is 
an event of default in a standard lease 
agreement, subsection (2) (§ 4-2A-525(2)) 


is the functional equivalent of Section 
2-702(2) (§ 4-2-702(2)). Further, subsec- 
tion (2) (§ 4-2A-525(2)) sanctions the clas- 
sic crate and delivery clause obligating 
the lessee to assemble the goods and to 
make them available to the lessor. Finally, 
the lessor may leave the goods in place, 
render them unusable (if they are goods 
employed in trade or business), and dis- 
pose of them on the lessee’s premises. 

3. Subsection (3) (§ 4-2A-525(3)), a re- 
vised version of the provisions of Section 
9-503 (§ 4-9-503), allows the lessor to pro- 
ceed under subsection (2) (§ 4-2A-525(2)) 
without judicial process, absent breach of 
the peace, or by action. Sections 2A- 
501(3), 2A-103(4) and 1-201(1) (§§ 4-2A- 
501(3), 4-2A-103(4) and 4-1-201(1)). In the 
appropriate case action includes injunc- 
tive relief. Clark Equip. Co. v. Armstrong 
Equip. Co., 431 F.2d 54 (5th Cir. 1970), 
cert. denied, 402 U.S. 909 (1971). This 
Section (§ 4-2A-525), as well as a number 
of other Sections in this Part, are included 
in the Article (§ 4-2A-101 et seq.) to codify 
the lessor’s common law right to protect 
the lessor’s reversionary interest in the 
goods. Section 2A-103(1)(q) (§ 4-2A- 
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103(1)(q)). These Sections are intended to 
supplement and not displace principles of 
law and equity with respect to the protec- 
tion of such interest. Sections 2A-103(4) 
and 1-103 (§§ 4-2A-103(4) and 4-1-1083). 
Such principles apply in many instances, 
e.g., loss or damage to goods if risk of loss 
passes to the lessee, failure of the lessee to 
return goods to the lessor in the condition 
stipulated in the lease, and refusal of the 
lessee to return goods to the lessor after 
termination or cancellation of the lease. 
See also Section 2A-532 (§ 4-2A-532). 


Cross References: 

Sections 1-106(2), 2-702(1), 2-702(2), 
2A-103(4), 2A-501(3), 2A-532 and 9-503 
(§§ 4-1-106(2), 4-2-702(1), 4-2-702(2), 
4-2A-103(4), 4-2A-501(3), 4-2A-532 and 
4-9-503). 


Definitional Cross References: 
“Action”. Section 1-201(1) 
201(1)). 


(Se4o ie 
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“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Discover”. 
201(25)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Insolvent”. Section 1-201(23) (§ 4-1- 
201(23)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 


Section 1-201(25) (§ 4-1- 


“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). 


Official Comment to Section 2A-526 (A.C.A. § 4-2A-526) 


Uniform Statutory Source: Section 2-705 
(§ 4-2-705). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 

“Bill of lading”. Section 1-201(6) (§ 4-1- 
201(6)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Discover”. Section 1-201(25) (§ 4-1- 
201(25)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Insolvent”. Section 1-201(23) (§ 4-1- 
201(23)). 


“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Notifies” and “Notification”. 
1-201(26) (§ 4-1-201(26)). 

“Person”. Section 1-201(380) (§ 4-1- 
201(30)). 

“Receipt”. Section 2-103(1)(c) (§ 4-2- 
103(1)(c)). 


Section 


“Remedy”. Section 1-201(34) (§ 4-1- 
201(34)). 
“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). 


Official Comment to Section 2A-527 (A.C.A. § 4-2A-527) 


Uniform Statutory Source: Section 
2-706(1), (5) and (6) (§ 4-2-706(1), (5) and 
(6)). 


Changes: Substantially revised. 


Purposes: 

1. Subsection (1) (§ 4-2A -527(1)), a re- 
vised version of the first sentence of sub- 
section 2-706(1) (§ 4-2-706(1)), allows the 
lessor the right to dispose of goods after a 
statutory or other material default by the 
lessee (even if the goods remain in the 


lessee’s possession - Section 2A-525(2)) 
(§ 4-2A-525(2)), after the lessor refuses to 
deliver or takes possession of the goods, 
or, if agreed, after other contractual de- 
fault. The lessor’s decision to exercise this 
right is a function of a commercial judg- 
ment, not a statutory mandate replete 
with sanctions for failure to comply. Cf. 
Section 9-507 (§ 4-9-507). As the owner of 
the goods, in the case of a lessor, or as the 
prime lessee of the goods, in the case of a 
sublessor, compulsory disposition of the 
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goods is inconsistent with the nature of 
the interest held by the lessor or the 
sublessor and is not necessary because the 
interest held by the lessee or the sublessee 
is not protected by a right of redemption 
under the common law or this Article 
(§ 4-2A-101 et seq.). Subsection 2A-527(5) 
(§ 4-2A-527(5)). 

2. The rule for determining the mea- 
sure of damages recoverable by the lessor 
against the lessee is a function of several 
variables. If the lessor has elected to effect 
disposition under subsection (1) (§ 4-2A- 
527(1)) and such disposition is by lease 
that qualifies under subsection (2) (§ 4- 
2A-527(2)), the measure of damages set 
forth in subsection (2) (§ 4-2A-527(2)) will 
apply, absent agreement to the contrary. 
Sections 2A-504, 2A-103(4) and 1-102(3) 
(§§ 4-2A-504, 4-2A-103(4) and 4-1- 
102(3)). 

3. The lessor’s damages will be estab- 
lished using the new lease agreement as a 
measure if the following three criteria are 
satisfied: (i) the lessor disposed of the 
goods by lease, (ii) the lease agreement is 
substantially similar to the original lease 
agreement, and (iii) such disposition was 
in good faith, and in a commercially rea- 
sonable manner. Thus, the lessor will be 
entitled to recover from the lessee the 
accrued and unpaid rent as of the date of 
commencement of the term of the new 
lease, and the present value, as of the 
same date, of the rent under the original 
lease for the then remaining term less the 
present value as of the same date of the 
rent under the new lease agreement ap- 
plicable to the period of the new lease 
comparable to the remaining term under 
the original lease, together with inciden- 
tal damages less expenses saved in conse- 
quence of the lessee’s default. If the les- 
sor’s disposition does not satisfy the 
criteria of subsection (2) (§ 4-2A-527(2)), 
the lessor may calculate its claim against 
the lessee pursuant to Section 2A-528 
(§ 4-2A-528). Section 2A-523(1)(e) (§ 4- 
2A-523(1) (e)). 

4. Two of the three criteria to be met by 
the lessor are familiar, but the concept of 
the new lease agreement that is substan- 
tially similar to the original lease agree- 
ment is not. Given the many variables 
facing a party who intends to lease goods 
and the rapidity of change in the market 
place, the policy decision was made not to 
draft with specificity. It was thought un- 
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wise to seek to establish certainty at the 
cost of fairness. The decision of whether 
the new lease agreement is substantially 
similar to the original will be determined 
case by case. 

5. While the section (§ 4-2A-527) does 
not draw a bright line, it is possible to 
describe some of the factors that should be 
considered in a finding that a new lease 
agreement is substantially similar to the 
original. The various elements of the new 
lease agreement should be examined. 
Those elements include the options to 
purchase or release; the lessor’s represen- 
tations, warranties and covenants to the 
lessee as well as those to be provided by 
the lessee to the lessor; and the services, if 
any, to be provided by the lessor or by the 
lessee. All of these factors allocate cost 
and risk between the lessor and the lessee 
and thus affect the amount of rent to be 
paid. These findings should not be made 
with scientific precision, as they are a 
function of economics, nor should they be 
made independently, as it is important 
that a sense of commercial judgment per- 
vade the finding. See Section 2A-507(2) 
(§ 4-2A-507(2)). To establish the new 
lease as a proper measure of damage 
under subsection (2) (§ 4-2A-527(2)), 
these various factors, taken as a whole, 
must result in a finding that the new lease 
agreement is substantially similar to the 
original. If the differences between the 
original lease and the new lease can be 
easily valued, it would be appropriate for 
a court to find that the new lease is 
substantially similar to the old lease, ad- 
just the difference in the rent between the 
two leases to take account of the differ- 
ences, and award damages under this 
section (§ 4-2A-527). If, for example, the 
new lease requires the lessor to insure the 
goods in the hands of the lessee, while the 
original lease required the lessee to in- 
sure, the usual cost of such insurance 
could be deducted from rent due under the 
new lease before the difference in rental 
between the two leases is determined. 

6. The following hypothetical illus- 
trates the difficulty of providing a bright 
line. Assume that A buys a jumbo tractor 
for $1 million and then leases the tractor 
to B for a term of 36 months. The tractor is 
delivered to and is accepted by B on May 
1. On June 1 B fails to pay the monthly 
rent to A. B returns the tractor to A, who 
immediately releases the tractor to C for a 
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term identical to the term remaining un- 
der the lease between A and B. All terms 
and conditions under the lease between A 
and C are identical to those under the 
original lease between A and B, except 
that C does not provide any property dam- 
age or other insurance coverage, and B 
agreed to provide complete coverage. Cov- 
erage is expensive and difficult to obtain. 
It is a question of fact whether it is so 
difficult to adjust the recovery to take 
account of the difference between the two 
leases as to insurance that the second 
lease is not substantially similar to the 
original. 

7. A new lease can be substantially 
similar to the original lease even though 
its term extends beyond the remaining 
term of the original lease, so long as both 
(a) the lease terms are commercially com- 
parable (e.g., it is highly unlikely that a 
one month rental and a five-year lease 
would reflect similar realities), and (b) the 
court can fairly apportion a part of the 
rental payments under the new lease to 
that part of the term of the new lease 
which is comparable to the remaining 
lease term under the original lease. Also, 
the lease term of the new lease may be 
comparable to the remaining term of the 
original lease even though the beginning 
and ending dates of the two leases are not 
the same. For example, a two-month lease 
of agricultural equipment for the months 
of August and September may be compa- 
rable to a two-month lease running from 
the 15th of August to the 15th of October if 
in the particular location two-month 
leases beginning on August 15th are basi- 
cally interchangeable with two-month 
leases beginning August lst. Similarly, 
the term of a one-year truck lease begin- 
ning on the 15th of January may be com- 
parable to the term of a one-year truck 
lease beginning January 2nd. If the lease 
terms are found to be comparable, the 
court may base cover damages on the 
entire difference between the costs under 
the two leases. 

8. Subsection (3) (§ 4-2A-527(38)), 
which is new, provides that if the lessor’s 
disposition is by lease that does not qual- 
ify under subsection (2) (§ 4-2A-527(2)), 
or is by sale or otherwise, Section 2A-528 
(§ 4-2A-528) governs. 

9. Subsection (4) (§ 4-2A-527(4)), a re- 
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vised version of subsection 2-706(5) (§ 4- 
2-706(5)), applies to protect a subsequent 
buyer or lessee who buys or leases from 
the lessor in good faith and for value, 
pursuant to a disposition under this sec- 
tion (§ 4-2A-527). Note that by its terms, 
the rule in subsection 2A-304(1) (§ 4-2A- 
304(1)), which provides that the subse- 
quent lessee takes subject to the original 
lease contract, is controlled by the rule 
stated in this subsection (§ 4-2A-527(4)). 

10. Subsection (5) (§ 4-2A-527(5)), a re- 
vised version of subsection 2-706(6) (§ 4- 
2-706(6)), provides that the lessor is not 
accountable to the lessee for any profit 
made by the lessor on a disposition. This 
rule follows from the fundamental 
premise of the bailment for hire that the 
lessee under a lease of goods has no equity 
of redemption to protect. 


Cross References: 

Sections 1-102(3), 2-706(1), 2-706(5), 
2-706(6), 2A-103(4), 2A-304(1), 2A-504, 
2A-507(2), 2A-523(1) (e), 2A-525(2), 2A- 
527(5), 2A-528 and 9-507 (§§ 4-1-102(3), 
4-2-706(1), 4-2-706(5), 4-2-706(6), 4-2A- 
103(4), 4-2A-304(1), 4-2A-504, 4-2A- 
507(2), 4-2A-523(1)(e), 4-2A-525(2), 4-2A- 
527(5), 4-2A-528 and 4-9-507). 
Definitional Cross References: 

“Buyer” and “Buying”. 
2-103(1)(a) (§ 4-2-103(1)(a)). 

“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Good faith”. Sections 1-201(19) and 
2-103(1)(b) (§§ 4-1-201(119) and 4-2- 
103(1)(b)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)q)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)(1)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Present value”. Section 2A-103(1)(u) 
(§ 4-2A-103(1)(u)). 

“Rights”. Section 1-201(36) 
201(36)). 

“Sale”. Section 2-106(1) (§ 4-2-106(1)). 

“Security interest”. Section 1-201(37) 
(§ 4-1-201(37)). 

“Value”. Section 
201(44)). 


Section 


(9.4el- 


1-201(44) (§ 4-1- 
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Official Comment to Section 2A-528 (A.C.A. § 4-2A-528)* 


Uniform Statutory Source: Section 2-708 
(§ 4-2-708). 


Changes: Substantially revised. 


Purposes: 

1. Subsection (1) (§ 4-2A-528(1)), a 
substantially revised version of Section 
2-708(1) (§ 4-2-708(1)), states the basic 
rule governing the measure of lessor’s 
damages for a default described in Section 
2A-523(1) (§ 4-2A-523(1)) or (3)(a) (§ 4- 
2A-523(3)(a)), and, if agreed, for a contrac- 
tual default. This measure will apply if 
the lessor elects to retain the goods 
(whether undelivered, returned by the les- 
see, or repossessed by the lessor after 
acceptance and default by the lessee) or if 
the lessor’s disposition does not qualify 
under subsection 2A-527(2) (§ 4-2A- 
527(2)). Section 2A-527(3) (§ 4-2A- 
527(3)). Note that under some of these 
conditions, the lessor may recover dam- 
ages from the lessee pursuant to the rule 
set forth in Section 2A-529 (§ 4-2A-529). 
There is no sanction for disposition that 
does not qualify under subsection 2A- 
527(2) (§ 4-2A-527(2)). Application of the 
rule set forth in this section (§ 4-2A-528) 
is subject to agreement to the contrary. 
Sections 2A-504, 2A-103(4) and 1-102(3) 
(§§ 4-2A-504, 4-2A-103(4) and 4-1- 
102(3)). 

2. If the lessee has never taken posses- 
sion of the goods, the measure of damage 
is the accrued and unpaid rent as of the 
date of default together with the present 
value, as of the date of default, of the 
original rent for the remaining term of the 
lease less the present value as of the same 
date of market rent, and incidental dam- 
ages, less expenses saved in consequence 
of the default. Note that the reference in 
Section 2A-528(1)(i) and (ii) (§ 4-2A- 
528(1)(i) and (ii)) is to the date of default 
not to the date of an event of default. An 
event of default under a lease agreement 
becomes a default under a lease agree- 
ment only after the expiration of any 
relevant period of grace and compliance 
with any notice requirements under this 
Article (§ 4-2A-101 et seq.) and the lease 
agreement. American Bar Foundation, 
Commentaries on Indentures, § 5-1, at 
216-217 (1971). Section 2A-501(1) (§ 4- 
2A-501(1)). This conclusion is also a func- 


tion of whether, as a matter of fact or law, 
the event of default has been waived, 
suspended or cured. Sections 2A-103(4) 
and 1-103 (§§ 4-2A-103(4) and 4-1-103). If 
the lessee has taken possession of the 
goods, the measure of damages is the 
accrued and unpaid rent as of the earlier 
of the time the lessor repossesses the 
goods or the time the lessee tenders the 
goods to the lessor plus the difference 
between the present value, as of the same 
time, of the rent under the lease for the 
remaining lease term and the present 
value, as of the same time, of the market 
rent. 

3. Market rent will be computed pursu- 
ant to Section 2A-507 (§ 4-2A-501). 

4. Subsection (2) (§ 4-2A-528(2)), a 
somewhat revised version of the provi- 
sions of subsection 2-708(2) (§ 4-2- 
708(2)), states a measure of damages 
which applies if the measure of damages 
in subsection (1) (§ 4-2A-528(1)) is inade- 
quate to put the lessor in as good a posi- 
tion as performance would have. The mea- 
sure of damage is the lessor’s profit, 
including overhead, together with inci- 
dental damages, with allowance for costs 
reasonably incurred and credit for pay- 
ments or proceeds of disposition. In deter- 
mining the amount of due credit with 
respect to proceeds of disposition a proper 
value should be attributed to the lessor’s 
residual interest in the goods. Sections 
2A-103(1)(q) and 2A-507(4) (§§ 4-2A- 
103(1)(q) and 4-2A-507(4)). 

5. In calculating profit, a court should 
include any expected appreciation of the 
goods, e.g. the foal of a leased brood mare. 
Because this subsection (§ 4-2A-528(2)) is 
intended to give the lessor the benefit of 
the bargain, a court should consider any 
reasonable benefit or profit expected by 
the lessor from the performance of the 
lease agreement. See Honeywell, Inc. v. 
Lithonia Lighting. Inc., 317 F. Supp. 406, 
413 (N.D. Ga. 1970); Locks v. Wade, 36 
N.J. Super. 128, 131, 114 A.2d 875, 877 
(Super. Ct. App. Div. 1955). Further, in 
calculating profit the concept of present 
value must be given effect. Taylor v. Com- 
mercial Credit Equip. Corp., 170 Ga. App. 
322, 316 S.E.2d 788 (Ct. App. 1984). 

See generally Section 2A-103(1)(u) (§ 4- 
2A-103(1)(u)). 
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Cross References: 

Sections 1-102(3), 2-708, 2A-103(1)(u), 
2A-402, 2A-504, 2A-507, 2A-527(2) and 
2A-529 (§§ 4-1-102(3), 4-2-708, 4-2A- 
103(1)(u), 4-2A-402, 4-2A-504, 4-2A-507, 
4-2A-527(2) and 4-2A-529). 


Definitional Cross References: 

“Agreement”. Section 1-201(3) (§ 4-1- 
201(3)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)()). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 
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“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Party”. 
201(29)). 

“Present value”. Section 2A-103(1)(u) 
(§ 4-2A-103(1)(u)). 

“Sale”. Section 2-106(1) (§ 4-2-106(1)). 


Section 1-201(29) (§ 4-1- 


*The version of this section enacted by 
Arkansas differs from the uniform act. 


Official Comment to Section 2A-529 (A.C.A. § 4-2A-529) 


Uniform Statutory Source: Section 2-709 
(§ 4-2-709). 

Changes: Substantially revised. 
Purposes: 

1. Absent a lease contract provision to 
the contrary, an action for the full unpaid 
rent (discounted to present value as of the 
time of entry of judgment as to rent due 
after that time) is available as to goods not 
lost or damaged only if the lessee retains 
possession of the goods or the lessor is or 
apparently will be unable to dispose of 
them at a reasonable price after reason- 
able effort. There is no general right in a 
lessor to recover the full rent from the 
lessee upon holding the goods for the 
lessee. If the lessee tenders goods back to 
the lessor, and the lessor refuses to accept 
the tender, the lessor will be limited to the 
damages it would have suffered had it 
taken back the goods. The rule in Article 2 
(§ 4-2-101 et seq.) that the seller can 
recover the price of accepted goods is re- 
jected here. In a lease, the lessor always 
has a residual interest in the goods which 
the lessor usually realizes upon at the end 
of a lease term by either sale or a new 
lease. Therefore, it is not a substantial 
imposition on the lessor to require it to 
take back and dispose of the goods if the 
lessee chooses to tender them back before 
the end of the lease term: the lessor will 
merely do earlier what it would have done 
anyway, sell or relet the goods. Further, 
the lessee will frequently encounter sub- 
stantial difficulties if the lessee attempts 
to sublet the goods for the remainder of 
the lease term. In contrast to the buyer 
who owns the entire interest in goods and 


can easily dispose of them, the lessee is 
selling only the right to use the goods 
under the terms of the lease and the 
sublessee must assume a relationship 
with the lessor. In that situation, it is 
usually more efficient to eliminate the 
original lessee as a middleman by allow- 
ing the lessee to return the goods to the 
lessor who can then redispose of them. 

2. In some situations even where pos- 
session of the goods is reacquired, a lessor 
will be able to recover as damages the 
present value of the full rent due, not 
under this section (§ 4-2A-529), but under 
2A-528(2) (§ 4-2A-528(2)) which allows a 
lost profit recovery if necessary to put the 
lessor in the position it would have been in 
had the lessee performed. Following is an 
example of such a case. A is a lessor of 
construction equipment and maintains a 
substantial inventory. B leases from A a 
backhoe for a period of two weeks at a 
rental of $1,000. After three days, B re- 
turns the backhoe and refuses to pay the 
rent. A has five backhoes in inventory, 
including the one returned by B. During 
the next 11 days after the return by B of 
the backhoe, A rents no more than three 
backhoes at any one time and, therefore, 
always has two on hand. If B had kept the 
backhoe for the full rental period, A would 
have earned the full rental on that 
backhoe, plus the rental on the other 
backhoes it actually did rent during that 
period. Getting this backhoe back before 
the end of the lease term did not enable A 
to make any leases it would not otherwise 
have made. The only way to put A in the 
position it would have been in had the 


COMMENTARIES 


lessee fully performed is to give the lessor 
the full rentals. A realized no savings at 
all because the backhoe was returned 
early and might even have incurred addi- 
tional expense if it was paying for parking 
space for equipment in inventory. A has no 
obligation to relet the backhoe for the 
benefit of B rather than leasing that 
backhoe or any other in inventory for its 
own benefit. Further, it is probably not 
reasonable to expect A to dispose of the 
backhoe by sale when it is returned in an 
effort to reduce damages suffered by B. 
Ordinarily, the loss of a two-week rental 
would not require A to reduce the size of 
its backhoe inventory. Whether A would 
similarly be entitled to full rentals as lost 
profit in a one-year lease of a backhoe is a 
question of fact: in any event the lessor, 
subject to mitigation of damages rules, is 
entitled to be put in as good a position as 
it would have been had the lessee fully 
performed the lease contract. 

3. Under subsection (2) (§ 4-2A-529(2)) 
a lessor who is able and elects to sue for 
the rent due under a lease must hold 
goods not lost or damaged for the lessee. 
Subsection (3) (§ 4-2A-529(3)) creates an 
exception to the subsection (2) (§ 4-2A- 
529(2)) requirement. If the lessor disposes 
of those goods prior to collection of the 
judgment (whether as a matter of law or 
agreement), the lessor’s recovery is gov- 
erned by the measure of damages in Sec- 
tion 2A-527 (§ 4-2A-527) if the disposition 
is by lease that is substantially similar to 
the original lease, or otherwise by the 
measure of damages in Section 2A-528 
(§ 4-2A-528). Section 2A-523 (§ 4-2A- 
523) official comment. 

4, Subsection (4) (§ 4-2A-529(4)), 
which is new, further reinforces the requi- 
sites of Subsection (2) (§ 4-2A-529(2)). In 
the event the judgment for damages ob- 
tained by the lessor against the lessee 
pursuant to subsection (1) (§ 4-2A-529(1)) 
is satisfied, the lessee regains the right to 
use and possession of the remaining goods 
for the balance of the original lease term; 
a partial satisfaction of the judgment cre- 
ates no right in the lessee to use and 
possession of the goods. 

5. The relationship between subsec- 
tions (2) and (4) (§ 4-2A-529(2) and (4)) is 
important to understand. Subsection (2) 
(§ 4-2A-529(2)) requires the lessor to hold 
for the lessee identified goods in the les- 
sor’s possession. Absent agreement to the 
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contrary, whether in the lease or other- 
wise, under most circumstances the re- 
quirement that the lessor hold the goods 
for the lessee for the term will mean that 
the lessor is not allowed to use them. 
Sections 2A-103(4) and 1-203 (§§ 4-2A- 
103(4) and 4-1-203). Further, the lessor’s 
use of the goods could be viewed as a 
disposition of the goods that would bar the 
lessor from recovery under this section 
(§ 4-2A-529), remitting the lessor to the 
two preceding sections (§§ 4-2A-527 and 
4-2A-528) for a determination of the les- 
sor’s claim for damages against the lessee. 

6. Subsection (5) (§ 4-2A-529(5)), the 
analogue of subsection 2-709(3) (§ 4-2- 
709(3)), further reinforces the thrust of 
subsection (3) (§ 4-2A-529(3)) by stating 
that a lessor who is held not entitled to 
rent under this section (§ 4-2A-529) has 
not elected a remedy; the lessor must be 
awarded damages under Sections 2A-527 
and 2A-528 (§§ 4-2A-527 and 4-2A-528). 
This is a function of two significant poli- 
cies of this Article (§ 4-2A-101 et seq.) 
that resort to a remedy is optional, unless 
expressly agreed to be exclusive (Section 
2A-503(2)) (§ 4-2A-503(2)) and that rights 
and remedies provided in this Article (§ 4- 
2A-101 et seq.) generally are cumulative. 
(Section 2A-501(2) and (4)) (§ 4-2A-501(2) 
and (4)). 


Cross References: 

Sections 1-203, 2-709, 2-709(3), 2A- 
103(4), 2A-501(2), 2A-501(4), 2A-503(2), 
2A-504, 2A-523(1)(e), 2A-525(2), 2A-527, 
2A-528 and 2A-529(2) (§§ 4-1-2038, 4-2- 
709, 4-2-709(3), 4-2A-103(4), 4-2A-501(2), 
4-2A-501(4), 4-2A-503(2), 4-2A-504, 4-2A- 
523(1)(e), 4-2A-525(2), 4-2A-527, 4-2A-528 
and 4-2A-529(2)). 


Definitional Cross References: 


“Action”. Section 1-201(1) (§ 4-1- 
201(1)). 
“Conforming”. Section 2A-103(1)(d) 


(§ 4-2A-103(1)(d)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)(j)). 

“Lease agreement”. Section 
103(1)(k) (§ 4-2A-103(1)(k)). 

“Lease contract”. Section 2A-103(1)(1) 
(§ 4-2A-103(1)()). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 
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“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 

“Present value”. Section 2A-103(1)(u) 
(§ 4-2A-103(1)(u)). 
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“Reasonable time”. Section 1-204(1) and 
(2) (§ 4-1-204(1) and (2)). 


Official Comment to Section 2A-530 (A.C.A. § 4-2A-530) 


Uniform Statutory Source: Section 2-710 
(§ 4-2-710). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 
“Agerieved party”. Section 1-201(2) 
(§ 4-1-201(2)). 


“Delivery”. Section 1-201(14) (§ 4-1- 
201(14)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). 

“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 

“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 
103(1)(p)). 


Official Comment to Section 2A-531 (A.C.A. § 4-2A-531) 


Uniform Statutory Source: Section 2-722 
(§ 4-2-722). 


Changes: Revised to reflect leasing prac- 
tices and terminology. 


Definitional Cross References: 


“Action”. Section 1-201(1) (§ 4-1- 
201(1)). 

“Goods”. Section 2A-103(1)(h) (§ 4-2A- 
103(1)(h)). | 


“Lease contract”. Section 2A-103(1)()) 
§ 4-2A-103(1)()). 


“Lessee”. Section 2A-103(1)(n) (§ 4-2A- 
103(1)(n)). 
“Lessor”. Section 2A-103(1)(p) (§ 4-2A- 


103(1)(p)). 
“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Rights”. Section 1-201(36) (§ 4-1- 
201(36)). 


“Security interest”. Section 1-201(37) 
(§ 4-1-201(37)). 


Official Comment to Section 2A-532 (A.C.A. § 4-2A-532) 


Uniform Statutory Source: None. 


Purposes: This section (§ 4-2A-532) recog- 
nizes the right of the lessor to recover 
under this Article (§ 4-2A-101 et seq.) (as 
well as under other law) from the lessee 
for failure to comply with the lease obli- 


gations as to the condition of leased goods 
when returned to the lessor, for failure to 
return the goods at the end of the lease, or 
for any other default which causes loss or 
injury to the lessor’s residual interest in 
the goods. 


ARTICLE 3 
(A.C.A. § 4-3-101 ET SEQ.)* 


Prefatory Note 


Revised Article 3 (A.C.A. § 4-3-101 et 
seq.) (with miscellaneous and conforming 
amendments to Articles 1 and 4 (A.C.A. 
§ 4-1-101 et seq. and § 4-4-101 et seq.) is 
a companion undertaking to Article 4A 
(A.C.A. § 4-4A-101 et seq.) on funds 
transfers. Both efforts were undertaken 
for the purpose of accommodating modern 
technologies and practices in payment 
systems and with respect to negotiable 
instruments. Both efforts were drafted by 
the same committee over essentially the 
same period of time. The work on Article 
4A (A.C.A. § 4-4A-101 et seq.) was ac- 
corded priority and completed in 1989, 
and revised Article 3 (A.C.A. § 4-3-101 et 
seq.) was completed in 1990. 

Revised Article 3 (A.C.A. § 4-3-101 et 
seq.) may, not inappropriately, be re- 
garded as the latest effort in the progres- 
sive codification of the common law of 
negotiable instruments that began with 
the English Bills of Exchange Act enacted 
by Parliament in 1882. The Uniform Ne- 
gotiable Instruments Law was promul- 
gated by the Conference in 1896, and it in 
turn was reorganized and modernized by 
original Article 3—Commercial Paper as 
part of the Uniform Commercial Code 
jointly promulgated in 1952 by the Con- 
ference and the American Law Institute. 
Revised Article 3 (A.C.A. § 4-3-101 et 
seq.) in 1990 modernizes, reorganizes and 
clarifies the law. 


Purpose of Drafting Effort 

The original Articles 3 and 4 and their 
predecessors were based upon a paper 
payment system. Literally, there has been 
an explosion in the volume of paper to 
process since Articles 3 and 4 (A.C.A. 
§ 4-3-101 et seq. and § 4-4-101 et seq.) 
were first promulgated. In the early ’50s, 
around 7 billion checks were processed 
annually. Correctly anticipating an in- 
crease in check volume as the result of a 
retail approach taken by bankers at that 
time, the American Bankers Association 
in 1954 placed a team on a research and 
development project to identify the most 


efficient method of processing checks me- 
chanically. The eminently successful 
MICR line technology was the result. 
Upon its implementation, checks were 
processed at high rates of speed. In major 
part as a result of this technology, a seven- 
fold explosion in check volume has oc- 
curred between the ’50s and 1988. In 
1988, the Federal Reserve estimated 
check volume at 48 billion written annu- 
ally. In 1987, Congress enacted the Expe- 
dited Funds Availability Act, and the Fed- 
eral Reserve Board implemented it in 
1988 with Regulation CC. Regulation CC 
covers many aspects of the forward check 
collection process and all aspects of the 
return process. 

Present Articles 3 and 4 (A.C.A. § 4-3- 
101 et seq. and § 4-4-101 et seq.), written 
for a paper-based system, do not ade- 
quately address the issues of responsibil- 
ity and liability as they relate to modern 
technologies now employed and the proce- 
dures required by the current volume of 
checks and by the “Expedited Funds 
Availability Act” and Regulation CC. 
While agreements among parties to par- 
ticular transactions have provided some 
relief, such stop-gap measures are no 
longer adequate. 

In addition, practices have developed 
which are not easily accommodated 
within existing Article 3 (A.C.A. § 4-3-101 
et seq.). For example, variable rate notes 
were unknown when Article 3 (A.C.A. § 4- 
3-101 et seq.) first was promulgated; they 
are common today. Questions about the 
“cash equivalency” of cashier’s checks and 
money orders have arisen as banks have 
sought to raise defenses to the payment of 
these instruments. 

The revision of Article 3 (A.C.A. § 4-3- 
101 et seq.) and Article 4 (A.C.A. § 4-4- 
101 et seq.) to update, improve and main- 
tain the viability of it is necessary to 
accommodate these changing practices 
and modern technologies, the needs of a 
rapidly expanding national and interna- 
tional economy, the requirement for more 
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rapid funds availability, and the need for 
more clarity and certainty. Absent such an 
update, further Federal preemption of 
state law may likely occur. 


Uniformity is Essential 

Traditionally, the legal structures for 
payments have been regulated by state 
law through the Uniform Commercial 
Code. In recent years, however, the Fed- 
eral government has established regula- 
tions for credit and debit cards, and for the 
availability of funds in a way that regu- 
lates much of the check collection process. 

With respect to wholesale funds trans- 
fers, on an average day two trillion dollars 
is transferred. Article 4A (A.C.A. § 4-4A- 
101 et seq.) of the UCC promulgated in 
1989 provides the governing comprehen- 
sive rules. In 1990, 12 states enacted 
Article 4A (A.C.A. § 4-4A-101 et seq.) in- 
cluding California, New York and Illinois. 
In 1991, Article 4A (A.C.A. § 4-4A-101 et 
seq.) has been introduced in the legisla- 
tures of most of the other states, and it is 
anticipated that most, if not all, will enact 
Article 4A (A.C.A. § 4-4A-101 et seq.) uni- 
formly. Within a short time, perhaps by 
1992, the law of wholesale funds transfers 
should be uniform throughout the 50 
states. 

The law for payments through checks 
and which governs other negotiable in- 
struments similarly should be uniform 
and up-to-date, either through state en- 
actments or Federal preemption. Other- 
wise, checks as a viable payment system 
in international and national transactions 
will be severely hampered and the utility 
of other negotiable instruments impaired. 


Process of Achieving Uniformity 

The essence of uniform law revision is to 
obtain a sufficient consensus and balance 
among the interests of the various partic- 
ipants so that universal and uniform 
adoption by the legislatures of all 50 
states may be achieved. As is the practice 
of the Conference, announcement of the 
drafting undertaking for Articles 3, 4 and 
4A (A.C.A. § 4-8-101 et seq., § 4-4-101 et 
seq., and § 4-4A-101 et seq.) was widely 
circulated in 1985. Anyone who so re- 
quested, received notice of all meetings 
and was invited to attend. Upon request, 
names were put on a mailing list to re- 
ceive copies of drafts as they progressed. 
In addition, the American Bar Association 
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Ad Hoc Committee on Payments Systems 
closely followed the work of the Confer- 
ence and widely circulated the drafts. 

The Drafting Committee had 3 or 4 
meetings each year and, by August 1990, 
had held 20 meetings. The drafting meet- 
ings began on Friday morning and ended 
on Sunday at noon. All the meetings were 
well attended, and the average atten- 
dance was 50 or more. The discussion of 
the drafts was open for comment by all 
those who attended. In addition, the re- 
porters received a substantial amount of 
comment and suggestions by written and 
other communications between meetings 
of the drafting committee. The work prod- 
uct was read line for line at the annual 
meetings of the Conference three different 
years. In addition, the American Law In- 
stitute circulated the drafts two or three 
times to its entire membership. The ALI 
consultative group also held a meeting to 
comment and make suggestions on the 
draft. In addition, progress reports were 
published annually in The Business Law- 
yer from 1985 through 1990. 

The consensus, balance and quality 
achieved in this lengthy deliberative pro- 
cess is a product not only of the fine work 
of the reporters and the drafting commit- 
tee, but also the faithful and energetic 
participation of the advisors and partici- 
pants in the drafting meetings. The advi- 
sors representing a variety of interests 
were: 


Thomas C. Baxter, Jr., Federal Reserve 
Bank of New York 

Roland E. Brandel, American Bar Asso- 
ciation 

Leon P. Ciferni, National Westminster 
Bank USA 

William B. Davenport, American Bar 
Association, Section of Business Law, 
Ad Hoc Committee on Payment Sys- 
tems 

Carl Felsenfeld, Association of the Bar 
of the City of New York 

Thomas J. Greco, American Bankers 
Association 

Oliver I. Ireland, Board of Governors of 
Federal Reserve System 

John R. H. Kimball, Federal Reserve 
Bank of Boston 

John F. Lee, New York Clearing House 
Association 

Norman R. Nelson, New York Clearing 
House Association 
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Ernest T. Patrikis, Federal Reserve 
Bank of New York 

Anne B. Pope, National Corporate Cash 
Management Association 

Paul S. Turner, Occidental Petroleum 
Corporation and National Corporate 
Cash Management Association 

Stanley M. Walker, Exxon Company, 
U.S.A. and National Corporate Cash 
Management Association 


Other participants who regularly at- 
tended drafting meetings were: 


Henry N. Dyhouse, U.S. Central Credit 
Union 

Robert Egan, Chemical Bank 

Paul T. Even, National Gypsum Corpo- 
ration 

James Foorman, First Chicago Corpora- 
tion 

J. Kevin French, Exxon Company, 
U.S.A. 

Richard M. Gottlieb, Manufacturers 
Hanover Trust Company 

Douglas E. Harris, National Corporate 
Cash Management Association 

Arthur L. Herold, National Corporate 
Cash Management Association 

Shirley Holder, Atlantic Richfield Com- 
pany 

Paul E. Homrighausen, Bankers Clear- 
ing House Association 

Gail M. Inaba, Morgan Guaranty Trust 
Company of New York 

Richard P. Kessler, Jr., Credit Union 
National Association 

James W. Kopp, Shell Oil Company 

Donald R. Lawrence, Citibank, N.A. 

Robert M. McAllister, Chase Manhat- 
tan Bank, N.A. 

Thomas E Montgomery, 
Bankers Association 

W. Robert Moore, American Bankers 
Association 

Samuel Newman, Manufacturers 
Hanover Trust Company 

Nena Nodge, National Corporate Cash 
Management Association 

Robert J. Pisapia, Occidental Petroleum 
Corporation 

Deborah S. Prutzman, Arnold & Porter 

James S. Rogers, Professor of Law, 
Newton, Massachusetts 

Robert M. Rosenblith, Manufacturers 
Hanover Trust Company 

Jamileh Soufan, American General Cor- 
poration 

Irma Villarreal, Aon Corporation 


California 
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Balance Achieved 

The consensus reflected in Revised Ar- 
ticle 3(A.C.A. § 4-3-101 et seq.) and in the 
conforming amendments to Articles 1 and 
4 (A.C.A. § 4-1-101 et seq. and § 4-4-101 
et seq.) is supported by the participants 
from the banking community, the users, 
and the Federal regulators because it re- 
flects a balance that each interest can 
reasonably embrace. Some of the benefits 
of the Revision include: 


A. Benefits in the Public Interest 


Certainty — Revised Articles 3 and 4 
(A.C.A. § 4-3-101 et seq. and § 4-4-101 et 
seq.) remove numerous uncertainties that 
exist in the current provisions and thus 
reduce risk to the payment system and 
allow appropriate planning by its users 
and operators. 


Speed and Reliability — The Revision 
removes impediments to the use of auto- 
mation, and better conforms to Regulation 
CC to expedite the availability of funds to 
customers and to reduce risks to banks. 


Lower Costs — The Revision by provid- 
ing for modern technologies, lowers costs 
to banks and thus to their customers. 


Reduced Litigation — By clarification of 
troublesome issues, and by the provisions 
of Sections 3-404 through 3-406 (A.C.A. 
§ 4-3-404—4-3-406) which reform rules 
for allocation of loss from forgeries and 
alterations, the Revision should signifi- 
cantly reduce litigation. 


B. Benefits to Users 


“Good Faith” — The definition of good 
faith under Sections 3-103(a)(4) and 
4-104(c) (A.C.A. §§ 4-3-103(a)(4) and 4-4- 
104(c)) is expanded to include observance 
of reasonable commercial standards of fair 
dealing. This objective standard for good 
faith applies to the performance of all 
duties and obligations established under 
Articles 3 and 4 (A.C.A. § 4-3-101 et seq. 
and § 4-4-101 et seq.). 


Fiduciary Provisions — Section 3-307 
(A.C.A. § 4-3-307) protects drawers and 
persons owed a fiduciary responsibility by 
imposing stricter standards for obtaining 
holder in due course rights by a person 
dealing with the defaulting agent or fidu- 
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ciary. It also spells out the circumstances 
under which a person receiving funds has 
notice of a breach of fiduciary duty, and 
resulting liability. 


Accord and Satisfaction — Under Sec- 
tion 3-311 (A.C.A. § 4-3-311) payees can 
avoid the unintentional accord and satis- 
faction by returning the funds or by giving 
a notice that requires checks to be sent to 
a particular office where such proposals 
can be handled. On the other hand, the 
drawer of a full settlement check is pro- 
tected from the instrument being indorsed 
with protest and thus losing the money 
and being liable on the balance of the 
claim. 


Cashier’s Checks — Section 3-411 
(A.C.A. § 4-3-411) and related provisions 
considerably improve the acceptability of 
bank obligations like cashier’s checks as 
cash equivalents by providing disincen- 
tives to wrongful dishonor, such as the 
possible recovery of consequential dam- 
ages. 


Indorser Liability — Section 3-415 
(A.C.A. § 4-3-415) gives more time to hold 
a check before the user loses’ indorser 
liability. 


Reporting Forgeries — Section 4-406 
(A.C.A. § 4-4-406) increases the outside 
time a customer has to report forged 
checks or alterations to thirty days. It also 
requires a bank truncating checks to re- 
tain the item or the capacity to furnish 
legible copies for seven years. 


Individual Agent and Corporate Liabil- 
ity — Section 3-402 (A.C.A. § 4-3-402), as 
to corporate instruments signed by agents 
without adequate indication and repre- 
sentation, (except as against a holder in 
due course), allows a representative to 
show the parties did not intend individual 
liability. It affords full protection to the 
agent that signs a corporate check, even 
though the check does not show represen- 
tative status. Also, Section 3-403(b) 
(A.C.A. § 4-3-403(b)) makes it clear that a 
signature of an organization is considered 
unauthorized if more than one signature 
is required and it is missing. 


Direct Suits — Section 3-420 (A.C.A. 
§ 4-3-420) allows a person whose indorse- 
ment is forged to sue the depositary bank 
directly, rather than each drawee of the 
checks involved. 
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C. Benefits to the Banking Community 


Certainty — Section 3-104 (A.C.A. § 4- 
3-104) and related provisions clarify what 
types of contracts are within Article 3 
(A.C.A. § 4-3-101 et seq.) and how they 
are to be treated, thus promoting cer- 
tainty of legal rules and reducing litiga- 
tion costs and risks. Checks that may omit 
“words of negotiability” are included as 
fully negotiable; confusion over travelers 
checks is eliminated; variable rate instru- 
ments are included; and there is clarifica- 
tion of the impact of the FTC “Holder” 
Rule, clarification of the ability of parties 
to an instrument that is not included in 
Article 3 (A.C.A. § 4-3-101 et seq.) to 
contract for the application of its rules to 
their contract; and clarification of ordi- 
nary money orders as checks rather than 
bank obligations. 


“Ordinary Care” — In _ Sections 
3-103(a)(7) and 4-104(c) (A.C.A. §§ 4-3- 
103(a)(7) and 4-4-104(c)), ordinary care is 
defined, making clear that financial insti- 
tutions taking checks for processing or for 
payment by automated means need not 
manually handle each instrument if that 
is consistent with the institution’s proce- 
dures and the procedures used do not vary 
unreasonably from the general usage of 
banks. This clarification is designed to 
accommodate and facilitate efficiency, 
thus lowering costs and lowering expe- 
dited funds availability risks. The defini- 
tion of ordinary care relates to those spe- 
cific instances in the Code where the 
standard of ordinary care is set forth. 


Statute of Limitations — Sections 3-118 
and 4-111 (A.C.A. §§ 4-3-118 and 4-4-111) 
include statutory periods of limitations 
which will make the law uniform rather 
than leaving the topic to widely varying 
state laws. 


Employee Fraud — Section 3-405 
(A.C.A. § 4-3-405) expands a per se negli- 
gence rule to the case of an indorsement 
forged by an employee whose duties in- 
volve handling checks. It also covers that 
of a faithless employee who supplies a 
name and then forges the indorsement, 
but does not require a precise match be- 
tween the name of the payee and the 
indorsement. 


Bank Definition — The definition of 
bank is expanded for the purposes of Ar- 
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ticles 3 and 4(A.C.A. § 4-3-101 et seq. and 
§ 4-4-101 et seq.) to clearly include sav- 
ings and loans and credit unions so that 
their checks are directly governed by the 
Code. Section 4-104 (A.C.A. § 4-4-104) 
clarifies that checks drawn on credit lines 
are subject to the rules for checks drawn 
on deposit accounts. 


Truncation — Section 4-110 (A.C.A. 
§ 4-4-110) authorizes electronic present- 
ment of items and related provisions re- 
move impediments to truncation. Trunca- 
tion will reduce risks from mandated 
funds availability and improve the check 
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collection process. Section 4-406 (A.C.A. 
§ 4-4-406) allows an institution the bene- 
fit of its provisions even though it does not 
return the checks due to truncation. If 
both the customer and the institution fail 
to use ordinary care, a comparative negli- 
gence standard is used rather than plac- 
ing the full loss on the institution. 


*Former Article 3 was repealed by Acts 
1991, No. 572, § 9 and revised Article 3 
(A.C.A. § 4-3-101 et seq.) was enacted by 
Acts 1991, No. 572, § 5. 


Comment to § 3-102 (A.C.A. § 4-3-102) 


1. Former Article 3 had no provision 
affirmatively stating its scope. Former 
Section 3-103 was a limitation on scope. In 
revised Article 3 (A.C.A. § 4-3-101 et 
seq.), Section 3-102 (A.C.A. § 4-3-102) 
states that Article 3 (A.C.A. § 4-3-101 et 
seq.) applies to “negotiable instruments,” 
defined in Section 3-104 (A.C.A. § 4-3- 
104). Section 3-104(b) (A.C.A. § 4-3- 
104(b)) also defines the term “instrument” 
as a synonym for “negotiable instrument.” 
In most places Article 3 (A.C.A. § 4-3-101 
et seq.) uses the shorter term “instru- 
ment.” This follows the convention used in 
former Article 3. 

2. The reference in former Section 
3-103(1) to “documents of title” is omitted 
as superfluous because these documents 
contain no promise to pay money. The 
definition of “payment order” in Section 
4A-103(a)(1)@ii) (A.C.A. § 4-4A-103(a)(1)- 
(iii)) excludes drafts which are governed 
by Article 3 (A.C.A. § 4-3-101 et seq.). 
Section 3-102(a) (A.C.A. § 4-3-102(a)) 
makes clear that a payment order gov- 
erned by Article 4A (A.C.A. § 4-4A-101 et 
seq.) is not governed by Article 3 (A.C.A. 
§ 4-3-101 et seq.). Thus, Article 3 (A.C.A. 
§ 4-3-101 et seq.) and Article 4A (A.C.A. 
§ 4-4A-101 et seq.) are mutually exclu- 
sive. 

Article 8 (A.C.A. § 4-8-101 et seq.) 
states in Section 8-102(1)(c) (A.C.A. § 4- 
8-102(1)(c)) that “A writing that is a cer- 
tificated security is governed by this Arti- 
cle (Chapter) and not by Article 3 (A.C.A. 
§ 4-3-101 et seq.), even though it also 
meets the requirements of that Article 
(Chapter).” Section 3-102(a) (A.C.A. § 4-3- 
102(a)) conforms to this provision. With 


respect to some promises or orders to pay 
money, there may be a question whether 
the promise or order is an instrument 
under Section 3-104(a) (A.C.A. § 4-3- 
104(a)) or a certificated security under 
Section 8-102(a) (A.C.A. § 4-8-102(a)). 
Whether a writing is covered by Article 3 
(A.C.A. § 4-3-101 et seq.) or Article 8 
(A.C.A. § 4-8-101 et seq.) has important 
consequences. Among other things, under 
Section 8-207 (A.C.A. § 4-8-207), the is- 
suer of a certificated security may treat 
the registered owner as the owner for all 
purposes until the presentment for regis- 
tration of a transfer. The issuer of a nego- 
tiable instrument, on the other hand, may 
discharge its obligation to pay the instru- 
ment only by paying a person entitled to 
enforce under Section 3-301 (A.C.A. § 4- 
3-301). There are also important conse- 
quences to an indorser. An indorser of a 
security does not undertake the issuer’s 
obligation or make any warranty that the 
issuer will honor the underlying obliga- 
tion, while an indorser of a negotiable 
instrument becomes secondarily liable on 
the underlying obligation. 

Ordinarily the distinction between in- 
struments and certificated securities in 
non-bearer form should be relatively clear. 
A certificated security under Article 8 
(A.C.A. § 4-8-101 et seq.) must be in reg- 
istered form (§ 8-102(1)(a)(i)) (A.C.A. § 4- 
8-102(1)(a)(i)) so that it can be registered 
on the issuer’s records. By contrast, regis- 
tration plays no part in Article 3 (A.C.A. 
§ 4-3-101 et seq.). The distinction be- 
tween an instrument and a certificated 
security in bearer form may be somewhat 
more difficult and will generally lie in the 
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economic functions of the two writings. 
Ordinarily, negotiable instruments under 
Article 3 (A.C.A. § 4-3-101 et seq.) will be 
separate and distinct instruments, while 
certificated securities under Article 8 
(A.C.A. § 4-8-101 et seq.) will be either 
one of a class or series (Section 
8-102(1)(a)Gii)) (A.C.A. § 4-8-102(1)(a)- 
(iii). Thus, a promissory note in bearer 
form could come under either Article 3 
(A.C.A. § 4-3-101 et seq.) if it were simply 
an individual note, or under Article 8 
(A.C.A. § 4-8-101 et seq.) if it were one of 
a series of notes or divisible into a series. 
An additional distinction is whether the 
instrument is of the type commonly dealt 
in on securities exchanges or markets or 
commonly recognized as a medium for 
investment (Section 8-102(1)(a)(i1)) 
(A.C.A. § 4-8-102(1)(a)(Gi)). Thus, a check 
written in bearer form (i.e., a check made 
payable to “cash”) would not be a certifi- 
cated security within Article 8 (A.C.A. 
§ 4-8-101 et seq.) of the Uniform Commer- 
cial Code. 

Occasionally, a particular writing may 
fit the definition of both a negotiable in- 
strument under Article 3 (A.C.A. § 4-3- 
101 et seq.) and of an investment security 
under Article 8 (A.C.A. § 4-8-101 et seq.). 
In such cases, the instrument is subject 
exclusively to the requirements of Article 
8 (A.C.A. § 4-8-101 et seq.). Section 
8-102(1)(c) and Section 3-102(a) (A.C.A. 
8§ 4-8-102(1)(c) and 4-3-102(a)). 

3. Although the terms of Article 3 
(A.C.A. § 4-3-101 et seq.) apply to trans- 
actions by Federal Reserve Banks, federal 
preemption would make ineffective any 
Article 3 (A.C.A. § 4-3-101 et seq.) provi- 
sion that conflicts with federal law. The 
activities of the Federal Reserve Banks 
are governed by regulations of the Federal 
Reserve Board and by operating circulars 
issued by the Reserve Banks themselves. 
In some instances, the operating circulars 
are issued pursuant to a Federal Reserve 
Board regulation. In other cases, the Re- 
serve Bank issues the operating circular 
under its own authority under the Federal 
Reserve Act, subject to review by the Fed- 
eral Reserve Board. Section 3-102(c) 
(A.C.A. § 4-3-102(c)) states that Federal 
Reserve Board regulations and operating 
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circulars of the Federal Reserve Banks 
supersede any inconsistent provision of 
Article 3 (A.C.A. § 4-3-101 et seq.) to the 
extent of the inconsistency. Federal Re- 
serve Board regulations, being valid exer- 
cises of regulatory authority pursuant toa 
federal statute, take precedence over state 
law if there is an inconsistency. Childs v. 
Federal Reserve Bank of Dallas, 719 F.2d 
812 (5th Cir.1983), reh. den. 724 F.2d 127 
(5th Cir. 1984). Section 3-102(c) (A.C.A. 
§ 4-3-102(c)) treats operating circulars as 
having the same effect whether issued 
under the Reserve Bank’s own authority 
or under a Federal Reserve Board regula- 
tion. Federal statutes may also preempt 
Article 3 (A.C.A. § 4-3-101 et seq.). For 
example, the Expedited Funds Availabil- 
ity Act, 12 U.S.C. § 4001 et seq., provides 
that the Act and the regulations issued 
pursuant to the Act supersede any incon- 
sistent provisions of the UCC. 12 U.S.C. 
§ 4007(b). 

4. In Clearfield Trust Co. v. United 
States, 318 U.S. (1943), the Court held 
that if the United States is a party to an 
instrument, its rights and duties are gov- 
erned by federal common law in the ab- 
sence of a specific federal statute or regu- 
lation. In United States v. Kimbell Foods, 
Inc., 440 U.S. 715 (1979), the Court stated 
a three-pronged test to ascertain whether 
the federal common-law rule should follow 
the state rule. In most instances courts 
under the Kimbell test have shown a will- 
ingness to adopt UCC rules in formulating 
federal common law on the subject. In 
Kimbell the Court adopted the priorities 
rules of Article 9 (A.C.A. § 4-9-101 et 
seq.). 

5. In 1989 the United Nations Commis- 
sion on International Trade Law com- 
pleted a Convention on International Bills 
of Exchange and International Promis- 
sory Notes. If the United States becomes a 
party to this Convention, the Convention 
will preempt state law with respect to 
international bills and notes governed by 
the Convention. Thus, an international 
bill of exchange or promissory note that 
meets the definition of instrument in Sec- 
tion 3-104 (A.C.A. § 4-3-104) will not be 
governed by Article 3 (A.C.A. § 4-3-101 et 
seq.) if it is governed by the Convention. 
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Comment to § 3-103 (A.C.A. § 4-3-103) 


1. Subsection (a) (A.C.A. § 4-3-103(a)) 
defines some common terms’ used 
throughout the Article (Chapter) that 
were not defined by former Article 3 and 
adds the definitions of “order” and “prom- 
ise” found in former Section 3-102(1)(b) 
and (c). 

2. The definition of “order” includes an 
instruction given by the signer to itself. 
The most common example of this kind of 
order is a cashier’s check: a draft with 
respect to which the drawer and drawee 
are the same bank or branches of the 
same bank. Former Section 3-118 (a) 
treated a cashier’s check as a note. It 
stated “a draft drawn on the drawer is 
effective as a note.” Although it is techni- 
cally more correct to treat a cashier’s 
check as a promise by the issuing bank to 
pay rather than an order to pay, a cash- 
ier’s check is in the form of a check and it 
is normally referred to as a check. Thus, 
revised Article 3 (A.C.A. § 4-3-101 et seq.) 
follows banking practice in referring to a 
cashier’s check as both a draft and a check 
rather than a note. Some insurance com- 
panies also follow the practice of issuing 
drafts in which the drawer draws on itself 
and makes the draft payable at or through 
a bank. These instruments are also 
treated as drafts. The obligation of the 
drawer of a cashier’s check or other draft 
drawn on the drawer is stated in Section 
3-412 (A.C.A. § 4-3-412). 

An order may be addressed to more 
than one person as drawee either jointly 
or in the alternative. The authorization of 
alternative drawees follows former Sec- 
tion 3-102(1)(b) and recognizes the prac- 
tice of drawers, such as corporations issu- 
ing dividend checks, who for commercial 
convenience name a number of drawees, 
usually in different parts of the country. 
Section 3-501(b)(1) (ACA. $ 4-3- 
501(b)(1)) provides that presentment may 
be made to any one of multiple drawees. 
Drawees in succession are not permitted 
because the holder should not be required 
to make more than one presentment. Dis- 
honor by any drawee named in the draft 
entitles the holder to rights of recourse 
against the drawer or indorsers. 

3. The last sentence of subsection (a)(9) 
(A.C.A. § 4-3-103(a)(9)) is intended to 
make it clear that an I.0.U. or other 


written acknowledgment of indebtedness 
is not a note unless there is also an 
undertaking to pay the obligation. 

4. Subsection (a)(4) (A.C.A. § 4-3- 
103(a)(4)) introduces a definition of good 
faith to apply to Articles 3 and 4 (A.C.A. 
§ 4-3-101 et seq. and § 4-4-101 et seq.). 
Former Articles 3 and 4 used the defini- 
tion in Section 1-201(19) (A.C.A. § 4-1- 
201(19)). The definition in subsection 
(a)(4) (A.C.A. § 4-3-103(a)(4)) is consis- 
tent with the definitions of good faith 
applicable to Articles 2 (A.C.A. § 4-2-101 
et seq.), 2A, 4 (A.C.A. § 4-4-101 et seq.) 
and 4A (A.C.A. § 4-4A-101 et seq.). The 
definition requires not only honesty in fact 
but also “observance of reasonable com- 
mercial standards of fair dealing.” Al- 
though fair dealing is a broad term that 
must be defined in context, it is clear that 
it is concerned with the fairness of conduct 
rather than the care with which an act is 
performed. Failure to exercise ordinary 
care in conducting a transaction is an 
entirely different concept than failure to 
deal fairly in conducting the transaction. 
Both fair dealing and ordinary care, which 
is defined in Section 3-103(a)(7) (A.C.A. 
§ 4-3-103(a)(7)), are to be judged in the 
light of reasonable commercial standards, 
but those standards in each case are di- 
rected to different aspects of commercial 
conduct. 

5. Subsection (a)(7) (A.C.A. § 4-3- 
103(a)(7)) is a definition of ordinary care 
which is applicable not only to Article 3 
(A.C.A. § 4-3-101 et seq.) but to Article 4 
(A.C.A. § 4-4-101 et seq.) as well. See 
Section 4-104(c) (A.C.A. § 4-4-104(c)). The 
general rule is stated in the first sentence 
of subsection (a)(7) (A.C.A. § 4-3- 
103(a)(7)) and it applies both to banks and 
to persons engaged in businesses other 
than banking. Ordinary care means obser- 
vance of reasonable commercial standards 
of the relevant business prevailing in the 
area in which the person is located. The 
second sentence of subsection (a)(7) 
(A.C.A. § 4-3-103(a)(7)) is a particular 
rule limited to the duty of a bank to 
examine an instrument taken by a bank 
for processing for collection or payment by 
automated means. This particular rule 
applies primarily to Section 4-406 (A.C.A. 
§ 4-4-406) and it is discussed in Comment 
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4 to that section. Nothing in Section 
3-103(a)(7) (A.C.A. § 4-3-103(a)(7)) is in- 
tended to prevent a customer from prov- 
ing that the procedures followed by a bank 
are unreasonable, arbitrary, or unfair. 
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6. In subsection (c) (A.C.A. § 4-3- 
103(c)) reference is made to a new defini- 
tion of “bank” in amended Article 4 (A.C.A. 
§ 4-4-101 et seq.). 


Comment to § 3-104 (A.C.A. § 4-3-104) 


1. The definition of “negotiable instru- 
ment” defines the scope of Article 3 (A.C.A. 
§ 4-3-101 et seq.) since Section 3-102 
(A.C.A. § 4-3-102) states: “This Article 
(Chapter) applies to negotiable instru- 
ments.” The definition in Section 3-104(a) 
(A.C.A. § 4-3-104(a)) incorporates other 
definitions in Article 3 (A.C.A. § 4-3-101 
et seq.). An instrument is either a “prom- 
ise,” defined in Section 3-103(a)(9) (A.C.A. 
§ 4-3-103(a)(9)), or “order,” defined in Sec- 
tion 3-103(a)(6) (A.C.A. § 4-3-103(a)(6)). A 
promise is a written undertaking to pay 
money signed by the person undertaking 
to pay. An order is a written instruction to 
pay money signed by the person giving the 
instruction. Thus, the term “negotiable 
instrument” is limited to a signed writing 
that orders or promises payment of 
money. “Money” is defined in Section 
1-201(24) (A.C.A. § 4-1-201(24)) and is 
not limited to United States dollars. It 
also includes a medium of exchange estab- 
lished by a foreign government or mone- 
tary units of account established by an 
intergovernmental organization or by 
agreement between two or more nations. 
Five other requirements are stated in Sec- 
tion 3-104(a) (A.C.A. § 4-3-104(a)): First, 
the promise or order must be “uncondi- 
tional.” The quoted term is explained in 
Section 3-106 (A.C.A. § 4-3-106). Second, 
the amount of money must be “a fixed 
amount...with or without interest or other 
charges described in the promise or order.” 
Section 3-112(b) (A.C.A. § 4-3-112(b)) re- 
lates to “interest.” Third, the promise or 
order must be “payable to bearer or to 
order.” The quoted phrase is explained in 
Section 3-109 (A.C.A. § 4-3-109). An ex- 
ception to this requirement is stated in 
subsection (c) (A.C.A. § 4-3-104(c)). 
Fourth, the promise or order must be 
payable “on demand or at a definite time.” 
The quoted phrase is explained in Section 
3-108 (A.C.A. § 4-3-108). Fifth, the prom- 
ise or order may not state “any other 
undertaking or instruction by the person 
promising or ordering payment to do any 


act in addition to the payment of money” 
with three exceptions. The quoted phrase 
is based on the first sentence of N.I.L. 
Section 5 which is the precursor of “no 
other promise, order, obligation or power 
given by the maker or drawer” appearing 
in former Section 3-104(1)(b). The words 
“instruction” and “undertaking” are used 
instead of “order” and “promise” that are 
used in the N.I.L formulation because the 
latter words are defined terms that in- 
clude only orders or promises to pay 
money. The three exceptions stated in 
Section 3-104(a)(3) (A.C.A. § 4-3- 
104(a)(3)) are based on and are intended 
to have the same meaning as former Sec- 
tion 3-112(1)(b), (c), (d), and (e), as well as 
N.LL. § 5(1), (2), and (3). Subsection (b) 
(A.C.A. § 4-3-104(b)) states that “instru- 
ment” means a “negotiable instrument.” 
This follows former Section 3-102(1)(e) 
which treated the two terms as synony- 
mous. 

2. Unless subsection (c) (A.C.A. § 4-3- 
104(c)) applies, the effect of subsection 
(a)(1) and Section 3-102(a) (A.C.A. §§ 4-3- 
104(a)(1) and 4-3-102(a)) is to exclude 
from Article 3 (A.C.A. § 4-3-101 et seq.) 
any promise or order that is not payable to 
bearer or to order. There is no provision in 
revised Article 3 (A.C.A. § 4-3-101 et seq.) 
that is comparable to former Section 
3-805. The comment to former Section 
3-805 states that the typical example of 
writing covered by that section is a check 
reading “Pay John Doe.” Such a check was 
governed by former Article 3 but there 
could not be a holder in due course of the 
check. Under Section 3-104(c) (A.C.A. § 4- 
3-104(c)) such a check is governed by 
revised Article 3 (A.C.A. § 4-3-101 et seq.) 
and there can be a holder in due course of 
the check. But subsection (c) (A.C.A. § 4- 
3-104(c)) applies only to checks. The com- 
ment to former Section 3-805 does not 
state any example other than the check to 
illustrate that section. Subsection (c) 
(A.C.A. § 4-3-104(c)) is based on the belief 
that it is good policy to treat checks, which 
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are payment instruments, as negotiable 
instruments whether or not they contain 
the words “to the order of”. These words 
are almost always pre-printed on the 
check form. Occasionally the drawer of a 
check may strike out these words before 
issuing the check. In the past some credit 
unions used check forms that did not 
contain the quoted words. Such check 
forms may still be in use but they are no 
longer common. Absence of the quoted 
words can easily be overlooked and should 
not affect the rights of holders who may 
pay money or give credit for a check with- 
out being aware that it is not in the 
conventional form. 

Total exclusion from Article 3 (A.C.A. 
§ 4-3-101 et seq.) of other promises or 
orders that are not payable to bearer or to 
order serves a useful purpose. It provides 
a simple device to clearly exclude a writ- 
ing that does not fit the pattern of typical 
negotiable instruments and which is not 
intended to be a negotiable instrument. If 
a writing could be an instrument despite 
the absence of “to order” or “to bearer” 
language and a dispute arises with re- 
spect to the writing, it might be argued 
that the writing is a negotiable instru- 
ment because the other requirements of 
subsection (a) (A.C.A. § 4-3-104(a)) are 
somehow met. Even if the argument is 
eventually found to be without merit it 
can be used as a litigation ploy. Words 
making a promise or order payable to 
bearer or to order are the most distin- 
guishing feature of a negotiable instru- 
ment and such words are frequently re- 
ferred to as “words of negotiability.” 
Article 3 (A.C.A. § 4-3-101 et seq.) is not 
meant to apply to contracts for the sale of 
goods or services or the sale or lease of 
real property or similar writings that may 
contain a promise to pay money. The use 
of words of negotiability in such contracts 
would be an aberration. Absence of the 
words precludes any argument that such 
contracts might be negotiable instru- 
ments. 

An order or promise that is excluded 
from Article 3 (A.C.A. § 4-3-101 et seq.) 
because of the requirements of Section 
3-104(a) (A.C.A. § 4-3-104(a)) may never- 
theless be similar to a negotiable instru- 
ment in many respects. Although such a 
writing cannot be made a negotiable in- 
strument within Article 3 (A.C.A. § 4-3- 
101 et seq.) by contract or conduct of its 
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parties, nothing in Section 3-104 (A.C.A. 
§ 4-3-104) or in Section 3-102 (A.C.A. § 4- 
3-102) is intended to mean that in a par- 
ticular case involving such a writing a 
court could not arrive at a result similar to 
the result that would follow if the writing 
were a negotiable instrument. For exam- 
ple, a court might find that the obligor 
with respect to a promise that does not fall 
within Section 3-104(a) (A.C.A. § 4-3- 
104(a)) is precluded from asserting a de- 
fense against a bona fide purchaser. The 
preclusion could be based on estoppel or 
ordinary principles of contract. It does not 
depend upon the law of negotiable instru- 
ments. An example is stated in the para- 
graph following Case # 2 in Comment 4 to 
Section 3-302 (A.C.A. § 4-3-302). 

Moreover, consistent with the principle 
stated in Section 1-102(2)(b) (A.C.A. § 4- 
1-102(2)(b)), the immediate parties to an 
order or promise that is not an instrument 
may provide by agreement that one or 
more of the provisions of Article 3 (A.C.A. 
§ 4-3-101 et seq.) determine their rights 
and obligations under the writing. Up- 
holding the parties’ choice is not inconsis- 
tent with Article 3 (A.C.A. § 4-3-101 et 
seq.). Such an agreement may bind a 
transferee of the writing if the transferee 
has notice of it or the agreement arises 
from usage of trade and the agreement 
does not violate law or public policy. An 
example of such an agreement is a provi- 
sion that a transferee of the writing has 
the rights of a holder in due course stated 
in Article 3 (A.C.A. § 4-3-101 et seq.) if the 
transferee took rights under the writing 
in good faith, for value, and without notice 
of a claim or defense. 

Even without an agreement of the par- 
ties to an order or promise that is not an 
instrument, it may be appropriate, consis- 
tent with the principles stated in Section 
1-102(2) (A.C.A. § 4-1-102(2)), for a court 
to apply one or more provisions of Article 3 
(A.C.A. § 4-3-101 et seq.) to the writing by 
analogy, taking into account the expecta- 
tions of the parties and the differences 
between the writing and an instrument 
governed by Article 3 (A.C.A. § 4-3-101 et 
seq.). Whether such application is appro- 
priate depends upon the facts of each case. 

3. Subsection (d) (A.C.A. § 4-3-104(d)) 
allows exclusion from Article 3 (A.C.A. 
§ 4-3-101 et seq.) of a writing that would 
otherwise be an instrument under subsec- 
tion (a) (A.C.A. § 4-3-104(a)) by a state- 
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ment to the effect that the writing is not 
negotiable or is not governed by Article 3 
(A.C.A. § 4-3-101 et seq.). For example, a 
promissory note can be stamped with the 
legend NOT NEGOTIABLE. The effect 
under subsection (d) (A.C.A. § 4-3-104(d)) 
is not only to negate the possibility of a 
holder in due course, but to prevent the 
writing from being a negotiable instru- 
ment for any purpose. Subsection (d) 
(A.C.A. § 4-3-104(d)) does not, however, 
apply to a check. If a writing is excluded 
from Article 3 (A.C.A. § 4-3-101 et seq.) by 
subsection (d) (A.C.A. § 4-3-104(d)), a 
court could, nevertheless, apply Article 3 
(A.C.A. § 4-3-101 et seq.) principles to it 
by analogy as stated in Comment 2. 

4. Instruments are divided into two 
general categories: drafts and notes. A 
draft is an instrument that is an order. A 
note is an instrument that is a promise. 
Section 3-104(e) (A.C.A. § 4-3-104(e)). 
The term “bill of exchange” is not used in 
Article 3 (A.C.A. § 4-3-101 et seq.). It is 
generally understood to be a synonym for 
the term “draft.” Subsections (f) through 
(j) (A.C.A. § 4-3-104(f)—G)) define partic- 
ular instruments that fall within the cat- 
egories of draft and note. The term “draft,” 
defined in subsection (e) (A.C.A. § 4-3- 
104(e)), includes a “check” which is de- 
fined in subsection (f) (A.C.A. § 4-3- 
104(f)). “Check” includes a share draft 
drawn on a credit union payable through a 
bank because the definition of bank (Sec- 
tion 4-105) (A.C.A. § 4-4-105) includes 
credit unions. However, a draft drawn on 
an insurance payable through a bank is 
not a check because it is not drawn on a 
bank. “Money orders” are sold both by 
banks and non-banks. They vary in form 
and their form determines how they are 
treated in Article 3 (A.C.A. § 4-3-101 et 
seq.). The most common form of money 
order sold by banks is that of an ordinary 
check drawn by the purchaser except that 
the amount is machine impressed. That 
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kind of money order is a check under 
Article 3 (A.C.A. § 4-3-101 et seq.) and is 
subject to a stop order by the purchaser- 
drawer as in the case of ordinary checks. © 
The seller bank is the drawee and has no 
obligation to a holder to pay the money 
order. If a money order falls within the 
definition of a teller’s check, the rules 
applicable to teller’s checks apply. Postal 
money orders are subject to federal law. 
“Teller’s check” is separately defined in 
subsection (h) (A.C.A. § 4-3-104(h)). A 
teller’s check is always drawn by a bank 
and is usually drawn on another bank. In 
some cases a teller’s check is drawn on a 
nonbank but is made payable at or 
through a bank. Article 3 (A.C.A. § 4-3- 
101 et seq.) treats both types of teller’s 
check identically, and both are included in 
the definition of “check.” A cashier’s check, 
defined in subsection (g) (A.C.A. § 4-3- 
104(g)), is also included in the definition of 
“check.” Traveler’s checks are issued both 
by banks and nonbanks and may be in the 
form of a note or draft. Subsection (i) 
(A.C.A. § 4-3-104(i)) states the essential 
characteristics of a traveler’s check. The 
requirement that the instrument be 
“drawn on or payable at or through a 
bank” may be satisfied without words on 
the instrument that identify a bank as 
drawee or paying agent so long as the 
instrument bears an appropriate routing 
number that identifies a bank as paying 
agent. 

The definitions in Regulation CC 
§ 229.2 of the terms “check,” “cashier’s 
check,” “teller’s check,” and “traveler’s 
check” are different from the definitions of 
those terms in Article 3 (A.C.A. § 4-3-101 
et seq.). 

Certificates of deposit are treated in 
former Article 3 as a separate type of 
instrument. In revised Article 3 (A.C.A. 
§ 4-3-101 et seq.), Section 3-104(j) (A.C.A. 
§ 4-3-104G)) treats them as notes. 


Comment to § 3-105 (A.C.A. § 4-3-105) 


1. Under former Section 3-102(1)(a) 
(A.C.A. § 4-3-102(1)(a)) “issue” was de- 
fined as the first delivery to a “holder or a 
remitter” but the term “remitter” was nei- 
ther defined nor otherwise used. In re- 


vised Article 3 (A.C.A. § 4-3-101 et seq.), 


Section 3-105(a) (A.C.A. § 4-3-105(a)) de- 
fines “issue” more broadly to include the 
first delivery to anyone by the drawer or 
maker for the purpose of giving rights to 
anyone on the instrument. “Delivery” with 
respect to instruments is defined in Sec- 
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tion 1-201(14) (A.C.A. § 4-1-201(14)) as 
meaning “voluntary transfer of posses- 
sion.” 

2. Subsection (b) (A.C.A. § 4-3-105(b)) 
continues the rule that nonissuance, con- 
ditional issuance or issuance for a special 
purpose is a defense of the maker or 
drawer of an instrument. Thus, the de- 
fense can be asserted against a person 
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other than a holder in due course. The 
same rule applies to nonissuance of an 
incomplete instrument later completed. 

3. Subsection (c) (A.C.A. § 4-3-105(c)) 
defines “issuer” to include the signer of an 
unissued instrument for convenience of 
reference in the statute (A.C.A. § 4-3- 
105). 


Comment to § 3-106 (A.C.A. § 4-3-106) 


1. This provision (A.C.A. § 4-3-106) re- 
places former Section 3-105. Its purpose is 
to define when a promise or order fulfills 
the requirement in Section 3-104(a) 
(A.C.A. § 4-3-104(a)) that it be an “uncon- 
ditional” promise or order to pay. Under 
Section 3-106(a) (A.C.A. § 4-3-106(a)) a 
promise or order is deemed to be uncondi- 
tional unless one of the two tests of the 
subsection make the promise or order con- 
ditional. If the promise or order states an 
express condition to payment, the promise 
or order is not an instrument. For exam- 
ple, a promise states, “I promise to pay 
$100,000 to the order of John Doe if he 
conveys title to Blackacre to me.” The 
promise is not an instrument because 
there is an express condition to payment. 
However, suppose a promise states, “In 
consideration of John Doe’s promise to 
convey title to Blackacre, I promise to pay 
$100,000 to the order of John Doe.” That 
promise can be an instrument if Section 
3-104 (A.C.A. § 4-3-104) is otherwise sat- 
isfied. Although the recital of the execu- 
tory promise of Doe to convey Blackacre 
might be read as an implied condition that 
the promise be performed, the condition is 
not an express condition as required by 
Section 3-106(a)i) (A.C.A. § 4-3- 
106(a)(i)). This result is consistent with 
former Section 3-105(1)(a) and (b). Former 
Section 3-105(1)(b) is not repeated in Sec- 
tion 3-106 (A.C.A. § 4-3-106) because it is 
not necessary. It is an example of an 
implied condition. Former Section 
3-105(1)(d), (e), and (f) and the first clause 
of former Section 3-105(1)(c) are other 
examples of implied conditions. They are 
not repeated in Section 3-106 (A.C.A. § 4- 
3-106) because they are not necessary. The 
law is not changed. 

Section 3-106(a)(ii) and (iii) (A.C.A. § 4- 
3-106(a)(ii) and (iii)) carry forward the 
substance of former Section 3-105(2)(a). 


The only change is the use of “writing” 
instead of “agreement” and a broadening 
of the language that can result in condi- 
tionality. For example, a promissory note 
is not an instrument defined by Section 
3-104 (A.C.A. § 4-3-104) if it contains any 
of the following statements: 1. “This note 
is subject to a contract of sale dated April 
1, 1990 between the payee and maker of 
this note.” 2. “This note is subject to a loan 
and security agreement dated April 1, 
1990 between the payee and maker of this 
note.” 3. “Rights and obligations of the 
parties with respect to this note are stated 
in an agreement dated April 1, 1990 be- 
tween the payee and maker of this note.” 
It is not relevant whether any condition to 
payment is or is not stated in the writing 
to which reference is made. The rationale 
is that the holder of a negotiable instru- 
ment should not be required to examine 
another document to determine rights 
with respect to payment. But subsection 
(b)G) (A.C.A. § 4-3-106(b)()) permits ref- 
erence to a separate writing for informa- 
tion with respect to collateral, prepay- 
ment, or acceleration. 

Many notes issued in commercial trans- 
actions are secured by collateral, are sub- 
ject to acceleration in the event of default, 
or are subject to prepayment, or accelera- 
tion does not prevent the note from being 
an instrument if the statement is in the 
note itself. See Section 3-104(a)(3) and 
Section 3-108(b) (A.C.A. § 4-3-104(a)(3) 
and 4-3-108(b)). In some cases it may be 
convenient not to include a statement 
concerning collateral, prepayment, or ac- 
celeration in the note, but rather to refer 
to an accompanying loan agreement, secu- 
rity agreement or mortgage for that state- 
ment. Subsection (b)Gi) (A.C.A. § 4-3- 
106(b)()) allows a reference to the 
appropriate writing for a statement of 
these rights. For example, a note would 
not be made conditional by the following 
statement: “This note is secured by a 
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security interest in collateral described in 
a security agreement dated April 1, 1990 
between the payee and maker of this note. 
Rights and obligations with respect to the 
collateral are [stated in] [governed by] the 
security agreement.” The bracketed words 
are alternatives, either of which complies. 
Subsection (b)ii) (A.C.A. § 4-3- 
106(b)(i)) addresses the issues covered by 
former Section 3-105(1)(f), (g), and (h) and 
Section 3-105(2)(b). Under Section 
3-106(a) (A.C.A. § 4-3-106(a)) a promise 
or order is not made conditional because 
payment is limited to payment from a 
particular source or fund. This reverses 
the result of former Section 3-105(2)(b). 
There is no cogent reason why the general 
credit of a legal entity must be pledged to 
have a negotiable instrument. Market 
forces determine the marketability of in- 
struments of this kind. If potential buyers 
don’t want promises or orders that are 
payable only from a particular source or 
fund, they won’t take them, but Article 3 
(A.C.A. § 4-3-101 et seq.) should apply. 
2. Subsection (c) (A.C.A. § 4-3-106(c)) 
applies to traveler’s checks or other in- 
struments that may require a countersig- 
nature. Although the requirement of a 
countersignature is a condition to the ob- 
ligation to pay, traveler’s checks are 
treated in the commercial world as money 
substitutes and therefore should be gov- 
erned by Article 3 (A.C.A. § 4-3-101 et 
seq.). The first sentence of subsection (c) 
(A.C.A. § 4-3-106(c)) allows a traveler’s 
check to meet the definition of instrument 
by stating that the countersignature con- 
dition does not make it conditional for the 
purposes of Section 3-104 (A.C.A. § 4-3- 
104). The second sentence states the effect 
of a failure to meet the condition. Suppose 
a thief steals a traveler’s check and cashes 
it by skillfully imitating the specimen 
signature so that the countersignature 
appears to be authentic. The countersig- 
nature is for the purpose of identification 
of the owner of the instrument. It is not an 
indorsement. Subsection (c) (A.C.A. § 4-3- 
106(c)) provides that the failure of the 
owner to countersign does not prevent a 
transferee from becoming a holder. Thus, 
the merchant or bank that cashed the 
traveler’s check becomes a holder when 
the traveler’s check is taken. The forged 
countersignature is a defense to the obli- 
gation of the issuer to pay the instrument, 
and is included in defenses under Section 
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3-305(a)(2) (A.C.A. § 4-3-305(a)(2)). These 
defenses may not be asserted against a 
holder in due course. Whether a holder 
has notice of the defense is a factual 
question. If the countersignature is a very © 
bad forgery, there may be notice. But if the 
merchant or bank cashed a traveler’s 
check and the countersignature appeared 
to be similar to the specimen signature, 
there might not be notice that the coun- 
tersignature was forged. Thus, the mer- 
chant or bank could be a holder in due 
course. 

3. Subsection (d) (A.C.A. § 4-3-106(d)) 
concerns the effect of a statement to the 
effect that the rights of a holder or trans- 
feree are subject to claims and defenses 
that the issuer could assert against the 
original payee. The subsection applies 
only if the statement is required by Stat- 
utory or administrative law. The prime 
example is the Federal Trade Commission 
Rule (16 C.F.R. Part 433) preserving con- 
sumers’ claims and defenses in consumer 
credit sales. The intent of the FTC rule is 
to make it impossible for there to be a 
holder in due course of a note bearing FTC 
legend and undoubtedly that is the result. 
But, under former Article 3, the legend 
may also have had the unintended effect 
of making the note conditional, thus ex- 
cluding the note from former Article 3 
altogether. Subsection (d) (A.C.A. § 4-3- 
106(d)) is designed to make it possible to 
preclude the possibility of a holder in due 
course without excluding the instrument 
from Article 3 (A.C.A. § 4-3-101 et seq.). 
Most of the provisions of Article 3 (A.C.A. 
§ 4-3-101 et seq.) are not affected by the 
holder-in-due-course doctrine and there is 
no reason why Article 3 (A.C.A. § 4-3-101 
et seq.) should not apply to a note bearing 
the FTC legend if holder-in-due-course 
rights are not involved. Under subsection 
(d) (A.C.A. § 4-3-106(d)) the statement 
does not make the note conditional. If the 
note otherwise meets the requirements of 
Section 3-104(a) (A.C.A. § 4-3-104(a)) it is 
a negotiable instrument for all purposes 
except that there cannot be a holder in 
due course of the note. No particular form 
of legend or statement is required by sub- 
section (d) (A.C.A. § 4-3-106(d)). The form 
of a particular legend or statement may be 
determined by the other statute or admin- 
istrative law. For example, the FTC leg- 
end required in a note taken by the seller 
in a consumer sale of goods or services is 
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tailored to that particular transaction and 
therefore uses language that is somewhat 
different from that stated in subsection (d) 
(A.C.A. § 4-3-106(d)), but the difference in 
expression does not affect the essential 
similarity of the message conveyed. The 
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effect of the FTC legend is to make the 
rights of a holder or transferee subject to 
claims or defenses that the issuer could 
assert against the original payee of the 
note. 


Comment to § 3-107 (A.C.A. § 4-3-107) 


The definition of instrument in Section 
3-104 (A.C.A. § 4-3-104) requires that the 
promise or order be payable in “money.” 
That term is defined in Section 1-201(24) 
(A.C.A. § 4-1-201(24)) and is not limited 
to United States dollars. Section 3-107 
(A.C.A. § 4-3-107) states that an instru- 
ment payable in foreign money may be 


paid in dollars if the instrument does not 
prohibit it. It also states a conversion rate 
which applies in the absence of a different 
conversion rate stated in the instrument. 
The reference in former Section 3-107(1) 
to instruments payable in “currency” or 
“current funds” has been dropped as su- 
perfluous. 


Comment to § 3-108 (A.C.A. § 4-3-108) 


This section (A.C.A. § 4-3-108) is a re- 
statement of former Section 3-108 and 
Section 3-109. Subsection (b) (A.C.A. § 4- 
3-108(b)) broadens former Section 3-109 
somewhat by providing that a definite 
time includes a time readily ascertainable 
at the time the promise or order is issued. 
Subsection (b)(iii) and (iv) (A.C.A. § 4-3- 
108(b)(ii) and (iv)) restates former Sec- 
tion 3-109(1)(d). It adopts the generally 
accepted rule that a clause providing for 
extension at the option of the holder, even 
without a time limit, does not affect nego- 


tiability since the holder is given only a 
right which the holder would have with- 
out the clause. If the extension is to be at 
the option of the maker or acceptor or is to 
be automatic, a definite time limit must be 
stated or the time of payment remains 
uncertain and the order or promise is not 
a negotiable instrument. If a definite time 
limit is stated, the effect upon certainty of 
time of payment is the same as if the 
instrument were made payable at the ul- 
timate date with a term providing for 
acceleration. 


Comment to § 3-109 (A.C.A. § 4-3-109) 


1. Under Section 3-104(a) (A.C.A. § 4- 
3-104(a)), a promise or order cannot be an 
instrument unless the instrument is pay- 
able to bearer or to order when it is issued 
or unless Section 3-104(c) (A.C.A. § 4-3- 
104(c)) applies. The terms “payable to 
bearer” and “payable to order” are defined 
in Section 3-109 (A.C.A. § 4-3-109). The 
quoted terms are also relevant in deter- 
mining how an instrument is negotiated. 
If the instrument is payable to bearer it 
can be negotiated by delivery alone. Sec- 
tion 3-201(b) (A.C.A. § 4-3-201(b)). An in- 
strument that is payable to an identified 
person cannot be negotiated without the 
indorsement of the identified person. Sec- 
tion 3-201(b) (A.C.A. § 4-3-201(b)). An in- 
strument payable to order is payable to an 
identified person. Section 3-109(b) (A.C.A. 
§ 4-3-109(b)). Thus, an instrument pay- 
able to order requires the indorsement of 


the person to whose order the instrument 
is payable. 

2. Subsection (a) (A.C.A. § 4-3-109(a)) 
states when an instrument is payable to 
bearer. An instrument is payable to bearer 
if it states that it is payable to bearer, but 
some instruments use ambiguous terms. 
For example, check forms usually have 
the words “to the order of” printed at the 
beginning of the line to be filled in for the 
name of the payee. If the drawer writes in 
the word “bearer” or “cash,” the check 
reads “to the order of bearer” or “to the 
order of cash.” In each case the check is 
payable to bearer. Sometimes the drawer 
will write the name of the payee “John 
Doe” but will add the words “or bearer.” In 
that case the check is payable to bearer. 
Subsection (a) (A.C.A. § 4-3-109(a)). Un- 
der subsection (b) (A.C.A. § 4-3-109(b)), if 


an instrument is payable to bearer it can’t 
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be payable to order. This is different from 
former Section 3-110(3). An instrument 
that purports to be payable both to order 
and bearer states contradictory terms. A 
transferee of the instrument should be 
able to rely on the bearer term and ac- 
quire rights as a holder without obtaining 
the indorsement of the identified payee. 
An instrument is also payable to bearer if 
it does not state a payee. Instruments that 
do not state a payee are in most cases 
incomplete instruments. In some cases 
the drawer of a check may deliver or mail 
it to the person to be paid without filling 
in the line for the name of the payee. 
Under subsection (a) (A.C.A. § 4-3-109(a)) 
the check is payable to bearer when it is 
sent or delivered. It is also an incomplete 
instrument. This case is discussed in 
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Comment 2 to Section 3-115 (A.C.A. § 4- 
3-115). Subsection (a)(3) (A.C.A. § 4-3- 
109(a)(3)) contains the words “otherwise 
indicates that it is not payable to an 
identified person.” The quoted words are 
meant to cover uncommon cases in which 
an instrument indicates that it is not 
meant to be payable to a specific person. 
Such an instrument is treated like a check 
payable to “cash.” The quoted words are 
not meant to apply to an instrument stat- 
ing that it is payable to an identified 
person such as “ABC Corporation” if ABC 
Corporation is a nonexistent company. Al- 
though the holder of the check cannot be 
the nonexistent company, the instrument 
is not payable to bearer. Negotiation of 
such an instrument is governed by Section 
3-404(b) (A.C.A. § 4-3-404(b)). 


Comment to § 3-110 (A.C.A. § 4-3-110) 


1. Section 3-110 (A.C.A. § 4-3-110) 
states rules for determining the identity of 
the person to whom an instrument is 
initially payable if the instrument is pay- 
able to an identified person. This issue 
usually arises in a dispute over the valid- 
ity of an indorsement in the name of the 
payee. Subsection (a) (A.C.A. § 4-3- 
110(a)) states the general rule that the 
person to whom an instrument is payable 
is determined by the intent of “the person, 
whether or not authorized, signing as, or 
in the name or behalf of, the issuer of the 
instrument.” “Issuer” means the maker or 
drawer of the instrument. Section 3-105(c) 
(A.C.A. § 4-3-105(c)). If X signs a check as 
drawer of a check on X’s account, the 
intent of X controls. If X, as President of 
Corporation, signs a check as President in 
behalf of Corporation as drawer, the in- 
tent of X controls. If X forges Y’s signature 
as drawer of a check, the intent of X also 
controls. Under Section 3-103(a)(3) 
(A.C.A. § 4-3-103(a)(3)), Y is referred to as 
the drawer of the check because the sign- 
ing of Y’s name identifies Y as the drawer. 
But since Y’s signature was forged Y has 
no liability as drawer (Section 3-403(a)) 
(A.C.A. § 4-3-403(a)) unless some other 
provision of Article 3 (A.C.A. § 4-3-101 et 
seq.) or Article 4 (A.C.A. § 4-4-101 et seq.) 
makes Y liable. Since X, even though 
unauthorized, signed in the name of Y as 
issuer, the intent of X determines to whom 
the check is payable. 


In the case of a check payable to “John 
Smith,” since there are many people in the 
world named “John Smith” it is not possi- 
ble to identify the payee of the check 
unless there is some further identification 
or the intention of the drawer is deter- 
mined. Name alone is sufficient under 
subsection (a) (A.C.A. § 4-3-110(a)), but 
the intention of the drawer determines 
which John Smith is the person to whom 
the check is payable. The same issue is 
presented in cases of misdescriptions of 
the payee. The drawer intends to pay a 
person known to the drawer as John 
Smith. In fact that person’s name is 
James Smith or John Jones or some other 
entirely different name. If the check iden- 
tifies the payee as John Smith, it is nev- 
ertheless payable to the person intended 
by the drawer. That person may indorse 
the check in either the name John Smith 
or the person’s correct name or in both 
names. Section 3-204(d) (A.C.A. § 4-3- 
204(d)). The intent of the drawer is also 
controlling in fictitious payee cases. Sec- 
tion 3-404(b) (A.C.A. § 4-3-404(b)). The 
last sentence of subsection (a) (A.C.A. § 4- 
3-110(a)) refers to rare cases in which the 
signature of an organization requires 
more than one signature and the persons 
signing on behalf of the organization do 
not all intend the same person as payee. 
Any person intended by a signer for the 
organization is the payee and an indorse- 
ment by that person is an effective in- 
dorsement. 
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Subsection (b) (A.C.A. § 4-3-110(b)) rec- 
ognizes that fact that in a large number of 
cases there is no human signer of an 
instrument because the instrument, usu- 
ally a check, is produced by automated 
means such as a check-writing machine. 
In that case, the relevant intent is that of 
the person who supplied the name of the 
payee. In most cases that person is an 
employee of the drawer, but in some cases 
the person could be an outsider who is 
committing a fraud by introducing names 
of payees of checks into the system that 
produces the checks. A check-writing ma- 
chine is likely to be operated by means of 
a computer in which is stored information 
as to name and address of the payee and 
the amount of the check. Access to the 
computer may allow production of fraud- 
ulent checks without knowledge of the 
organization that is the issuer of the 
check. Section 3-404(b) (A.C.A. § 4-3- 
404(b)) is also concerned with this issue. 
See Case # 4 in Comment 2 to Section 
3-404 (A.C.A. § 4-3-404). 

2. Subsection (c) (A.C.A. § 4-3-110(b)) 
allows the payee to be identified in any 
way including the various ways stated. 
Subsection (c)(1) (A.C.A. § 4-3-110(c)(1)) 
relates to instruments payable to bank 
accounts. In some cases the account might 
be identified by name and number, and 
the name and number might refer to dif- 
ferent persons. For example, a check is 
payable to “X Corporation Account No. 
12345 in Bank of Podunk.” Under the last 
sentence of subsection (c)(1) (A.C.A. § 4- 
3-110(c)(1)), this check is payable to X 
Corporation and can be negotiated by X 
Corporation even if Account No. 12345 is 
some other person’s account or the check 
is not deposited in that account. In other 
cases the payee is identified by an account 
number and the name of the owner of the 
account is not stated. For example, Debtor 
- pays Creditor by issuing a check drawn on 
Payor Bank. The check is payable to a 
bank account owned by Creditor but iden- 
tified only by number. Under the first 
sentence of subsection (c)(1) (A.C.A. § 4- 
3-110(c)(1)) the check is payable to Credi- 
tor and, under Section 1-201(20) (A.C.A. 
§ 4-1-201(20)), Creditor becomes the 
holder when the check is delivered. Under 
Section 3-201(b) (A.C.A. § 4-3-201(b)), 
further negotiation of the check requires 
the indorsement of Creditor. But under 
Section 4-205(a) (A.C.A. § 4-4-205(a)), if 
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the check is taken by a depositary bank 
for collection, the bank may become a 
holder without the indorsement. Under 
Section 3-102(b) (A.C.A. § 4-3-102(b)), 
provisions of Article 4 (A.C.A. § 4-4-101 et 
seq.) prevail over those of Article 3 (A.C.A. 
§ 4-3-101 et seq.). The depositary bank 
warrants that the amount of the check 
was credited to the payee’s account. 

3. Subsection (c)(2) (A.C.A. § 4-3- 
110(c)(2)) replaces former Section 3-117 
and subsection (1)(e), (f), and (g) of former 
Section 3-110. This provision merely de- 
termines who can deal with an instru- 
ment as a holder. It does not determine 
ownership of the instrument or its pro- 
ceeds. Subsection (c)(2)(i) (A.C.A. § 4-3- 
110(c)(2)G)) covers trusts and estates. If 
the instrument is payable to the trust or 
estate or the trustee or representative of 
the trust or estate, the instrument is pay- 
able to the trustee or representative or 
any successor. Under subsection (c)(2)(ii) 
(A.C.A. § 4-3-110(c)(2)Gi)), if the instru- 
ment states that it is payable to Doe, 
President of X Corporation, either Doe or 
X Corporation can be holder of the instru- 
ment. Subsection (c)(2)(iii) (A.C.A. § 4-3- 
110(c)(2)(iii1)) concerns informal organiza- 
tions that are not legal entities such as 
unincorporated clubs and the like. Any 
representative of the members of the or- 
ganization can act as holder. Subsection 
(c)(2)iv) (A.C.A. § 4-3-110(c)(2)Gv)) ap- 
plies principally to instruments payable to 
public offices such as a check payable to 
County Tax Collector. 

4. Subsection (d) (A.C.A. § 4-3-110(d)) 
replaces former Section 3-116. An instru- 
ment payable to X or Y is governed by the 
first sentence of subsection (d) (A.C.A. 
§ 4-3-110(d)). An instrument payable to X 
and Y is governed by the second sentence 
of subsection (d) (A.C.A. § 4-3-110(d)). If 
an instrument is payable to X or Y, either 
is the payee and if either is in possession 
that person is the holder and the person 
entitled to enforce the instrument. Section 
3-301 (A.C.A. § 4-3-301). If an instrument 
is payable to X and Y, neither X nor Y 
acting alone is the person to whom the 
instrument is payable. Neither person, 
acting alone, can be the holder of the 
instrument. The instrument is “payable to 
an identified person.” The “identified per- 
son” is X and Y acting jointly. Section 
3-109(b) and Section 1-102(5)(a) (A.C.A. 
8§ 4-3-109(b) and 4-1-102(5)(a)). Thus, 


198 


under Section 1-201(20) (A.C.A. § 4-1- 
201(20)) X or Y, acting alone, cannot be the 
holder or the person entitled to enforce or 
negotiate the instrument because neither, 
acting alone, is the identified person 
stated in the instrument. 

The third sentence of subsection (d) 
(A.C.A. § 4-8-110(d)) is directed to cases 


UNIFORM COMMERCIAL CODE 


in which it is not clear whether an instru- 
ment is payable to multiple payees alter- 
natively. In the case of ambiguity persons 
dealing with the instrument should be 
able to rely on the indorsement of a single 
payee. For example, an instrument pay- 
able to X and/or Y is treated like an 
instrument payable to X or Y. 


Comment to § 3-111 (A.C.A. § 4-3-111) 


If an instrument is payable at a bank in 
the United States, Section 3-501(b)(1) 
(A.C.A. § 4-3-501(b)(1)) states that pre- 
sentment must be made at the place of 


payment, i.e. the bank. The place of pre- 
sentment of a check is governed by Regu- 
lation CC § 229.36. 


Comment to § 3-112 (A.C.A. § 4-3-112) 


1. Under Section 3-104(a) (A.C.A. § 4- 
3-104(a)) the requirement of a “fixed 
amount” applies only to principal. The 
amount of interest payable is that de- 
scribed in the instrument. If the descrip- 
tion of interest in the instrument does not 
allow for the amount of interest to be 
ascertained, interest is payable at the 
judgment rate. Hence, if an instrument 
calls for interest, the amount of interest 
will always be determinable. If a variable 
rate of interest is prescribed, the amount 
of interest is ascertainable by reference to 


the formula or index described or referred 
to in the instrument. The last sentence of 
subsection (b) (A.C.A. § 4-3-112(b)) re- 
places subsection (d) of former Section 
3-118. 

2. The purpose of subsection (b) (A.C.A. 
§ 4-3-112(b)) is to clarify the meaning of 
“interest” in the introductory clause of 
Section 3-104(a) (A.C.A. § 4-3-104(a)). It 
is not intended to validate a provision for 
interest in an instrument if that provision 
violates other law. 


Comment to § 3-113 (A.C.A. § 4-3-113) 


This section (A.C.A. § 4-3-113) replaces 
former Section 3-114. Subsections (1) and 
(3) of forrner Section 3-114 are deleted as 
unnecessary. Section 3-113(a) (A.C.A. § 4- 
3-113(a)) is based in part on subsection (2) 
of former Section 3-114. The rule that a 
demand instrument is not payable before 
the date of the instrument is subject to 


Section 4-401(c) (A.C.A. § 4-4-401(c)) 
which allows the payor or bank to pay a 
postdated check unless the drawer has 
notified the bank of the postdating pursu- 
ant to a procedure prescribed in that sub- 
section. With respect to an updated in- 
strument, the date is the date of issue. 


Comment to § 3-114 (A.C.A. § 4-3-114) 


Section 3-114 (A.C.A. § 4-3-114) re- 
places subsections (b) and (c) of former 
Section 3-118. 


Comment to § 3-115 (A.C.A. § 4-3-115) 


1. This section (A.C.A. § 4-3-115) gen- 
erally carries forward the rules set forth 
in former Section 3-115. The term “incom- 
plete instrument” applies both to an “in- 
strument,” i.e. a writing meeting all the 


requirements of Section 3-104 (A.C.A. 
§ 4-3-104), and to a writing intended to be 
an instrument that is signed but lacks 
some element of an instrument. The test 
in both cases is whether the contents show 
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that it is incomplete and that the signer 
intended that additional words or num- 
bers be added. 

2. If an incomplete instrument meets 
the requirements of Section 3-104 (A.C.A. 
§ 4-3-104) and is not completed it may be 
enforced in accordance with its terms. 
Suppose, in the following two cases, that a 
note delivered to the payee is incomplete 
solely because a space on the pre-printed 
note form for the due date is not filled in: 


Case # 1. If the incomplete instru- 
ment is never completed, the note is 
payable on demand. Section 
3-108(a)Gi) (A.C.A. § 4-3-108(a)(ii)). 
However, if the payee and the maker 
agreed to a due date, the maker may 
have a defense under Section 3-117 
(A.C.A. § 4-3-117) if demand for pay- 
ment is made before the due date 
agreed to by the parties. 


Case # 2. If the payee completes the 
note by filling in the due date agreed 
to by the parties, the note is payable 
on the due date stated. However, if 
the due date filled in was not the date 
agreed to by the parties there is an 
alteration of the note. Section 3-407 
(A.C.A. § 4-3-407) governs the case. 


Suppose Debtor pays Creditor by giving 
Creditor a check on which the space for 
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the name of the payee is left blank. The 
check is an instrument but it is incom- 
plete. The check is enforceable in its in- 
complete form and it is payable to bearer 
because it does not state a payee. Section 
3-109(a)(2) (A.C.A. § 4-3-109(a)(2)). Thus, 
Creditor is a holder of the check. Normally 
in this kind of case Creditor would simply 
fill in the space with Creditor’s name. 
When that occurs the check becomes pay- 
able to the Creditor. 

3. In some cases the incomplete instru- 
ment does not meet the requirements of 
Section 3-104 (A.C.A. § 4-3-104). An ex- 
ample is a check with the amount not 
filled in. The check cannot be enforced 
until the amount is filled in. If the payee 
fills in an amount authorized by the 
drawer the check meets the requirements 
of Section 3-104 (A.C.A. § 4-3-104) and is 
enforceable as completed. If the payee fills 
in an unauthorized amount there is an 
alteration of the check and Section 3-407 
(A.C.A. § 4-3-407) applies. 

4. Section 3-302(a)(1) (A.C.A. § 4-3- 
302(a)(1)) also bears on the problem of 
incomplete instruments. Under that sec- 
tion a person cannot be a holder in due 
course of the instrument if it is so incom- 
plete as to call into question its validity. 
Subsection (d) of Section 3-115 (A.C.A. 
§ 4-3-115(d)) is based on the last clause of 
subsection (2) of former Section 3-115. 


Comment to § 3-116 (A.C.A. § 4-3-116) 


1. Subsection (a) (A.C.A. § 4-3-116(a)) 
replaces subsection (e) of former Section 
3-118. Subsection (b) (A.C.A. § 4-3-116(b)) 
states contribution rights of parties with 
joint and several liability by referring to 
applicable law. But subsection (b) (A.C.A. 
§ 4-3-116(b)) is subject to Section 3-419(e) 
(A.C.A. § 4-3-419(e)). If one of the parties 
with joint and several liability is an ac- 
commodation party and the other is the 
accommodated party, Section 3-419(e) 
(A.C.A. § 4-3-419(e)) applies. Subsection 
(c) (A.C.A. § 4-3-116(c)) deals with dis- 
charge. The discharge of a jointly and 
severally liable obligor does not affect the 
right of other obligors to seek contribution 
from the discharged obligor. 

2. Indorsers normally do not have joint 
and several liability. Rather, an earlier 


indorser has liability to a later indorser. 
But indorsers can have joint and several 
liability in two cases. If an instrument is 
payable to two payees jointly, both payees 
must indorse. The indorsement is a joint 
indorsement and indorsers have joint and 
several liability and subsection (b) (A.C.A.. 
§ 4-3-116(b)) applies. The other case is 
that of two or more anomalous indorsers.° 
The term is defined in Section 3-205(d), 
(A.C.A. § 4-3-205(d)). An anomalous in- 
dorsement normally indicates that the in- 
dorser signed as an accommodation party. 
If more than one accommodation party 
indorses a note as an accommodation to 
the maker, the indorsers have joint and 
several liability and subsection (b) (A.C.A. 
§ 4-3-116(b)) applies. 
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Comment to § 3-117 (A.C.A. § 4-3-117) 


1. The separate agreement might be a 
security agreement or mortgage or it 
might be an agreement that contradicts 
the terms of the instrument. For example, 
a person may be induced to sign an instru- 
ment under an agreement that the signer 
will not be liable on the instrument unless 
certain conditions are met. Suppose X 
requested credit from Creditor who is will- 
ing to give the credit only if an acceptable 
accommodation party will sign the note of 
X as co-maker. Y agrees to sign as co- 
maker on the condition that Creditor also 
obtain the signature of Z as co-maker. 
Creditor agrees and Y signs as co-maker 
with X. Creditor fails to obtain the signa- 
ture of Z on the note. Under Sections 
3-412 and 3-419(b) (A.C.A. §§ 4-3-412 and 
4-3-419(b)), Y is obliged to pay the note, 
but Section 3-117 (A.C.A. § 4-3-117) ap- 
plies. In this case, the agreement modifies 
the terms of the note by stating a condi- 
tion to the obligation of Y to pay the note. 
This case is essentially similar to a case in 
which a maker of a note is induced to sign 
the note by fraud of the holder. Although 
the agreement that Y not be liable on the 
note unless Z also signs may not have 
been fraudulently made, a subsequent at- 
tempt by Creditor to require Y to pay the 
note in violation of the agreement is a bad 
faith act. Section 3-117 (A.C.A. § 4-3-117), 


in treating the agreement as a defense, 
allows Y to assert the agreement against 
Creditor, but the defense would not be 
good against a subsequent holder in due 
course of the note that took it without 
notice of the agreement. If there cannot be 
a holder in due course because of Section 
3-106(d) (A.C.A. § 4-3-106(d)), a subse- 
quent holder that took the note in good 
faith, for value and without knowledge of 
the agreement would not be able to en- 
force the liability of Y. This result is con- 
sistent with the risk that a holder not in 
due course takes with respect to fraud in 
inducing issuance of an instrument. 

2. The effect of merger or integration 
clauses to the effect that a writing is 
intended to be the complete and exclusive 
statement of the terms of the agreement 
or that the agreement is not subject to 
conditions is left to the supplementary 
law of the jurisdiction pursuant to Section 
1-103 (A.C.A. § 4-1-103). Thus, in the case 
discussed in Comment 1, whether Y is 
permitted to prove the condition to Y’s 
obligation to pay the note is determined 
by that law. Moreover, nothing in this 
section is intended to validate an agree- 
ment which is fraudulent or void as 
against public policy, as in the case of a 
note given to deceive a bank examiner. 


Comment to § 3-118 (A.C.A. § 4-3-118) 


1. Section 3-118 (A.C.A. § 4-3-118) dif- 
fers from former Section 3-122, which 
states when a cause of action accrues on 
an instrument. Section 3-118 (A.C.A. § 4- 
3-118) does not define when a cause of 
action accrues. Accrual of a cause of action 
is stated in other sections of Article 3 
(A.C.A. § 4-3-101 et seq.) such as those 
that state the various obligations of par- 
ties to an instrument. The only purpose of 
Section 3-118 (A.C.A. § 4-3-118) is to de- 
fine the time within which an action to 
enforce an obligation, duty, or right aris- 
ing under Article 3 (A.C.A. § 4-3-101 et 
seq.) must be commenced. Section 3-118 
(A.C.A. § 4-3-118) does not attempt to 
state all rules with respect to a statute of 
limitations. For example, the circum- 
stances under which the running of a 
limitations period may be tolled is left to 


other law pursuant to Section 1-103 
(A.C.A. § 4-1-1083). 

2. The first six subsections (A.C.A. § 4- 
3-118(a) — (f)) apply to actions to enforce 
an obligation of any party to an instru- 
ment to pay the instrument. This changes 
present law in that indorsers who may 
become liable on an instrument after issue 
are subject to a period of limitations run- 
ning from the same date as that of the 
maker or drawer. Subsections (a) and (b) 
(A.C.A. § 4-3-118(a) and (b)) apply to 
notes. If the note is payable at a definite 
time, a six-year limitations period starts 
at the due date of the note, subject to prior 
acceleration. If the note is payable on 
demand, there are two limitations peri- 
ods. Although a note payable on demand 
could theoretically be called a day after it 
was issued, the normal expectation of the 
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parties is that the note will remain out- 
standing until there is some reason to call 
it. If the law provides that the limitations 
period does not start until demand is 
made, the cause of action to enforce it may 
never be barred. On the other hand, if the 
limitations period starts when demand for 
payment may be made, i.e. at any time 
after the note was issued, the payee of a 
note on which interest or portions of prin- 
cipal are being paid could lose the right to 
enforce the note even though it was 
treated as a continuing obligation by the 
parties. Some demand notes are not en- 
forced because the payee has forgiven the 
debt. This is particularly true in family 
and other noncommercial transactions. A 
demand note found after the death of the 
payee may be presented for payment 
many years after it was issued. The maker 
may be a relative and it may be difficult to 
determine whether the note represents a 
real or a forgiven debt. Subsection (b) 
(A.C.A. § 4-3-118(b)) is designed to bar 
notes that no longer represent a claim to 
payment and to require reasonably 
prompt action to enforce notes on which 
there is default. If a demand for payment 
is made to the maker, a six-year limita- 
tions period starts to run when demand is 
made. The second sentence of subsection 
(b) (A.C.A. § 4-3-118(b)) bars an action to 
enforce a demand note if no demand has 
been made on the note and no payment of 
interest or principal has been made for a 
continuous period of 10 years. This covers 
the case of a note that does not bear 
interest or a case in which interest due on 
the note has not been paid. This kind of 
case is likely to be a family transaction in 
which a failure to demand payment may 
indicate that the holder did not intend to 
enforce the obligation but neglected to 
destroy the note. A limitations period that 
bars stale claims in this kind of case is 
appropriate if the period is relatively long. 

3. Subsection (c) (A.C.A. § 4-3-118(c)) 
applies primarily to personal uncertified 
checks. Checks are payment instruments 
rather than credit instruments. The limi- 
tations period expires three years after 
the date of dishonor or 10 years after the 
date of the check, whichever is earlier. 
Teller’s checks, cashier’s checks, certified 
checks, and traveler’s checks are treated 
differently under subsection (d) (A.C.A. 
§ 4-3-118(d)) because they are commonly 
treated as cash equivalents. A great delay 
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in presenting a cashier’s check for pay- 
ment in most cases will occur because the 
check was mislaid during that period. The 
person to whom traveler’s checks are is- 
sued may hold them indefinitely as a safe 
form of cash for use in an emergency. 
There is no compelling reason for barring 
the claim of the owner of the cashier’s 
check or traveler’s check. Under subsec- 
tion (d) (A.C.A. § 4-3-118(d)) the claim is 
never barred because the three-year limi- 
tations period does not start to run until 
demand for payment is made. The limita- 
tions period in subsection (d) (A.C.A. § 4- 
3-118(d)) in effect applies only to cases in 
which there is a dispute about the legiti- 
macy of the claim of the person demand- 
ing payment. 

4, Subsection (e) (A.C.A. § 4-3-118(e)) 
covers certificates of deposit. The limita- 
tions period of six years doesn’t start to 
run until the depositor demands payment. 
Most certificates of deposit are payable on 
demand even if they state a due date. The 
effect of a demand for payment before 
maturity is usually that the bank will pay, 
but that a penalty will be assessed against 
the depositor in the form of a reduction in 
the amount of interest that is paid. Sub- 
section (e) (A.C.A. § 4-3-118(e)) also pro- 
vides for cases in which the bank has no 
obligation to pay until the due date. In 
that case the limitations period doesn’t 
start to run until there is a demand for 
payment in effect and the due date has 
passed. 

5. Subsection (f) (A.C.A. § 4-3-118(f)) 
applies to accepted drafts other than cer- 
tified checks. When a draft is accepted it is 
in effect turned into a note of the acceptor. 
In almost all cases the acceptor will agree 
to pay at a definite time. Subsection (f) 
(A.C.A. § 4-3-118(f)) states that in that 
case the six-year limitations period starts 
to run on the due date. In the rare case in 
which the obligation of the acceptor is 
payable on demand, the six-year limita- 
tions period starts to run at the date of the 
acceptance. 

6. Subsection (g) (A.C.A. § 4-3-118(g)) 
covers warranty and conversion cases and 
other actions to enforce obligations or 
rights arising under Article 3 (A.C.A. § 4- 
3-101 et seq.). A three-year period is 
stated and subsection (g) (A.C.A. § 4-3- 
118(g)) follows general law in stating that 
the period runs from the time the cause of 
action accrues. Since the traditional term 
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“cause of action” may have been replaced 
in some states by “claim for relief” or some 
equivalent term, the words “cause of ac- 
tion” have been bracketed to indicate that 
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the words may be replaced by an appro- 
priate substitute to conform to local prac- 
tice. 


Comment to § 3-119 (A.C.A. § 4-3-119) 


This section (A.C.A. § 4-3-119) is a re- 
statement of former Section 3-803. 


Comment to § 3-201 (A.C.A. § 4-3-201) 


1. Subsections (a) and (b) (A.C.A. § 4- 
3-201(a) and (b)) are based in part on 
subsection (1) of former Section 3-202. A 
person can become holder of an instru- 
ment when the instrument is issued to 
that person, or the status of holder can 
arise as the result of an event that occurs 
after issuance. “Negotiation” is the term 
used in Article 3 (A.C.A. § 4-3-101 et seq.) 
to describe this post-issuance event. Nor- 
mally, negotiation occurs as the result of a 
voluntary transfer of possession of an in- 
strument by a holder to another person 
who becomes the holder as a result of the 
transfer. Negotiation always requires a 
change in possession of the instrument 
because nobody can be a holder without 
possessing the instrument, either directly 
or through an agent. But in some cases 
the transfer of possession is involuntary 
and in some cases the person transferring 
possession is not a holder. In defining 
“negotiation” former Section 3-202(1) used 
the word “transfer,” an undefined term, 
and “delivery,” defined in Section 
1-201(14) (A.C.A. § 4-1-201(14)) to mean 
voluntary change of possession. Instead, 
subsections (a) and (b) (A.C.A. § 4-3- 
201(a) and (b)) use the term “transfer of 
possession” and, subsection (a) (A.C.A. 
§ 4-3-201(a)) states that negotiation can 
occur by an involuntary transfer of posses- 
sion. For example, if an instrument is 
payable to bearer and it is stolen by Thief 
or is found by Finder, Thief or Finder 
becomes the holder of the instrument 
when possession is obtained. In this case 
there is an involuntary transfer of posses- 
sion that results in negotiation to Thief or 
Finder. 

2. In most cases, negotiation occurs by 


a transfer of possession by a holder or 
remitter. Remitter transactions usually 
involve a cashier’s or teller’s check. For 
example, Buyer buys goods from Seller 
and pays for them with a cashier’s check 
of Bank that Buyer buys from Bank. The 
check is issued by Bank when it is deliv- 
ered to Buyer, regardless of whether the 
check is payable to Buyer or to Seller. 
Section 3-105(a) (A.C.A. § 4-3-105(a)). If 
the check is payable to Buyer, negotiation 
to Seller is done by delivery of the check to 
Seller after it is indorsed by Buyer. It is 
more common, however, that the check 
when issued will be payable to Seller. In 
that case Buyer is referred to as the “re- 
mitter.” Section 3-103(a)(11) (A.C.A. § 4- 
3-103(a)(11)). The remitter, although not a 
party to the check, is the owner of the 
check until ownership is transferred to 
Seller by delivery. This transfer is a nego- 
tiation because Seller becomes the holder 
of the check when Seller obtains posses- 
sion. In some cases Seller may have acted 
fraudulently in obtaining possession of 
the check. In those cases Buyer may be 
entitled to rescind the transfer to Seller 
because of the fraud and assert a claim of 
ownership to the check under Section 
3-306 (A.C.A. § 4-3-306) against Seller or 
a subsequent transferee of the check. Sec- 
tion 3-202(b) (A.C.A. § 4-3-202(b)) pro- 
vides for rescission of negotiation, and 
that provision applies to rescission by a 
remitter as well as by a holder. 

3. Other sections of Article 3 (A.C.A. 
§ 4-3-101 et seq.) may modify the rule 
stated in the first sentence of subsection 
(b) (A.C.A. § 4-3-201(b)). See for example, 
Sections 3-404, 3-405 and 3-406 (A.C.A. 
8§ 4-3-404, 4-3-405, and 4-3-406). 
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Comment to § 3-202 (A.C.A. § 4-3-202) 


Prior Uniform Statutory Provision: Sec- 
tions 30, 31 and 32, Uniform Negotiable 
Instruments Law. 


Changes: Combined and reworded; new 
provisions. 


Purposes of Changes and New Matter: To 
make it clear that: 

1. This section (A.C.A. § 4-3-202) is 
based on former Section 3-207. Subsection 
(2) of former Section 3-207 prohibited re- 
scission of a negotiation against holders in 
due course. Subsection (b) of Section 3-202 
(A.C.A. § 4-3-202(b)) extends this protec- 
tion to payor banks. 

2. Subsection (a) (A.C.A. § 4-3-202(a)) 
applies even though the lack of capacity or 
the illegality, is of a character which goes 
to the essence of the transaction and 
makes it entirely void. It is inherent in the 
character of negotiable instruments that 
any person in possession of an instrument 
which by its terms is payable to that 
person or to bearer is a holder and may be 
dealt with by anyone as a holder. The 
principle finds its most extreme applica- 
tion in the well settled rule that a holder 
in due course may take the instrument 
even from a thief and be protected against 
the claim of the rightful owner. The policy 
of subsection (a) (A.C.A. § 4-3-202(a)) is 
that any person to whom an instrument is 


negotiated is a holder until the instru- 
ment has been recovered from that per- 
son’s possession. The remedy of a person 
with a claim to an instrument is to recover 
the instrument by replevin or otherwise, 
to impound it or to enjoin its enforcement, 
collection or negotiation; to recover its 
proceeds from the holder; or to intervene 
in any action brought by the holder 
against the obligor. As provided in Section 
3-305(c) (A.C.A. § 4-3-305(c)), the claim of 
the claimant is not a defense to the obligor 
unless the claimant defends the action. 
3. There can be no rescission or other 
remedy against a holder in due course or a 
person who pays in good faith and without 
notice, even though the prior negotiation 
may have been fraudulent or illegal in its 
essence and entirely void. As against any 
other party the claimant may have any 
remedy permitted by law. This section 
(A.C.A. § 4-3-202) is not intended to spec- 
ify what that remedy may be, or to pre- 
vent any court from imposing conditions 
or limitations such as prompt action or 
return of the consideration received. All 
such questions are left to the law of the 
particular jurisdiction. Section 3-202 
(A.C.A. § 4-3-202) gives no right that 
would not otherwise exist. The section 
(A.C.A. § 4-3-202) is intended to mean 
that any remedies afforded by other law 
are cut off only by a holder in due course. 


Comment to § 3-203 (A.C.A. § 4-3-203) 


1. Section 3-203 (A.C.A. § 4-3-203) is 
based on former Section 3-201 which 
stated that a transferee received such 
rights as the transferor had. The former 
section was confusing because some rights 
of the transferor are not vested in the 
transferee unless the transfer is a negoti- 
ation. For example, a transferee that did 
not become the holder could not negotiate 
the instrument, a right that the transferor 
had. Former Section 3-201 did not define 
“transfer.” Subsection (a) (A.C.A. § 4-3- 
203(a)) defines transfer by limiting it to 
cases in which possession of the instru- 
ment is delivered for the purpose of giving 
to the person receiving delivery the right 
to enforce the instrument. 

Although transfer of an instrument 
might mean in a particular case that title 
to the instrument passes to the trans- 


feree, that result does not follow in all 
cases. The right to enforce an instrument 
and ownership of the instrument are two 
different concepts. A thief who steals a 
check payable to bearer becomes the 
holder of the check and a person entitled 
to enforce it, but does not become the 
owner of the check. If the thief transfers 
the check to a purchaser the transferee 
obtains the right to enforce the check. If 
the purchaser is not a holder in due 
course, the owner’s claim to the check may 
be asserted against the purchaser. Own- 
ership rights in instruments may be de- 
termined by principles of the law of prop- 
erty, independent of Article 3 (A.C.A. § 4- 
3-101 et seq.), which do not depend upon 
whether the instrument was transferred 
under Section 3-203 (A.C.A. § 4-3-203). 
Moreover, a person who has an ownership 
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right in an instrument might not be a 
person entitled to enforce the instrument. 
For example, suppose X is the owner and 
holder of an instrument payable to X. X 
sells the instrument to Y but is unable to 
deliver immediate possession to Y. In- 
stead, X signs a document conveying all of 
X’s right, title, and interest in the instru- 
ment to Y. Although the document may be 
effective to give Y a claim to ownership of 
the instrument, Y is not a person entitled 
to enforce the instrument until Y obtains 
possession of the instrument. No transfer 
of the instrument occurs under Section 
3-203(a) (A.C.A. § 4-3-203(a)) until it is 
delivered to Y. 

An instrument is a reified right to pay- 
ment. The right is represented by the 
instrument itself. The right to payment is 
transferred by delivery of possession of 
the instrument “by a person other than its 
issuer for the purpose of giving to the 
person receiving delivery the right to en- 
force the instrument.” The quoted phrase 
excludes issue of an instrument, defined 
in Section 3-105 (A.C.A. § 4-3-105), and 
cases in which a delivery of possession is 
for some purpose other than transfer of 
the right to enforce. For example, if a 
check is presented for payment by deliv- 
ering the check to the drawee, no transfer 
of the check to the drawee occurs because 
there is no intent to give the drawee the 
right to enforce the check. 

2. Subsection (b) (A.C.A. § 4-3-203(b)) 
states that transfer vests in the transferee 
any right of the transferor to enforce the 
instrument “including any right as a 
holder in due course.” If the transferee is 
not a holder because the transferor did not 
indorse, the transferee is nevertheless a 
person entitled to enforce the instrument 
under Section 3-301 (A.C.A. § 4-3-301) if 
the transferor was a holder at the time of 
transfer. Although the transferee is not a 
holder, under subsection (b) (A.C.A. § 4- 
3-203(b)) the transferee obtained the 
rights of the transferor as holder. Because 
the transferee’s rights are derivative of 
the transferor’s rights, those rights must 
be proved. Because the transferee is not a 
holder, there is no presumption under 
Section 3-308 (A.C.A. § 4-3-308) that the 
transferee, by producing the instrument, 
is entitled to payment. The instrument, by 
its terms, is not payable to the transferee 
and the transferee must account for pos- 
session of the unindorsed instrument by 
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proving the transaction through which 
the transferee acquired it. Proof of a 
transfer to the transferee by a holder is 
proof that the transferee has acquired the 
rights of a holder. At that point the trans- 
feree is entitled to the presumption under 
Section 3-308 (A.C.A. § 4-3-308). 

Under subsection (b) (A.C.A. § 4-3- 
203(b)) a holder in due course that trans- 
fers an instrument transfers those rights 
as a holder in due course to the purchaser. 
The policy is to assure the holder in due 
course a free market for the instrument. 
There is one exception to this rule stated 
in the concluding clause of subsection (b) 
(A.C.A. § 4-3-203(b)). A person who is 
party to fraud or illegality affecting the 
instrument is not permitted to wash the 
instrument clean by passing it into the 
hands of a holder in due course and then 
repurchasing it. 

3. Subsection (c) (A.C.A. § 4-3-203(c)) 
applies only to a transfer for value. It 
applies only if the instrument is payable 
to order or specially indorsed to the trans- 
feror. The transferee acquires, in the ab- 
sence of a contrary agreement, the specif- 
ically enforceable right to the indorsement 
of the transferor. Unless otherwise 
agreed, it is a right to the general indorse- 
ment of the transferor with full liability as 
indorser, rather than to an indorsement 
without recourse. The question may arise 
if the transferee has paid in advance and 
the indorsement is omitted fraudulently 
or through oversight. A transferor who is 
willing to indorse only without recourse or 
unwilling to indorse at all should make 
those intentions clear before transfer. The 
agreement of the transferee to take less 
than an unqualified indorsement need not 
be an express one, and the understanding 
may be implied from conduct, from past 
practice, or from the circumstances of the 
transaction. Subsection (c) (A.C.A. § 4-3- 
203(c)) provides that there is no negotia- 
tion of the instrument until the indorse- 
ment by the transferor is made. Until that 
time the transferee does not become a 
holder, and if earlier notice of a defense or 
claim is received, the transferee does not 
qualify as a holder in due course under 
Section 3-302 (A.C.A. § 4-3-302). 

4. The operation of Section 3-203 
(A.C.A. § 4-3-203) is illustrated by the 
following cases. In each case Payee, by 
fraud, induced Maker to issue a note to 
Payee. The fraud is a defense to the obli- 
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gation of Maker to pay the note under 
Section 3-305(a)(2) (A.C.A.  § 4-3- 
305(a)(2)). 


Case # 1. Payee negotiated the note to 
X who took as a holder in due course. 
After the instrument became overdue 
X negotiated the note to Y who had 
notice of the fraud. Y succeeds to X’s 
rights as a holder in due course and 
takes free of Maker’s defense of fraud. 
Case # 2. Payee negotiated the note to 
X who took as a holder in due course. 
Payee then repurchased the note 
from X. Payee does not succeed to X’s 
rights as a holder in due course and is 
subject to Maker’s defense of fraud. 
Case # 3. Payee negotiated the note to 
X who took as a holder in due course. 
X sold the note to Purchaser who 
received possession. The note, how- 
ever, was indorsed to X and X failed to 
indorse it. Purchaser is a person en- 
titled to enforce the instrument under 
Section 3-301 (A.C.A. § 4-3-301) and 
succeeds to the rights of X as holder in 
due course. Purchaser is not a holder, 
however, and under Section 3-308 
(A.C.A. § 4-3-308) Purchaser will 
have to prove the transaction with X 
under which the rights of X as holder 
in due course were acquired. 

Case # 4. Payee sold the note to Pur- 
chaser who took for value, in good 
faith and without notice of the de- 
fense of Maker. Purchaser received 
possession of the note but Payee ne- 
glected to indorse it. Purchaser be- 
came a person entitled to enforce the 
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instrument but did not become the 
holder because of the missing indorse- 
ment. If Purchaser received notice of 
the defense of Maker before obtaining 
the indorsement of Payee, Purchaser 
cannot become a holder in due course 
because at the time notice was re- 
ceived the note had not been negoti- 
ated to Purchaser. If indorsement by 
Payee was made after Purchaser re- 
ceived notice, Purchaser had notice of 
the defense when it became the 
holder. 


5. Subsection (d) (A.C.A. § 4-3-203(d)) 
restates former Section 3-202(3). The 
cause of action on an instrument cannot 
be split. Any indorsement which purports 
to convey to any party less than the entire 
amount of the instrument is not effective 
for negotiation. This is true of either “Pay 
A one-half,” or “Pay A two-thirds and B 
one-third.” Neither A nor B becomes a 
holder. On the other hand an indorsement 
reading merely “Pay A and B’” is effective, 
since it transfers the entire cause of action 
to A and B as tenants in common. An 
indorsement purporting to convey less 
than the entire instrument does, however, 
operate as a partial assignment of the 
cause of action. Subsection (d) (A.C.A. 
§ 4-3-203(d)) makes no attempt to state 
the legal effect of such an assignment, 
which is left to other law. A partial as- 
signee of an instrument has rights only to 
the extent the applicable law gives rights, 
either at law or in equity, to a partial 
assignee. 


Comment to § 3-204 (A.C.A. § 4-3-204) 


1. Subsection (a) (A.C.A. § 4-3-204(a)) 
is a definition of “indorsement,” a term 
which was not defined in former Article 3. 
Indorsement is defined in terms of the 
purpose of the signature. If a blank or 
special indorsement is made to give rights 
as a holder to a transferee the indorse- 
ment is made for the purpose of negotiat- 
ing the instrument. Subsection (a)(i) 
(A.C.A. § 4-3-204(a)(i)). If the holder of a 
check has an account in the drawee bank 
and wants to be sure that payment of the 
check will be made by credit to the hold- 
er’s account, the holder can indorse the 
check by signing the holder’s name with 
the accompanying words “for deposit only” 


before presenting the check for payment 
to the drawee bank. In that case the 
purpose of the quoted words is to restrict 
payment of the instrument. Subsection 
(a)(@ii) (A.C.A. § 4-3-204(a)(ii)). If X wants 
to guarantee payment of a note signed by 
Y as maker, X can do so by signing X’s 
name to the back of the note as an indorse- 
ment. This indorsement is known as an 
anomalous indorsement (Section 3-205(d)) 
(A.C.A. § 4-3-205(d)) and is made for the 
purpose of incurring indorser’s liability on 
the note. Subsection (a)(iii) (A.C.A. § 4-3- 
204(a)(iii)). In some cases an indorsement 
may serve more than one purpose. For 
example, if the holder of a check deposits 
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it to the holder’s account in a depositary 
bank for collection and indorses the check 
by signing the holder’s name with the 
accompanying words “for deposit only” the 
purpose of the indorsement is both to 
negotiate the check to the depositary bank 
and to restrict payment of the check. 

The “but” clause of the first sentence of 
subsection (a) (A.C.A. § 4-3-204(a)) elabo- 
rates on former Section 3-402. In some 
cases it may not be clear whether a signa- 
ture was meant to be that of an indorser, a 
party to the instrument in some other 
capacity such as drawer, maker or accep- 
tor, or a person who was not signing as a 
party. The general rule is that a signature 
is an indorsement if the instrument does 
not indicate an unambiguous intent of the 
signer not to sign as an indorser. Intent 
may be determined by words accompany- 
ing the signature, the place of signature, 
or other circumstances. For example, sup- 
pose a depositary bank gives cash for a 
check properly indorsed by the payee. The 
bank requires the payee’s employee to 
sign the back of the check as evidence that 
the employee received the cash. If the 
signature consists only of the initials of 
the employee it is not reasonable to as- 
sume that it was meant to be an indorse- 
ment. If there was a full signature but 
accompanying words indicated that it was 
meant as a receipt for the cash given for 
the check, it is not an indorsement. If the 
signature is not qualified in any way and 
appears in the place normally used for 
indorsements, it may be an indorsement 
even though the signer intended the sig- 
nature to be a receipt. To take another 
example, suppose the drawee of a draft 
signs the draft on the back in the space 
usually used for indorsements. No words 
accompany the signature. Since the 
drawee has no reason to sign a draft 
unless the intent is to accept the draft, the 
signature is effective as an acceptance. 
Custom and usage may be used to deter- 
mine intent. For example, by long-estab- 
lished custom and usage, a signature in 
the lower right hand corner of an instru- 
ment indicates an intent to sign as the 
maker of a note or the drawer of a draft. 
Any similar clear indication of an intent to 
sign in some other capacity or for some 
other purpose may establish that a signa- 
ture is not an indorsement. For example, 
if the owner of a traveler’s check counter- 
signs the check in the process of negotiat- 
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ing it, the countersignature is not an in- 
dorsement. The countersignature is a 
condition to the issuer’s obligation to pay 
and its purpose is to provide a means of 
verifying the identity of the person nego- 
tiating the traveler’s check by allowing 
comparison of the specimen signature and 
the countersignature. The countersigna- 
ture is not necessary for negotiation and 
the signer does not incur indorser’s liabil- 
ity. See Comment 2 to Section 3-106 
(A.C.A. § 4-3-106). 

The last sentence of subsection (a) 
(A.C.A. § 4-3-204(a)) is based on subsec- 
tion (2) of former Section 3-202. An in- 
dorsement on an allonge is valid even 
though there is sufficient space on the 
instrument for an indorsement. 

2. Assume that Payee indorses a note 
to Creditor as security for a debt. Under 
subsection (b) of Section 3-203 (A.C.A. 
§ 4-3-203(b)) Creditor takes Payee’s 
rights to enforce or transfer the instru- 
ment subject to the limitations imposed by 
Article 9 (A.C.A. § 4-9-101 et seq.). Sub- 
section (c) of Section 3-204 (A.C.A. § 4-3- 
204(c)) makes clear that Payee’s indorse- 
ment to Creditor, even though it mentions 
creation of a security interest, is an un- 
qualified indorsement that gives to Cred- 
itor the right to enforce the note as its 
holder. 

3. Subsection (d) (A.C.A. § 4-3-204(d)) 
is a restatement of former Section 3-203. 
Section 3-110(a) (A.C.A. ~§~4-3-110(a)) 
states that an instrument is payable to 
the person intended by the person signing 
as or in the name or behalf of the issuer 
even if that person is identified by a name 
that is not the true name of the person. In 
some cases the name used in the instru- 
ment is a misspelling of the correct name 
and in some cases the two names may be 
entirely different. The payee may indorse 
in the name used in the instrument, in the 
payee’s correct name, or in both. In each 
case the indorsement is effective. But be- 
cause an indorsement in a name different 
from that used in the instrument may 
raise a question about its validity and an 
indorsement in a name that is not the 
correct name of the payee may raise a 
problem of identifying the indorser, the 
accepted commercial practice is to indorse 
in both names. Subsection (d) (A.C.A. § 4- 
3-204(d)) allows a person paying or taking 
the instrument for value or collection to 
require indorsement in both names. 
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Comment to § 3-205 (A.C.A. § 4-3-205) 


1. Subsection (a) (A.C.A. § 4-3-205(a)) 
is based on subsection (1) of former Sec- 
tion 3-204. It states the test of a special 
indorsement to be whether the indorse- 
ment identifies a person to whom the 
instrument is payable. Section 3-110 
(A.C.A. § 4-3-110) states rules for identi- 
fying the payee of an instrument. Section 
3-205(a) (A.C.A. § 4-3-205(a)) incorpo- 
rates the principles stated in Section 
3-110 (A.C.A. § 4-3-110) in identifying an 
indorsee. The language of Section 3-110 
(A.C.A. § 4-3-110) refers to language used 
by the issuer of the instrument. When 
that section is used with respect to an 
indorsement, Section 3-110 (A.C.A. § 4-3- 
110) must be read as referring to the 
language used by the indorser. 

2. Subsection (b) (A.C.A. § 4-3-205(b)) 
is based on subsection (2) of former Sec- 
tion 3-204. An indorsement made by the 
holder is either a special or blank indorse- 
ment. If the indorsement is made by a 
holder and is not a special indorsement, it 
is a blank indorsement. For example, the 
holder of an instrument, intending to 
make a special indorsement, writes the 
words “Pay to the order of” without com- 
pleting the indorsement by writing the 
name of the indorsee. The holder’s signa- 
ture appears under the quoted words. The 
indorsement is not a special indorsement 
because it does not identify a person to 
whom it makes the instrument payable. 


Since it is not a special indorsement it is a 
blank indorsement and the instrument is 
payable to bearer. The result is analogous 
to that of a check in which the name of the 
payee is left blank by the drawer. In that 
case the check is payable to bearer. See 
the last paragraphs of Comment 2 to Sec- 
tion 3-115 (A.C.A. § 4-3-115). 

A blank indorsement is usually the sig- 
nature of the indorser on the back of the 
instrument without other words. Subsec- 
tion (c) (A.C.A. § 4-3-205(c)) is based on 
subsection (3) of former Section 3-204. A 
“restrictive indorsement” described in 
Section 3-206 (A.C.A. § 4-3-206) can be 
either a blank indorsement or a special 
indorsement. “Pay to T, in trust for B” is a 
restrictive indorsement. It is also a special 
indorsement because it identifies T as the 
person to whom the instrument is pay- 
able. “For deposit only” followed by the 
signature of the payee of a check is a 
restrictive indorsement. It is also a blank 
indorsement because it does not identify 
the person to whom the instrument is 
payable. 

3. The only effect of an “anomalous in- 
dorsement,” defined in subsection (d) 
(A.C.A. § 4-3-205(d)), is to make the 
signer liable on the instrument as an 
indorser. Such an indorsement is nor- 
mally made by an accommodation party. 
Section 3-419 (A.C.A. § 4-3-419). 


Comment to § 3-206 (A.C.A. § 4-3-206) 


1. This section (A.C.A. § 4-3-206) re- 
places former Sections 3-205 and 3-206 
and clarifies the law of restrictive 
indorsements. 

2. Subsection (a) (A.C.A. § 4-3-206(a)) 
provides that an indorsement that pur- 
ports to limit further transfer or negotia- 
tion is ineffective to prevent further trans- 
fer or negotiation. If a payee indorses “Pay 
A only,” A may negotiate the instrument to 
subsequent holders who may ignore the 
restriction on the indorsement. Subsec- 
tion (b) (A.C.A. § 4-3-206(b)) provides 
that an indorsement that states a condi- 
tion to the right of a holder to receive 
payment is ineffective to condition pay- 
ment. Thus if a payee indorses “Pay Aif A 
ships goods complying with our contract,” 
the right of A to enforce the instrument is 


not affected by the condition. In the case of 
a note, the obligation of the maker to pay 
A is not affected by the indorsement. In 
the case of a check, the drawee can pay A 
without regard to the condition, and if the 
check is dishonored the drawer is liable to 
pay A. If the check was negotiated by the 
payee to A in return for a promise to 
perform a contract and the promise was 
not kept, the payee would have a defense 
or counterclaim against A if the check 
were dishonored and A sued the payee as 
indorser, but the payee would have that 
defense or counterclaim whether or not 
the condition to the right of A was ex- 
pressed in the indorsement. Former Sec- 
tion 3-206 treated a conditional indorse- 
ment like indorsements for deposit or 
collection. In revised Article 3 (A.C.A. § 4- 
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3-101 et seq.), Section 3-206(b) (A.C.A. 
§ 4-3-206(b)) rejects that approach and 
makes the conditional indorsement inef- 
fective with respect to parties other than 
the indorser and indorsee. Since the 
indorsements referred to in subsections 
(a) and (b) (A.C.A. § 4-3-206(a) and (b)) 
are not_- effective as _ restrictive 
indorsements, they are no longer de- 
scribed as restrictive indorsements. 

3. The great majority of restrictive 
indorsements are those that fall within 
subsection (c) (A.C.A. § 4-3-206(c)) which 
continues previous law. The depositary 
bank or the payor bank, if it takes the 
check for immediate payment over the 
counter, must act consistently with the 
indorsement, but an intermediary bank or 
payor bank that takes the check from a 
collecting bank is not affected by the in- 
dorsement. Any other person is also bound 
by the indorsement. For example, suppose 
a check is payable to X, who indorses in 
blank but writes above the signature the 
words “For deposit only.” The check is 
stolen and is cashed at a grocery store by 
the thief. The grocery store indorses the 
check and deposits it in Depositary Bank. 
The account of the grocery store is cred- 
ited and the check is forwarded to Payor 
Bank which pays the check. Under sub- 
section (c) (A.C.A. § 4-3-206(c)), the gro- 
cery store and Depositary Bank are con- 
verters of the check because X did not 
receive the amount paid for the check. 
Payor Bank and any intermediary bank in 
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the collection process are not liable to X. 
This Article (Chapter) does not displace 
the law of waiver as it may apply to 
restrictive indorsements. The circum- 
stances under which a restrictive indorse- 
ment may be waived by the person who 
made it is not determined by this Article 
(Chapter). 

4, Subsection (d) (A.C.A. § 4-3-206(d)) 
replaces subsection (4) of former Section 
3-206. Suppose Payee indorses a check 
“Pay to T in trust for B.” T indorses in 
blank and delivers it to (a) Holder for 
value; (b) Depositary Bank for collection; 
or (c) Payor Bank for payment. In each 
case these takers can safely pay T so long 
as they have no notice under Section 
3-307 (A.C.A. § 4-3-307) of any breach of 
fiduciary duty that T may be committing. 
For example, under subsection (b) of Sec- 
tion 3-307 (A.C.A. § 4-3-307(b)) these tak- 
ers have notice of a breach of trust if the 
check was taken in any transaction 
known by the taker to be for T’s personal 
benefit. Subsequent transferees of the 
check from Holder or Depositary Bank are 
not affected by the restriction unless they 
have knowledge that T dealt with the 
check in breach of trust. 

5. Subsection (f) (A.C.A. § 4-3-206(f)) 
allows a restrictive indorsement to be 
used as a defense by a person obliged to 
pay the instrument if that person would 
be liable for paying in violation of the 
indorsement. 


Comment to § 3-207 (A.C.A. § 4-3-207) 


Section 3-207 (A.C.A. § 4-3-207) re- 
states former Section 3-208. Reacquisition 
refers to cases in which a former holder 
reacquires the instrument either by nego- 
tiation from the present holder or by a 
transfer other than negotiation. If the 
reacquisition is by negotiation, the former 
holder reacquires the status of holder. 
Although Section 3-207 (A.C.A. § 4-3-207) 
allows the holder to _ cancel all 
indorsements made after the holder first 
acquired holder status, cancellation is not 
necessary. Status of holder is not affected 
whether or not cancellation is made. But if 
the reacquisition is not the result of nego- 
tiation the former holder can obtain 
holder status only by striking the former 
holder’s indorsement and any subsequent 
indorsements. The latter case is an excep- 


tion to the general rule that if an instru- 
ment is payable to an identified person, 
the indorsement of that person is neces- 
sary to allow a subsequent transferee to 
obtain the status of holder. Reacquisition 
without indorsement by the person to 
whom the instrument is payable is illus- 
trated by two examples: 


Case # 1. X, a former holder, buys the 
instrument from Y, the _ present 
holder. Y delivers the instrument to X 
but fails to indorse it. Negotiation 
does not occur because the transfer of 
possession did not result in X’s becom- 
ing holder. Section 3-201(a) (A.C.A. 
§ 4-3-201(a)). The instrument by its 
terms is payable to Y, not to X. But X 
can obtain the status of holder by 
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striking X’s indorsement and all sub- 
sequent indorsements. When these 
indorsements are struck, the instru- 
ment by its terms is payable either to 
X or to bearer, depending upon how X 
originally became holder. In either 
case X becomes holder. Section 
1-201(20) (A.C.A. § 4-1-201(20)). 
Case # 2. X, the holder of an instru- 
ment payable to X, negotiates it to Y 
by special indorsement. The negotia- 
tion is part of an underlying transac- 
tion between X and Y. The underlying 
transaction is rescinded by agree- 
ment of X and Y, and Y returns the 
instrument without Y’s indorsement. 
The analysis is the same as that in 
Case # 1. X can obtain holder status 
by canceling X’s indorsement to Y. 


In Case # 1 and Case # 2, X acquired 
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ownership of the instrument after reac- 
quisition, but X’s title was clouded be- 
cause the instrument by its terms was not 
payable to X. Normally, X can remedy the 
problem by obtaining Y’s indorsement, but 
in some cases X may not be able to conve- 
niently obtain that indorsement. Section 
3-207 (A.C.A. § 4-3-207) is a rule of con- 
venience which relieves X of the burden of 
obtaining an indorsement that serves no 
substantive purpose. The effect of cancel- 
lation of any indorsement under Section 
3-207 (A.C.A. § 4-3-207) is to nullify it. 
Thus, the person whose indorsement is 
canceled is relieved of indorser’s liability. 
Since cancellation is notice of discharge, 
discharge is effective even with respect to 
the rights of a holder in due course. Sec- 
tions 3-601 and 3-604 (A.C.A. §§ 4-3-601 
and 4-3-604). 


Comment to § 3-301 (A.C.A. § 4-3-301) 


This section (A.C.A. § 4-3-301) replaces 
former Section 3-301 that stated the 
rights of a holder. The rights stated in 
former Section 3-301 to transfer, negoti- 
ate, enforce, or discharge an instrument 
are stated in other sections of Article 3 
(A.C.A. § 4-3-101 et seq.). In revised Arti- 
cle 3 (A.C.A. § 4-3-101 et seq.), Section 
3-301 (A.C.A. § 4-3-301) defines “person 
entitled to enforce” an instrument. The 
definition recognizes that enforcement is 
not limited to holders. The quoted phrase 


includes a person enforcing a lost or stolen 
instrument. Section 3-309 (A.C.A. § 4-3- 
309). It also includes a person in posses- 
sion of an instrument who is not a holder. 
A nonholder in possession of an instru- 
ment includes a person that acquired 
rights of a holder by subrogation or under 
Section 3-203(a) (A.C.A. § 4-3-203(a)). It 
also includes any other person who under 
applicable law is a successor to the holder 
or otherwise acquires the holder’s rights. 


Comment to § 3-302 (A.C.A. § 4-3-302) 


1. Subsection (a)(1) (A.C.A. § 4-3- 
302(a)(1)) is a return to the N.I.L. rule 
that the taker of an irregular or incom- 
plete instrument is not a person the law 
should protect against defenses of the 
obligor or claims of prior owners. This 
reflects a policy choice against extending 
the holder in due course doctrine to an 
instrument that is so incomplete or irreg- 
ular “as to call into question its authentic- 
ity.” The term “authenticity” is used to 
make it clear that the irregularity or in- 
completeness must indicate that the in- 
strument may not be what it purports to 
be. Persons who purchase or pay such 
instruments should do so at their own 
risk. Under subsection (1) of former Sec- 
tion 3-304, irregularity or incompleteness 


gave a purchaser notice of a claim or 
defense. But it was not clear from that 
provision whether the claim or defense 
had to be related to the irregularity or 
incomplete aspect of the instrument. This 
ambiguity is not present in subsection 
(a)(1) (A.C.A. § 4-3-302(a)(1)). 

2. Subsection (a)(2) (A.C.A. § 4-3- 
302(a)(2)) restates subsection (1) of former 
Section 3-302. Section 3-305(a) (A.C.A. 
§ 4-3-305(a)) makes a distinction between 
defenses to the obligation to pay an in- 
strument and claims in recoupment by the 
maker or drawer that may be asserted to 
reduce the amount payable on the instru- 
ment. Because of this distinction, which 
was not made in former Article 3, the 
reference in subsection (a)(2)(vi) (A.C.A. 
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§ 4-3-302(a)(2)(vi)) is to both a defense 
and a claim in recoupment. Notice of forg- 
ery or alteration is stated separately be- 
cause forgery and alteration are not tech- 
nically defenses under subsection (a) of 
Section 3-305 (A.C.A. § 4-3-305(a)). 

3. Discharge is also separately treated 
in the first sentence of subsection (b) 
(A.C.A. § 4-3-302(b)). Except for dis- 
charge in an insolvency proceeding, which 
is specifically stated to be a real defense in 
Section 3-305(a)(1) (A.C.A. § 4-3- 
305(a)(1)), discharge is not expressed in 
Article 3 (A.C.A. § 4-3-101 et seq.) as a 
defense and is not included in Section 
3-305(a)(2) (A.C.A. § 4-3-305(a)(2)). Dis- 
charge is effective against anybody except 
a person having rights of a holder in due 
course who took the instrument without 
notice of the discharge. Notice of dis- 
charge does not disqualify a person from 
becoming a holder in due course. For ex- 
ample, a check certified after it is negoti- 
ated by the payee may subsequently be 
negotiated to a holder. If the holder had 
notice that the certification occurred after 
negotiation by the payee, the holder nec- 
essarily had notice of the discharge of the 
payee as indorser. Section 3-415(d) 
(A.C.A. § 4-3-415(d)). Notice of that dis- 
charge does not prevent the holder from 
becoming a2 holder in due course, but the 
discharge is effective against the holder. 
Section 3-601(b) (A.C.A. § 4-3-601(b)). 
Notice of a defense under Section 
3-305(a)(1) (A.C.A. § 4-3-305(a)(1)) of a 
maker, drawer or acceptor based on a 
bankruptcy discharge is different. There 
is no reason to give holder in due course 
status to a person with notice of that 
defense. The second sentence of subsec- 
tion (b) (A.C.A. § 4-3-302(b)) is from 
former Section 3-304(5). 

4, Professor Britton in his treatise Bills 
and Notes 309 (1961) stated: “A substan- 
tial number of decisions before the [N.I L.] 
indicates that at common law there was 
nothing in the position of the payee as 
such which made it impossible for him to 
be a holder in due course.” The courts 
were divided, however, about whether the 
payee of an instrument could be a holder 
in due course under the N.I.L. Some 
courts read N.I.L. § 52(4) to mean that a 
person could be a holder in due course 
only if the instrument was “negotiated” to 
that person. N.I.L. § 30 stated that “an 
instrument is negotiated when it is trans- 
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ferred from one person to another in such 
manner as to constitute the transferee the 
holder thereof.” Normally, an instrument 
is “issued” to the payee; it is not trans- 
ferred to the payee. N.I.L. § 191 defined 
“issue” as the “first delivery of the instru- 
ment... to a person who takes it as a 
holder.” Thus, some courts concluded that 
the payee never could be a holder in due 
course. Other courts concluded that there 
was no evidence that the N.I.L. was in- 
tended to change the common law rule 
that the payee could be a holder in due 
course. Professor Britton states on p. 318: 
“The typical situations which raise the 
[issue] are those where the defense of a 
maker is interposed because of fraud by a 
[maker who is] principal debtor ... against 
a surety co-maker, or where the defense of 
fraud by a purchasing remitter is inter- 
posed by the drawer of the instrument 
against the good faith purchasing payee.” 

Former Section 3-302(2) stated: “A 
payee may be a holder in due course.” This 
provision was intended to resolve the split 
of authority under the N.I.L. It made clear 
that there was no intent to change the 
common-law rule that allowed a payee to 
become a holder in due course. See Com- 
ment 2 to former Section 3-302. But there 
was no need to put subsection (2) in 
former Section 3-302 because the split in 
authority under the N.I.L. was caused by 
the particular wording of N.I.L. § 52(4). 
The troublesome language in that section 
was not repeated in former Article 3 nor is 
it repeated in revised Article 3 (A.C.A. 
§ 4-3-101 et seq.). Former Section 
3-302(2) has been omitted in revised Arti- 
cle 3 (A.C.A. § 4-3-101 et seq.) because it 
is surplusage and may be misleading. The 
payee of an instrument can be a holder in 
due course, but use of the holder-in-due- 
course doctrine by the payee of an instru- 
ment is not the normal situation. 

The primary importance of the concept 
of holder in due course is with respect to 
assertion of defenses or claims in recoup- 
ment (Section 3-305) (A.C.A. § 4-3-305) 
and of claims to the instrument (Section 
3-306) (A.C.A. § 4-3-306). The holder-in- 
due-course doctrine assumes the following 
case as typical. Obligor issues a note or 
check to Obligee. Obligor is the maker of 
the note or drawer of the check. Obligee is 
the payee. Obligor has some defense to 
Obligor’s obligation to pay the instru- 
ment. For example, Obligor issued the 
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instrument for goods that Obligee prom- 
ised to deliver. Obligee never delivered the 
goods. The failure of Obligee to deliver the 
goods is a defense. Section 3-303(b) 
(A.C.A. § 4-3-303(b)). Although Obligor 
has a defense against Obligee, if the in- 
strument is negotiated to Holder and the 
requirements of subsection (a) (A.C.A. 
§ 4-3-302(a)) are met, Holder may enforce 
the instrument against Obligor free of the 
defense. Section 3-305(b) (A.C.A. § 4-3- 
305(b)). In the typical case the holder in 
due course is not the payee of the instru- 
ment. Rather, the holder in due course is 
an immediate or remote transferee of the 
payee. If Obligor in our example is the 
only obligor on the check or note, the 
holder-in-due-course doctrine is irrelevant 
in determining rights between Obligor 
and Obligee with respect to the instru- 
ment. 

But in a small percentage of cases it is 
appropriate to allow the payee of an in- 
strument to assert rights as a holder in 
due course. The cases are like those re- 
ferred to in the quotation from Professor 
Britton referred to above, or other cases in 
which conduct of some third party is the 
basis of the defense of the issuer of the 
instrument. The following are examples: 


Case # 1. Buyer pays for goods bought 
from Seller by giving to Seller a cash- 
ier’s check bought from Bank. Bank 
has a defense to its obligation to pay 
the check because Buyer bought the 
check from Bank with a check known 
to be drawn on an account with insuf- 
ficient funds to cover the check. If 
Bank issued the check to Buyer as 
payee and Buyer indorsed it over to 
Seller, it is clear that Seller can be a 
holder in due course taking free of the 
defense if Seller had no notice of the 
defense. Seller is a transferee of the 
check. There is no good reason why 
Seller’s position should be any differ- 
ent if Bank drew the check to the 
order of Seller as payee. In that case, 
when Buyer took delivery of the check 
from Bank, Buyer became the owner 
of the check even though Buyer was 
not the holder. Buyer was a remitter. 
Section 3-103(a)(11) (A.C.A. § 4-3- 
103(a)(11)). At that point nobody was 
the holder. When Buyer delivered the 
check to Seller, ownership of the 
check was transferred to Seller who 


211 


also became the holder. This is a ne- 
gotiation. Section 3-201 (A.C.A. § 4- 
3-201). The rights of Seller should not 
be affected by the fact that in one case 
the negotiation to Seller was by a 
holder and in the other case the nego- 
tiation was by a remitter. Moreover, it 
should be irrelevant whether Bank 
delivered the check to Buyer and 
Buyer delivered it to Seller or 
whether Bank delivered it directly to 
Seller. In either case Seller can be a 
holder in due course that takes free of 
Bank’s defense. 

Case # 2. X fraudulently induces Y to 
join X in a spurious venture to pur- 
chase a business. The purchase is to 
be financed by a bank loan for part of 
the price. Bank lends money to X and 
Y by deposit in a joint account of X 
and Y who sign a note payable to 
Bank for the amount of the loan. X 
then withdraws the money from the 
joint account and absconds. Bank 
acted in good faith and without notice 
of the fraud of X against Y. Bank is 
payee of the note executed by Y, but 
its right to enforce the note against Y 
should not be affected by the fact that 
Y was induced to execute the note by 
the fraud of X. Bank can be a holder 
in due course that takes free of the 
defense of Y. Case # 2 is similar to 
Case # 1. In each case the payee of the 
instrument has given value to the 
person committing the fraud in ex- 
change for the obligation of the per- 
son against whom the fraud was com- 
mitted. In each case the payee was 
not party to the fraud and had no 
notice of it. 


Suppose in Case # 2 that the note does 
not meet the requirements of Section 
3-104(a) (A.C.A. § 4-3-104(a)) and thus is 
not a negotiable instrument covered by 
Article 3(A.C.A. § 4-3-101 et seq.). In that 
case, Bank cannot be a holder in due 
course but the result should be the same. 
Bank’s rights are determined by general 
principles of contract law. Restatement 
Second, Contracts § 164(2) governs the 
case. If Y is induced to enter into a con- 
tract with Bank by a fraudulent misrep- 
resentation by X, the contract is voidable 
by Y unless Bank “in good faith and with- 
out reason to know of the misrepresenta- 
tion either gives value or relies materially 
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on the transaction.” Comment E to 


§ 164(2) states: 


“This is the same principle that pro- 
tects an innocent person who pur- 
chases goods or commercial paper in 
good faith, without notice and for 
value from one who obtained them 
from the original owner by a misrep- 
resentation. See Uniform Commercial 
Code § 2-403(1), 3-305 (A.C.A. 8§ 4- 
2-403(1) and 4-3-305). In the cases 
that fall within [§ 164(2)], however, 
the innocent person deals directly 
with the recipient of the misrepresen- 
tation, which is made by one not a 
party to the contract.” 


The same result follows in Case # 2 if Y 
had been induced to sign the note as an 
accommodation party (Section 3-419) 
(A.C.A. § 4-3-419). If Y signs as co-maker 
of a note for the benefit of X, Y is a surety 
with respect to the obligation of X to pay 
the note but is liable as maker of the note 
to pay Bank. Section 3-419(b) (A.C.A. § 4- 
3-419(b)). If Bank is a holder in due 
course, the fraud of X cannot be asserted 
against Bank under Section 3-305(b) 
(A.C.A. § 4-3-305(b)). But the result is the 
same without resort to holder-in-due- 
course doctrine. If the note is not a nego- 
tiable instrument governed by Article 3 
(A.C.A. § 4-3-101 et seq.), general rules of 
suretyship apply. Restatement, Security 
§ 119 states that the surety (Y) cannot 
assert a defense against the creditor 
(Bank) based on the fraud of the principal 
(X) if the creditor “without knowledge of 
the fraud ... extended credit to the princi- 
pal on the security of the surety’s prom- 
ise....” The underlying principle of § 119 
is the same as that of § 164(2) of Restate- 
ment Second, Contracts. 


Case # 3. Corporation draws a check 
payable to Bank. The check is given to 
an officer of Corporation who is in- 
structed to deliver it to Bank in pay- 
ment of a debt owed by Corporation to 
Bank. Instead, the officer, intending 
to defraud Corporation, delivers the 
check to Bank in payment of the offi- 
cer’s personal debt, or the check is 
delivered to Bank for deposit to the 
officer’s personal account. If Bank ob- 
tains payment of the check, Bank has 
received funds of Corporation which 
have been used for the personal ben- 
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efit of the officer. Corporation in this 
case will assert a claim to the pro- 
ceeds of the check against Bank. If 
Bank was a holder in due course of 
the check, it took the check free of 
Corporation’s claim. Section 3-306 
(A.C.A. § 4-3-306). The issue in this 
case is whether Bank had notice of 
the claim when it took the check. If 
Bank knew that the officer was a 
fiduciary with respect to the check, 
the issue is governed by Section 3-307 
(A.C.A. § 4-3-307). 

Case # 4. Employer, who owed money 
to X, signed a blank check and deliv- 
ered it to Secretary with instructions 
to complete the check by typing in X’s 
name and the amount owed to X. 
Secretary fraudulently completed the 
check by typing in the name of Y, a 
creditor to whom Secretary owed 
money. Secretary then delivered the 
check to Y in payment of Secretary’s 
debt. Y obtained payment of the 
check. This case is similar to Case # 3. 
Since Secretary was authorized to 
complete the check, Employer is 
bound by Secretary’s act in making 
the check payable to Y. The drawee 
bank properly paid the check. Y re- 
ceived funds of Employer which were 
used for the personal benefit of Secre- 
tary. Employer asserts a claim to 
these funds against Y. If Y is a holder 
in due course, Y takes free of the 
claim. Whether Y is a holder in due 
course depends upon whether Y had 
notice of Employer’s claim. 


5. Subsection (c) (A.C.A. § 4-3-302(c)) 
is based on former Section 3-302(3). Like 
former Section 3-302(3), subsection (c) 
(A.C.A. § 4-3-302(c)) is intended to state 
existing case law. It covers a few situa- 
tions in which the purchaser takes an 
instrument under unusual circumstances. 
The purchaser is treated as a successor in 
interest to the prior holder and can ac- 
quire no better rights. But if the prior 
holder was a holder in due course, the 
purchaser obtains rights of a holder in due 
course. 

Subsection (c) (A.C.A. § 4-3-302(c)) ap- 
plies to a purchaser in an execution sale or 
sale in bankruptcy. It applies equally to an 
attaching creditor or any other person 
who acquires the instrument by legal pro- 
cess or to a representative, such as an 
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executor, administrator, receiver or as- 
signee for the benefit of creditors, who 
takes the instrument as part of an estate. 
Subsection (c) (A.C.A. § 4-3-302(c)) ap- 
plies to bulk purchases lying outside of the 
ordinary course of business of the seller. 
For example, it applies to the purchase by 
one bank of a substantial part of the paper 
held by another bank which is threatened 
with insolvency and seeking to liquidate 
its assets. Subsection (c) (A.C.A. § 4-3- 
302(c)) would also apply when a new part- 
nership takes over for value all of the 
assets of an old one after a new member 
has entered the firm, or to a reorganized 
or consolidated corporation taking over 
the assets of a predecessor. 

In the absence of controlling state law to 
the contrary, subsection (c) (A.C.A. § 4-3- 
302(c)) applies to a sale by a state bank 
commissioner of the assets of an insolvent 
bank. However, subsection (c) (A.C.A. § 4- 
3-302(c)) may be preempted by federal law 
if the Federal Deposit Insurance Corpora- 
tion takes over an insolvent bank. Under 
the governing federal law, the FDIC and 
similar financial institution insurers are 
given holder in due course status and that 
status is also acquired by their assignees 
under the shelter doctrine. 

6. Subsections (d) and (e) (A.C.A. § 4- 
3-302(d) and (e)) clarify two matters not 
specifically addressed by former Article 3: 


Case # 5. Payee negotiates a $1,000 
note to Holder who agrees to pay $900 
for it. After paying $500, Holder 
learns that Payee defrauded Maker in 
the transaction giving rise to the note. 
Under subsection (d) (A.C.A. § 4-3- 
302(d)) Holder may assert rights as a 
holder in due course to the extent of 
$555.55 ($500 + $900 = .555 x $1,000 
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= $555.55). This formula rewards 
Holder with a ratable portion of the 
bargained for profit. 

Case # 6. Payee negotiates a note of 
Maker for $1,000 to Holder as secu- 
rity for payment of Payee’s debt to 
Holder of $600. Maker has a defense 
which is good against Payee but of 
which Holder has no notice. Subsec- 
tion (e) (A.C.A. § 4-3-302(e)) applies. 
Holder may assert rights as a holder 
in due course only to the extent of 
$600. Payee does not get the benefit of 
the holder-in-due-course status of 
Holder. With respect to $400 of the 
note, Maker may assert any rights 
that Maker has against Payee. A dif- 
ferent result follows if the payee of a 
note negotiated it to a person who 
took it as a holder in due course and 
that person pledged the note as secu- 
rity for a debt. Because the defense 
cannot be asserted against the pled- 
gor, the pledgee can assert rights as a 
holder in due course for the full 
amount of the note for the benefit of 
both the pledgor and the pledgee. 


7. There is a large body of state statu- 
tory and case law restricting the use of the 
holder in due course doctrine in consumer 
transactions as well as some business 
transactions that raise similar issues. 
Subsection (g) (A.C.A. § 4-3-302(g)) sub- 
ordinates Article 3 (A.C.A. § 4-3-101 et 
seq.) to that law and any other similar law 
that may evolve in the future. Section 
3-106(d) (A.C.A. § 4-3-106(d)) also relates 
to statutory or administrative law in- 
tended to restrict use of the holder-in-due- 
course doctrine. See comment 3 to Section 
3-106 (A.C.A. § 4-3-106). 


Comment to § 3-303 (A.C.A. § 4-3-303) 


1. Subsection (a) (A.C.A. § 4-3-303(a)) 
is a restatement of former Section 3-303 
and subsection (b) (A.C.A. § 4-3-303(b)) 
replaces former Section 3-408. The dis- 
tinction between value and consideration 
in Article 3 (A.C.A. § 4-3-101 et seq.) is a 
very fine one. Whether an instrument is 
taken for value is relevant to the issue of 
whether a holder is a holder in due course. 
If an instrument is not issued for consid- 
eration the issuer has a defense to the 
obligation to pay the instrument. Consid- 


eration is defined in subsection (b) (A.C.A. 
§ 4-3-303(b)) as “any consideration suffi- 
cient to support a simple contract.” The 
definition of value in Section 1-201(44) 
(A.C.A. § 4-1-201(44)), which doesn’t ap- 
ply to Article 3 (A.C.A. § 4-3-101 et seq.), 
includes “any consideration sufficient to 
support simple contract.” Thus, outside 
Article 3 (A.C.A. § 4-3-101 et seq.), any- 
thing that is consideration is also value. A 
different rule applies in Article 3 (A.C.A. 
§ 4-3-101 et seq.). Subsection (b) of Sec- 
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tion 3-303 (A.C.A. § 4-3-303(b)) states 
that if an instrument is issued for value it 
is also issued for consideration. 


Case #1. X owes Y $1,000. The debt is 
not represented by a note. Later X 
issues a note to Y for the debt. Under 
subsection (a)(3) (A.C.A. § 4-3- 
303(a)(3)), X’s note is issued for value. 
Under subsection (b) (A.C.A. § 4-3- 
303(b)), the note is also issued for 
consideration whether or not, under 
contract law, Y is deemed to have 
given consideration for the note. 
Case #2. X issues a check to Y in 
consideration of Y’s promise to per- 
form services in the future. Although 
the executory promise is consider- 
ation for issuance of the check it is 
value only to the extent the promise is 
performed. Subsection (a)(1) (A.C.A. 
§ 4-3-303(a)(1)). 

Case #3. X issues a note to Y in 
consideration of Y’s promise to per- 
form services. If at the due date of the 
note Y’s performance is not yet due, Y 
may enforce the note because it was 
issued for consideration. But if at the 
due date of the note, Y’s performance 
is due and has not been performed, X 
has a defense. Subsection (b) (A.C.A. 
§ 4-3-303(b)). 


2. Subsection (a) (A.C.A. § 4-3-303(a)), 
which defines value, has primary impor- 
tance in cases in which the issue is 
whether the holder of an instrument is a 
holder in due course and particularly to 
cases in which the issuer of the instru- 
ment has a defense to the instrument. 
Suppose Buyer and Seller signed a con- 
tract on April 1 for the sale of goods to be 
delivered on May 1. Payment of 50% of the 
price of the goods was due upon signing of 
the contract. On April 1 Buyer delivered to 
Seller a check in the amount due under 
the contract. The check was drawn by X to 
Buyer as payee and was indorsed to 
Seller. When the check was presented for 
payment to the drawee on April 2, it was 
dishonored because X had stopped pay- 
ment. At that time Seller had not taken 
any action to perform the contract with 
Buyer. If X has a defense on the check, the 
defense can be asserted against Seller 
who is not a holder in due course because 
Seller did not give value for the check. 
Subsection (a)(1) (A.C.A. § 4-3-303(a)(1)). 
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The policy basis for subsection (a)(1) 
(A.C.A. § 4-3-303(a)(1)) is that the holder 
who gives an executory promise of perfor- 
mance will not suffer an out-of-pocket loss 
to the extent the executory promise is 
unperformed at the time the holder learns 
of dishonor of the instrument. When 
Seller took delivery of the check on April 
1, Buyer’s obligation to pay 50% of the 
price on that date was suspended, but 
when the check was dishonored on April 2 
the obligation revived. Section 3-310(b) 
(A.C.A. § 4-3-310(b)). If payment for 
goods is due at or before delivery and the 
Buyer fails to make the payment, the 
Seller is excused from performing the 
promise to deliver the goods. Section 
2-703 (A.C.A. § 4-2-703). Thus, Seller is 
protected from an out-of-pocket loss even 
if the check is not enforceable. Holder-in- 
due-course status is not necessary to pro- 
tect Seller. 

3. Subsection (a)(2) (A.C.A. § 4-3- 
303(a)(2)) equates value with the obtain- 
ing of a security interest or a nonjudicial 
lien in the instrument. The term “security 
interest” covers Article 9 (A.C.A. § 4-9- 
101 et seq.) cases in which an instrument 
is taken as collateral as well as bank 
collection cases in which a bank acquires a 
security interest under Section 4-210 
(A.C.A. § 4-4-210). The acquisition of a 
common-law or statutory banker’s lien is 
also value under subsection (a)(2) (A.C.A. 
§ 4-3-303(a)(2)). An attaching creditor or 
other person who acquires a lien by judi- 
cial proceedings does not give value for 
the purposes of subsection (a)(2) (A.C.A. 
§ 4-3-303(a)(2)). 

4. Subsection (a)(3) (A.C.A. § 4-3- 
303(a)(3)) follows former Section 3-303(b) 
in providing that the holder takes for 
value if the instrument is taken in pay- 
ment of or as security for an antecedent 
claim, even though there is no extension of 
time or other concession, and whether or 
not the claim is due. Subsection (a)(3) 
(A.C.A. § 4-3-303(a)(3)) applies to any 
claim against any person; there is no 
requirement that the claim arise out of 
contract. In particular the provision is 
intended to apply to an instrument given 
in payment of or as security for the debt of 
a third person, even though no concession 
is made in return. 

5. Subsection (a)(4) and (5) (A.C.A. § 4- 
3-303(a)(4) and (5)) restate former Section 
3-303(c). They state generally recognized 
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exceptions to the rule that an executory 
promise is not value. A negotiable instru- 
ment is value because it carries the possi- 
bility of negotiation to a holder in due 
course, after which the party who gives it 
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is obliged to pay. The same reasoning 
applies to any irrevocable commitment to 
a third person, such as a letter of credit 
issued when an instrument is taken. 


Comment to § 3-304 (A.C.A. § 4-3-304) 


1. To be a holder in due course, one 
must take without notice that an instru- 
ment is overdue. Section 3-302(a)(2)(iii) 
(A.C.A. § 4-3-302(a)(2)(i1i)). Section 3-304 
(A.C.A. § 4-3-304) replaces subsection (3) 
of former Section 3-304. For the sake of 
clarity it treats demand and time instru- 
ments separately. Subsection (a) (A.C.A. 
§ 4-3-304(a)) applies to demand instru- 
ments. A check becomes stale after 90 
days. 

Under former Section 3-304(3)(c), a 
holder that took a demand note had notice 
that it was overdue if it was taken “more 
than a reasonable length time after its 
issue.” In substitution for this test, sub- 
section (a)(3) (A.C.A. § 4-3-304(a)(3)) re- 


quires the trier of fact to look at both the 
circumstances of the particular case and 
the nature of the instrument and trade 
usage. Whether a demand note is stale 
may vary a great deal depending on the 
facts of the particular case. 

2. Subsections (b) and (c) (A.C.A. § 4-3- 
304(b) and (c)) cover time instruments. 
They follow the distinction made under 
former Article 3 (A.C.A. § 4-3-101 et seq.) 
between defaults in payment of principal 
and interest. In subsection (b) (A.C.A. 
§ 4-3-304(b)) installment instruments 
and single payment instruments are 
treated separately. If an installment is 
late, the instrument is overdue until the 
default is cured. 


Comment to § 3-305 (A.C.A. § 4-3-305) 


1. Subsection (a) (A.C.A. § 4-3-305(a)) 
states the defenses to the obligation of a 
party to pay the instrument. Subsection 
(a)(1) (A.C.A. § 4-3-305(a)(1)) states the 
“real defenses” that may be asserted 
against any person entitled to enforce the 
instrument. 

Subsection (a)(1)G) (A.C.A. § 4-3- 
305(a)(1)(i)) allows assertion of the de- 
fense of infancy against a holder in due 
course, even though the effect of the de- 
fense is to render the instrument voidable 
but not void. The policy is one of protec- 
tion of the infant even at the expense of 
occasional loss to an innocent purchaser. 
No attempt is made to state when infancy 
is available as a defense or the conditions 
under which it may be asserted. In some 
jurisdictions it is held that an infant can- 
not rescind the transaction or set up the 
defense unless the holder is restored to 
the position held before the instrument 
was taken which, in the case of a holder in 
due course, is normally impossible. In 
other states an infant who has misrepre- 
sented age may be estopped to assert 
infancy. Such questions are left to other 
law, as an integral part of the policy of 
each state as to the protection of infants. 


Subsection (a)(1)Gi) (A.C.A. § 4-3- 
305(a)(1)Gi)) covers mental incompetence, 
guardianship, ultra vires acts or lack of 
corporate capacity to do business, or any 
other incapacity apart from infancy. Such 
incapacity is largely statutory. Its exist- 
ence and effect is left to the law of each 
state. If under the state law the effect is to 
render the obligation of the instrument 
entirely null and void, the defense may be 
asserted against a holder in due course. If 
the effect is merely to render the obliga- 
tion voidable at the election of the obligor, 
the defense is cut off. 

Duress, which is also covered by subsec- 
tion (a)(ii) (A.C.A. § 4-3-305(a)(ii)), is a 
matter of degree. An instrument signed at 
the point of a gun is void, even in the 
hands of a holder in due course. One 
signed under threat to prosecute the son 
of the maker for theft may be merely 
voidable, so that the defense is cut off. 
Illegality is most frequently a matter of 
gambling or usury, but may arise in other 
forms under a variety of statutes. The 
statutes differ in their provisions and the 
interpretations given them. They are pri- 
marily a matter of local concern and local 
policy. All such matters are therefore left 
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to the local law. If under that law the 
effect of the duress or the illegality is to 
make the obligation entirely null and 
void, the defense may be asserted against 
a holder in due course. Otherwise it is cut 
off. 

Subsection (a)(1)(@ii) (A.C.A. § 4-3- 
305(a)(1)(ii1)) refers to “real” or “essential” 
fraud, sometimes called fraud in the es- 
sence or fraud in the factum, as effective 
against a holder in due course. The com- 
mon illustration is that of the maker who 
is tricked into signing a note in the belief 
that it is merely a receipt or some other 
document. The theory of the defense is 
that the signature on the instrument is 
ineffective because the signer did not in- 
tend to sign such an instrument at all. 
Under this provision the defense extends 
to an instrument signed with knowledge 
that it is a negotiable instrument, but 
without knowledge of its essential terms. 
The test of the defense is that of excusable 
ignorance of the contents of the writing 
signed. The party must not only have been 
in ignorance, but must also have had no 
reasonable opportunity to obtain knowl- 
edge. In determining what is a reasonable 
opportunity all relevant factors are to be 
taken into account, including the intelli- 
gence, education, business experience, 
and ability to read or understand English 
of the signer. Also relevant is the nature of 
the representations that were made, 
whether the signer had good reason to 
rely on the representations or to have 
confidence in the person making them, the 
presence or absence of any third person 
who might read or explain the instrument 
to the signer, or any other possibility of 
obtaining independent information, and 
the apparent necessity, or lack of it, for 
acting without delay. Unless the misrep- 
resentation meets this test, the defense is 
cut off by a holder in due course. 

Subsection (a)(1)(iv) (A.C.A. § 4-3- 
305(a)(1)(iv)) states specifically that the 
defense of discharge in insolvency pro- 
ceedings is not cut off when the instru- 
ment is purchased by a holder in due 
course. “Insolvency proceedings” is de- 
fined in Section 1-201(22) (A.C.A. § 4-1- 
201(22)) and it includes bankruptcy 
whether or not the debtor is insolvent. 
Subsection (2)(e) of former Section 3-305 
is omitted. The substance of that provision 
is stated in Section 3-601(b) (A.C.A. § 4- 
3-601(b)). 
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2. Subsection (a)(2) (A.C.A. § 4-3- 
305(a)(2)) states other defenses that, pur- 
suant to subsection (b) (A.C.A. § 4-3- 
305(b)), are cut off by a holder in due 
course. These defenses comprise those 
specifically stated in Article 3 (A.C.A. § 4- 
3-101 et seq.) and those based on common 
law contract principles. Article 3 (A.C.A. 
§ 4-3-101 et seq.) defenses are 
nonissuance of the instrument, condi- 
tional issuance, and issuance for a special 
purpose (Section 3-105(b)) (A.C.A. § 4-3- 
105(b)); failure to countersign a traveler’s 
check (Section 3-106(c)) (A.C.A. § 4-3- 
106(c)); modification of the obligation by a 
separate agreement (Section 3-117) 
(A.C.A. § 4-3-117); payment that violates 
a restrictive indorsement (Section 
3-206(f)) (A.C.A. § 4-3-206(f); instru- 
ments issued without consideration or for 
which promised performance has not been 
given (Section 3-303(b)) (A.C.A. § 4-3- 
303(b)), and breach of warranty when a 
draft is accepted (Section 3-417(b)) (A.C.A. 
§ 4-3-417(b)). The most prevalent com- 
mon law defenses are fraud, misrepresen- 
tation or mistake in the issuance of the 
instrument. In most cases the holder in 
due course will be an immediate or remote 
transferee of the payee of the instrument. 
In most cases the holder-in-due-course 
doctrine is irrelevant if defenses are being 
asserted against the payee of the instru- 
ment, but in a small number of cases the 
payee of the instrument may be a holder 
in due course. Those cases are discussed 
in Comment 4 to Section 3-302 (A.C.A. 
§ 4-3-302). 

Assume Buyer issues a note to Seller in 
payment of the price of goods that Seller 
fraudulently promises to deliver but 
which are never delivered. Seller negoti- 
ates the note to Holder who has no notice 
of the fraud. If Holder is a holder in due 
course, Holder is not subject to Buyer’s 
defense of fraud. But in some cases an 
original party to the instrument is a 
holder in due course. For example, Buyer 
fraudulently induces Bank to issue a cash- 
ier’s check to the order of Seller. The check 
is delivered by Bank to Seller, who has no 
notice of the fraud. Seller can be a holder 
in due course and can take the check free 
of Bank’s defense of fraud. This case is 
discussed as Case # 1 in Comment 4 to 
Section 3-302 (A.C.A. § 4-3-302). Former 
Section 3-305 stated that a holder in due 
course takes free of defenses of “any party 
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to the instrument with whom the holder 
has not dealt.” The meaning of this lan- 
guage was not at all clear and if read 
literally could have produced the wrong 
result. In the hypothetical case, it could be 
argued that Seller “dealt” with Bank be- 
cause Bank delivered the check to Seller. 
But it is clear that Seller should take free 
of Bank’s defense against Buyer regard- 
less of whether Seller took delivery of the 
check from Buyer or from Bank. The 
quoted language is not included in Section 
3-305 (A.C.A. § 4-3-305). It is not neces- 
sary. If Buyer issues an instrument to 
Seller and Buyer has a defense against 
Seller, that defense can obviously be as- 
serted. Buyer and Seller are the only 
people involved. The holder-in-due-course 
doctrine has no relevance. The doctrine 
applies only to cases in which more than 
two parties are involved. Its essence is 
that the holder in due course does not 
have to suffer the consequences of a de- 
fense of the obligor on the instrument that 
arose from an occurrence with a third 
party. 

3. Subsection (a)(3) (A.C.A. § 4-3- 
305(a)(3)) is concerned with claims in re- 
coupment which can be illustrated by the 
following example. Buyer issues a note to 
the order of Seller in exchange for a prom- 
ise of Seller to deliver specified equip- 
ment. If Seller fails to deliver the equip- 
ment or delivers equipment that is 
rightfully rejected, Buyer has a defense to 
the note because the performance that 
was the consideration for the note was not 
rendered. Section 3-303(b) (A.C.A. § 4-3- 
303(b)). This defense is included in Sec- 
tion 3-305(a)(2) (A.C.A. § 4-3-305(a)(2)). 
That defense can always be asserted 
against Seller. This result is the same as 
that reached under former Section 3-408. 

But suppose Seller delivered the prom- 
ised equipment and it was accepted by 
Buyer. The equipment, however, was de- 
fective. Buyer retained the equipment and 
incurred expenses with respect to its re- 
pair. In this case, Buyer does not have a 
defense under Section 3-303(b) (A.C.A. 
§ 4-3-303(b)). Seller delivered the equip- 
ment and the equipment was accepted. 
Under Article 2 (A.C.A. § 4-2-101 et seq.), 
Buyer is obliged to pay the price of the 
equipment which is represented by the 
note. But Buyer may have a claim against 
Seller for breach of warranty. If Buyer has 
a warranty claim, the claim may be as- 
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serted against Seller as a counterclaim or 
as a claim in recoupment to reduce the 
amount owing on the note. It is not rele- 
vant whether Seller is or is not a holder in 
due course of the note or whether Seller 
knew or had notice that Buyer had the 
warranty claim. It is obvious that holder- 
in-due-course doctrine cannot be used to 
allow Seller to cut off a warranty claim 
that Buyer has against Seller. Subsection 
(b) (A.C.A. § 4-3-305(b)) specifically cov- 
ers this point by stating that a holder in 
due course is not subject to a “claim in 
recoupment ... against a person other 
than the holder.” 

Suppose Seller negotiates the note to 
Holder. If Holder had notice of Buyer’s 
warranty claim at the time the note was 
negotiated to Holder, Holder is not a 
holder in due _ course’ (Section 
3-302(a)(2)(iv)) (A.C.A. § 4-3- 
302(a)(2)(iv)) and Buyer may assert the 
claim against Holder (Section 3-305(a)(3)) 
(A.C.A. § 4-3-305(a)(3)) but only as a 
claim in recoupment, i.e. to reduce the 
amount owed on the note. If the warranty 
claim is $1,000 and the unpaid note is 
$10,000, Buyer owes $9,000 to Holder. If 
the warranty claim is more than the un- 
paid amount of the note, Buyer owes noth- 
ing to Holder, but Buyer cannot recover 
the unpaid amount of the warranty claim 
from Holder. If Buyer had already par- 
tially paid the note, Buyer is not entitled 
to recover the amounts paid. The claim 
can be used only as an offset to amounts 
owing on the note. If Holder had no notice 
of Buyer’s claim and otherwise qualifies 
as a holder in due course, Buyer may not 
assert the claim against Holder. Section 
3-305(b) (A.C.A. § 4-3-305(b)). 

The result under Section 3-305 (A.C.A. 
§ 4-3-305) is consistent with the result 
reached under former Article 3, but the 
rules for reaching the result are stated 
differently. Under former Article 3 Buyer 
could assert rights against Holder only if 
Holder was not a holder in due course, and 
Holder’s status depended upon whether 
Holder had notice of a defense by Buyer. 
Courts have held that Holder had that 
notice if Holder had notice of Buyer’s 
warranty claim. The rationale under 
former Article 3 was “failure of consider- 
ation.” This rationale does not distinguish 
between cases in which the seller fails to 
perform and those in which the buyer 
accepts the performance of seller but 
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makes a claim against the seller because 
the performance is faulty. The term “fail- 
ure of consideration” is subject to varying 
interpretations and is not used in Article 3 
(A.C.A. § 4-3-101 et seq.). The use of the 
term “claim in recoupment” in Section 
3-305(a)(3) (A.C.A. § 4-3-305(a)(3)) is a 
more precise statement of the nature of 
Buyer’s right against Holder. The use of 
the term does not change the law because 
the treatment of a defense under subsec- 
tion (a)(2) (A.C.A. § 4-3-305(a)(2)) and a 
claim in recoupment under subsection 
(a3) (A.C.A. § 4-3-305(a)(3)) is essen- 
tially the same. 

Under former Article 3, case law was 
divided on the issue of the extent to which 
an obligor on a note could assert against a 
transferee who is not a holder in due 
course a debt or other claim that the 
obligor had against the original payee of 
the instrument. Some courts limited 
claims to those that arose in the transac- 
tion that gave rise to the note. This is the 
approach taken in Section 3-305(a)(3) 
(A.C.A. § 4-3-305(a)(3)). Other courts al- 
lowed the obligor on the note to use any 
debt or other claim, no matter how unre- 
lated to the note, to offset the amount 
owed on the note. Under current judicial 
authority and non-UCC statutory law, 
there will be many cases in which a trans- 
feree of a note arising from a sale trans- 
action will not qualify as a holder in due 
course. For example, applicable law may 
require the use of a note to which there 
cannot be a holder in due course. See 
Section 3-106(d) (A.C.A. § 4-3-106(d)) and 
Comment 3 to Section 3-106 (A.C.A. § 4- 
3-106). It is reasonable to provide that the 
buyer should not be denied the right to 
assert claims arising out of the sale trans- 
action. Subsection (a)(3) (A.C.A. § 4-3- 
305(a)(3)) is based on the belief that it is 
not reasonable to require the transferee to 
bear the risk that wholly unrelated claims 
may also be asserted. The determination 
of whether a claim arose from the trans- 
action that gave rise to the instrument is 
determined by law other than this Article 
(Chapter) (A.C.A. § 4-3-101 et seq.) and 
thus may vary as local law varies. 

4. Subsection (c) (A.C.A. § 4-3-305(c)) 
concerns claims and defenses of a person 
other than the obligor on the instrument. 
It applies principally to cases in which an 
obligation is paid with the instrument of a 
third person. For example, Buyer buys 
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goods from Seller and negotiates to Seller 
a cashier’s check issued by Bank in pay- 
ment of the price. Shortly after delivering 
the check to Seller, Buyer learns that 
Seller had defrauded Buyer in the sale 
transaction. Seller may enforce the check 
against Bank even though Seller is not a 
holder in due course. Bank has no defense 
to its obligation to pay the check and it 
may not assert defenses, claims in recoup- 
ment, or claims to the instrument of 
Buyer, except to the extent permitted by 
the but clause of the first sentence of 
subsection (c) (A.C.A. § 4-3-305(c)). Buyer 
may have a claim to the instrument under 
Section 3-306 (A.C.A. § 4-3-306) based on 
a right to rescind the negotiation to Seller 
because of Seller’s fraud. Section 3-202(b) 
(A.C.A. § 4-3-202(b)) and Comment 2 to 
Section 3-201 (A.C.A. § 4-3-201). Bank 
cannot assert that claim unless Buyer is 
joined in the action in which Seller is 
trying to enforce payment of the check. In 
that case Bank may pay the amount of the 
check into court and the court will decide 
whether that amount belongs to Buyer or 
Seller. The last sentence of subsection (c) 
(A.C.A. § 4-3-305(c)) allows the issuer of 
an instrument such as a cashier’s check to 
refuse payment in the rare case in which 
the issuer can prove that the instrument 
is a lost or stolen instrument and the 
person seeking enforcement does not have 
rights of a holder in due course. 

5. Subsection (d) (A.C.A. § 4-3-305(d)) 
applies to instruments signed for accom- 
modation (Section 3-419) (A.C.A. § 4-3- 
419) and this subsection equates the obli- 
gation of the accommodation party to that 
of the accommodated party. The accommo- 
dation party can assert whatever defense 
or claim the accommodated party had 
against the person enforcing the instru- 
ment. The only exceptions are discharge 
in bankruptcy, infancy and lack of capac- 
ity. The same rule does not apply to an 
indorsement by a holder of the instrument 
in negotiating the instrument. The in- 
dorser, as transferor, makes a warranty to 
the indorsee, as transferee, that no de- 
fense or claim in recoupment is good 
against the indorser. Section 3-416(a)(4) 
(A.C.A. § 4-3-416(a)(4)). Thus, if the in- 
dorsee sues the indorser because of dis- 
honor of the instrument, the indorser may 
not assert the defense or claim in recoup- 
ment of the maker or drawer against the 
indorsee. 
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Comment to § 3-306 (A.C.A. § 4-3-306) 


This section (A.C.A. § 4-3-306) expands 
on the reference to “claims to” the instru- 
ment mentioned in former Sections 3-305 
and 3-306. Claims covered by the section 
(A.C.A. § 4-3-306) include not only claims 
to ownership but also any other claim of a 
property or possessory right. It includes 
the claim to a lien or the claim of a person 
in rightful possession of an instrument 


who was wrongfully deprived of posses- 
sion. Also included is a claim based on 
Section 3-202(b) (A.C.A. § 4-3-202(b)) for 
rescission of a negotiation of the instru- 
ment by the claimant. Claims to an in- 
strument under Section 3-306 (A.C.A. 
§ 4-3-306) are different from claims in 
recoupment referred to in_ Section 
3-305(a)(3) (A.C.A. § 4-3-305(a)(3)). 


Comment to § 3-307 (A.C.A. § 4-3-307) 


1. This section (A.C.A. § 4-3-307) 
states rules for determining when a per- 
son who has taken an instrument from a 
fiduciary has notice of a breach of fidu- 
ciary duty that occurs as a result of the 
transaction with the fiduciary. Former 
Section 3-304(2) and (4)(e) related to this 
issue, but those provisions were unclear in 
their meaning. Section 3-307 (A.C.A. § 4- 
3-307) is intended to clarify the law by 
stating rules that comprehensively cover 
the issue of when the taker of an instru- 
ment has notice of breach of a fiduciary 
duty and thus notice of a claim to the 
instrument or its proceeds. 

2. Subsection (a) (A.C.A. § 4-3-307(a)) 
defines the terms “fiduciary” and “repre- 
sented person” and the introductory para- 
graph of subsection (b) (A.C.A. § 4-3- 
307(b)) describes the transaction to which 
the section applies. The basic scenario is 
one in which the fiduciary in effect embez- 
zles money of the represented person by 
applying the proceeds of an instrument 
that belongs to the represented person to 
the personal use of the fiduciary. The 
person dealing with the fiduciary may be a 
depositary bank that takes the instru- 
ment for collection or a bank or other 
person that pays value for the instrument. 
The section also covers a transaction in 
which an instrument is presented for pay- 
ment to a payor bank that pays the instru- 
ment by giving value to the fiduciary. 
Subsections (b)(2), (3), and (4) (A.C.A. § 4- 
3-307(b)(2)-(4)) state rules for determin- 
ing when the person dealing with the 
fiduciary has notice of breach of fiduciary 
duty. Subsection (b)(1) (A.C.A. § 4-3- 
307(b)(1)) states that notice of breach of 
fiduciary duty is notice of the represented 
person’s claim to the instrument or its 
proceeds. 


Under Section 3-306 (A.C.A. § 4-3-306), 
a person taking an instrument is subject 
to a claim to the instrument or its pro- 
ceeds, unless the taker has rights of a 
holder in due course. Under Section 
3-302(a)(2)(v) (A.C.A. § 4-3-302(a)(2)(v)), 
the taker cannot be a holder in due course 
if the instrument was taken with notice of 
a claim under Section 3-306 (A.C.A. § 4- 
3-306). Section 3-307 (A.C.A. § 4-3-307) 
applies to cases in which a represented 
person is asserting a claim because a 
breach of fiduciary duty resulted in a 
misapplication of the proceeds of an in- 
strument. The claim of the represented 
person is a claim described in Section 
3-306 (A.C.A. § 4-3-306). Section 3-307 
(A.C.A. § 4-3-307) states rules for deter- 
mining when a person taking an instru- 
ment has notice of the claim which will 
prevent assertion of rights as a holder in 
due course. It also states rules for deter- 
mining when a payor bank pays an instru- 
ment with notice of breach of fiduciary 
duty. 

Section 3-307(b) (A.C.A. § 4-3-307(b)) 
applies only if the person dealing with the 
fiduciary “has knowledge of the fiduciary 
status of the fiduciary.” Notice which does 
not amount to knowledge is not enough to 
cause Section 3-307 (A.C.A. § 4-3-307) to 
apply. “Knowledge” is defined in Section 
1-201(25) (A.C.A. § 4-1-201(25)). In most 
cases, the “taker” referred to in Section 
3-307 (A.C.A. § 4-3-307) will be a bank or 
other organization. Knowledge of an orga- 
nization is determined by the rules stated 
in Section 1-201(27) (A.C.A. § 4-1- 
201(27)). In many cases, the individual 
who receives and processes an instrument 
on behalf of the organization that is the 
taker of the instrument “for payment or 
collection or for value” is a clerk who has 
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no knowledge of any fiduciary status of 
the person from whom the instrument is 
received. In such cases, Section 3-307 
(A.C.A. § 4-3-307) doesn’t apply because, 
under Section 1-201(27) (A.C.A. § 4-1- 
201(27)), knowledge of the organization is 
determined by the knowledge of the “indi- 
vidual conducting that transaction,” i.e. 
the clerk who receives and processes the 
instrument. Furthermore, paragraphs (2) 
and (4) (A.C.A. § 4-3-307(b)(2) and (4)) 
each require that the person acting for the 
organization have knowledge of facts that 
indicate a breach of fiduciary duty. In the 
case of an instrument taken for deposit to 
an account, the knowledge is found in the 
fact that the deposit is made to an account 
other than that of the represented person 
or a fiduciary account for benefit of that 
person. In other cases the person acting 
for the organization must know that the 
instrument is taken in payment or as 
security for a personal debt of the fidu- 
ciary or for the personal benefit of the 
fiduciary. For example, if the instrument 
is being used to buy goods or services, the 
person acting for the organization must 
know that the goods or services are for the 
personal benefit of the fiduciary. The re- 
quirement that the taker have knowledge 
rather than notice is meant to limit Sec- 
tion 3-307 (A.C.A. § 4-3-307) to relatively 
uncommon cases in which the person who 
deals with the fiduciary knows all the 
relevant facts: the fiduciary status and 
that the proceeds of the instrument are 
being used for the personal debt or benefit 
of the fiduciary or are being paid to an 
account that is not an account of the 
represented person or of the fiduciary, as 
such. Mere notice of these facts is not 
enough to put the taker on notice of the 
breach of fiduciary duty and does not give 
rise to any duty of investigation by the 
taker. 

3. Subsection (b)(2) (A.C.A. § 4-3- 
307(b)(2)) applies to instruments payable 
to the represented person or the fiduciary 
as such. For example, a check payable to 
Corporation is indorsed in the name of 
Corporation by Doe as its President. Doe 
gives the check to Bank as partial repay- 
ment of a personal loan that Bank had 
made to Doe. The check was indorsed 
either in blank or to Bank. Bank collects 
the check and applies the proceeds to 
reduce the amount owed on Doe’s loan. If 
the person acting for Bank in the transac- 
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tion knows that Doe is a fiduciary and 
that the check is being used to pay a 
personal obligation of Doe, subsection 
(b)(2) (A.C.A. § 4-3-307(b)(2)) applies. If 
Corporation has a claim to the proceeds of 
the check because the use of the check by 
Doe was a breach of fiduciary duty, Bank 
has notice of the claim and did not take 
the check as a holder in due course. The 
same result follows if Doe had indorsed 
the check to himself before giving it to 
Bank. Subsection (b)(2) (A.C.A. § 4-3- 
307(b)(2)) follows Uniform Fiduciaries Act 
§ 4 in providing that if the instrument is 
payable to the fiduciary, as such, or to the 
represented person, the taker has notice 
of a claim if the instrument is negotiated 
for the fiduciary’s personal debt. If fidu- 
ciary funds are deposited to a personal 
account of the fiduciary or to an account 
that is not an account of the represented 
person or of the fiduciary, as such, there is 
a split of authority concerning whether 
the bank is on notice of a breach of fidu- 
ciary duty. Subsection (b)(2)(im1) (A.C.A. 
§ 4-3-307(b)(2)(iii)) states that the bank is 
given notice of breach of fiduciary duty 
because of the deposit. The Uniform Fidu- 
ciaries Act § 9 states that the bank is not 
on notice unless it has knowledge of facts 
that makes its receipt of the deposit an act 
of bad faith. 

The rationale of subsection (b)(2) 
(A.C.A. § 4-3-307(b)(2)) is that it is not 
normal for an instrument payable to the 
represented person or the fiduciary, as 
such, to be used for the personal benefit of 
the fiduciary. It is likely that such use 
reflects an unlawful use of the proceeds of 
the instrument. If the fiduciary is entitled 
to compensation from the represented per- 
son for services rendered or for expenses 
incurred by the fiduciary the normal mode 
of payment is by a check drawn on the 
fiduciary account to the order of the fidu- 
clary. 

4. Subsection (b)(3) (A.C.A. § 4-3- 
307(b)(3)) is based on Uniform Fiduciaries 
Act § 6 and applies when the instrument 
is drawn by the represented person or the 
fiduciary as such to the fiduciary person- 
ally. The term “personally” is used as it is 
used in the Uniform Fiduciaries Act to 
mean that the instrument is payable to 
the payee as an individual and not as a 
fiduciary. For example, Doe as President 
of Corporation writes a check on Corpora- 
tion’s account to the order of Doe person- 
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ally. The check is then indorsed over to 
Bank as in Comment 3. In this case there 
is no notice of breach of fiduciary duty 
because there is nothing unusual about 
the transaction. Corporation may have 
owed Doe money for salary, reimburse- 
ment for expenses incurred for the benefit 
of Corporation, or for any other reason. If 
Doe is authorized to write checks on be- 
half of Corporation to pay debts of Corpo- 
ration, the check is a normal way of pay- 
ing a debt owed to Doe. Bank may assume 
that Doe may use the instrument for his 
personal benefit. 

5. Subsection (b)(4) (A.C.A. § 4-3- 
307(b)(4)) can be illustrated by a hypo- 
thetical case. Corporation draws a check 
payable to an organization. X, an officer or 
employee of Corporation, delivers the 
check to a person acting for the organiza- 
tion. The person signing the check on 
behalf of Corporation is X or another per- 
son. If the person acting for the organiza- 
tion in the transaction knows that X is a 
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fiduciary, the organization is on notice of a 
claim by Corporation if it takes the instru- 
ment under the same _ circumstances 
stated in subsection (b)(2) (A.C.A. § 4-3- 
307(b)(2)). If the organization is a bank 
and the check is taken in repayment of a 
personal loan of the bank to X, the case is 
like the case discussed in Comment 3. It is 
unusual for Corporation, the represented 
person, to pay a personal debt of Doe by 
issuing a check to the bank. It is more 
likely that the use of the check by Doe 
reflects an unlawful use of the proceeds of 
the check. The same analysis applies if 
the check is made payable to an organiza- 
tion in payment of goods or services. If the 
person acting for the organization knew of 
the fiduciary status of X and that the 
goods or services were for X’s personal 
benefit, the organization is on notice of a 
claim by Corporation to the proceeds of 
the check. See the discussion in the last 
paragraph of Comment 2. 


Comment to § 3-308 (A.C.A. § 4-3-308) 


1. Section 3-308 (A.C.A. § 4-3-308) is a 
modification of former Section 3-307. The 
first two sentences of subsection (a) 
(A.C.A. § 4-3-308(a)) are a restatement of 
former Section 3-307(1). The purpose of 
the requirement of a specific denial in the 
pleadings is to give the plaintiff notice of 
the defendant’s claim of forgery or lack of 
authority as to the particular signature, 
and to afford the plaintiff an opportunity 
to investigate and obtain evidence. If local 
rules of pleading permit, the denial may 
be on information and belief, or it may be 
a denial of knowledge or information suf- 
ficient to form a belief. It need not be 
under oath unless the local statutes or 
rules require verification. In the absence 
of such specific denial the signature 
stands admitted, and is not in issue. Noth- 
ing in this section (A.C.A. § 4-3-308) is 
intended, however, to prevent amendment 
of the pleading in a proper case. 

The question of the burden of establish- 
ing the signature arises only when it has 
been put in issue by specific denial. “Bur- 
den of establishing” is defined in Section 
1-201 (A.C.A. § 4-1-201). The burden is on 
the party claiming under the signature, 
but the signature is presumed to be au- 
thentic and authorized except as stated in 


the second sentence of subsection (a) 
(A.C.A. § 4-3-308(a)) . “Presumed” is de- 
fined in Section 1-201 (A.C.A. § 4-1-201) 
and means that until some evidence is 
introduced which would support a finding 
that the signature is forged or unautho- 
rized, the plaintiff is not required to prove 
that it is valid. The presumption rests 
upon the fact that in ordinary experience 
forged or unauthorized signatures are 
very uncommon, and normally any evi- 
dence is within the control of, or more 
accessible to, the defendant. The defen- 
dant is therefore required to make some 
sufficient showing of the grounds for the 
denial before the plaintiff is required to 
introduce evidence. The defendant’s evi- 
dence need not be sufficient to require a 
directed verdict, but it must be enough to 
support the denial by permitting a finding 
in the defendant’s favor. Until introduc- 
tion of such evidence the presumption 
requires a finding for the plaintiff. Once 
such evidence is introduced the burden of 
establishing the signature by a preponder- 
ance of the total evidence is on the plain- 
tiff. The presumption does not arise if the 
action is to enforce the obligation of a 
purported signer who has died or become 
incompetent before the evidence is re- 
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quired, and so is disabled from obtaining 
or introducing it. “Action” is defined in 
Section 1-201 (A.C.A. § 4-1-201) and in- 
cludes a claim asserted against the estate 
of a deceased or an incompetent. 

The last sentence of subsection (a) 
(A.C.A. § 4-3-308(a)) is a new provision 
that is necessary to take into account 
Section 3-402(a) (A.C.A. § 4-3-402(a)) 
that allows an undisclosed principal to be 
liable on an instrument signed by an au- 
thorized representative. In that case the 
person enforcing the instrument must 
prove that the undisclosed principal is 
hable. 

2. Subsection (b) (A.C.A. § 4-3-308(b)) 
restates former Section 3-307(2) and (38). 
Once signatures are proved or admitted a 
holder, by mere production of the instru- 
ment, proves “entitlement to enforce the 
instrument” because under Section 3-301 
(A.C.A. § 4-3-301) a holder is a person 
entitled to enforce the instrument. Any 
other person in possession of an instru- 
ment may recover only if that person has 
the rights of a holder. Section 3-301 
(A.C.A. § 4-3-301). That person must 
prove a transfer giving that person such 
rights under Section 3-203(b) (A.C.A. § 4- 
3-203(b)) or that such rights were ob- 
tained by subrogation or succession. 

If a plaintiff producing the instrument 
proves entitlement to enforce the instru- 
ment, either as a holder or a person with 
rights of a holder, the plaintiff is entitled 
to recovery unless the defendant proves a 
defense or claim in recoupment. Until 
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proof of a defense or claim in recoupment 
is made, the issue as to whether the plain- 
tiff has rights of a holder in due course 
does not arise. In the absence of a defense 
or claim in recoupment, any person enti- 
tled to enforce the instrument is entitled 
to recover. If a defense or claim in recoup- 
ment is proved, the plaintiff may seek to 
cut off the defense or claim in recoupment 
by proving that the plaintiff is a holder in’ 
due course or that the plaintiff has rights 
of a holder in due course under Section 
3-203(b) (A.C.A. § 4-3-203(b)) or by subro- 
gation or succession. All elements of Sec- 
tion 3-302(a) (A.C.A. § 4-3-302(a)) must 
be proved. 

Nothing in this section (A.C.A. § 4-3- 
308) is intended to say that the plaintiff 
must necessarily prove rights as a holder 
in due course. The plaintiff may elect to 
introduce no further evidence, in which 
case a verdict may be directed for the 
plaintiff or the defendant, or the issue of 
the defense or claim in recoupment may 
be left to the trier of fact, according to the 
weight and sufficiency of the defendant’s 
evidence. The plaintiff may elect to rebut 
the defense or claim in recoupment by 
proof to the contrary, in which case a 
verdict may be directed for either party or 
the issue may be for the trier of fact. 
Subsection (b) (A.C.A. § 4-3-308(b)) 
means only that if the plaintiff claims the 
rights of a holder in due course against 
the defense or claim in recoupment, the 
plaintiff has the burden of proof on that 
issue. 


Comment to § 3-309 (A.C.A. § 4-3-309) 


Section 3-309 (A.C.A. § 4-3-309) is a 
modification of former Section 3-804. The 
rights stated are those of “a person enti- 
tled to enforce the instrument” at the time 
of loss rather than those of an “owner” as 
in former Section 3-804. Under subsection 
(b) (A.C.A. § 4-3-309(b)), judgment to en- 
force the instrument cannot be given un- 
less the court finds that the defendant will 
be adequately protected against a claim to 
the instrument by a holder that may ap- 
pear at some later time. The court is given 
discretion in determining how adequate 
protection is to be assured. Former Sec- 
tion 3-804 allowed the court to “require 
security indemnifying the defendant 
against loss.” Under Section 3-309 (A.C.A. 


§ 4-3-309) adequate protection is a flexi- 
ble concept. For example, there is sub- 
stantial risk that a holder in due course 
may make a demand for payment if the 
instrument was payable to bearer when it 
was lost or stolen. On the other hand if the 
instrument was payable to the person who 
lost the instrument and that person did 
not indorse the instrument, no other per- 
son could be a holder of the instrument. In 
some cases there is risk of loss only if 
there is doubt about whether the facts 
alleged by the person who lost the instru- 
ment are true. Thus, the type of adequate 
protection that is reasonable in the cir- 
cumstances may depend on the degree of 
certainty about the facts in the case. 
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Comment to § 3-310 (A.C.A. § 4-3-310) 


1. Section 3-310 (A.C.A. § 4-3-310) is a 
modification of former Section 3-802. As a 
practical matter, application of former 
Section 3-802 was limited to cases in 
which a check or a note was given for an 
obligation. Subsections (a) and (b) of Sec- 
tion 3-310 (A.C.A. § 4-3-310(a) and (b)) 
are therefore stated in terms of checks 
and notes in the interests of clarity. Sub- 
section (c) (A.C.A. § 4-3-310(c)) covers the 
rare cases in which some other instru- 
ment is given to pay an obligation. 

2. Subsection (a) (A.C.A. § 4-3-310(a)) 
deals with the case in which a certified 
check, cashier’s check, or teller’s check is 
given in payment of an obligation. In that 
case the obligation is discharged unless 
there is an agreement to the contrary. 
Subsection (a) (A.C.A. § 4-3-310(a)) drops 
the exception in former Section 3-802 for 
cases in which there is a right of recourse 
on the instrument against the obligor. 
Under former Section 3-802(1)(a) the obli- 
gation was not discharged if there was a 
right of recourse on the instrument 
against the obligor. Subsection (a) (A.C.A. 
§ 4-3-310(a)) changes this result. The un- 
derlying obligation is discharged, but any 
right of recourse on the instrument is 
preserved. 

3. Subsection (b) (A.C.A. § 4-3-310(b)) 
concerns cases in which an uncertified 
check or a note is taken for an obligation. 
The typical case is that in which a buyer 
pays for goods or services by giving the 
seller the buyer’s personal check, or in 
which the buyer signs a note for the pur- 
chase price. Subsection (b) (A.C.A. § 4-3- 
310(b)) also applies to the uncommon 
cases in which a check or note of a third 
person is given in payment of the obliga- 
tion. Subsection (b) (A.C.A. § 4-3-310(b)) 
preserves the rule under former Section 
3-802(1)(b) that the buyer’s obligation to 
pay the price is suspended, but subsection 
(b) (A.C.A. § 4-3-310(b)) spells out the 
effect more precisely. If the check or note 
is dishonored, the seller may sue on either 
the dishonored instrument or the contract 
of sale if the seller has possession of the 
instrument and is the person entitled to 
enforce it. If the right to enforce the in- 
strument is held by somebody other than 
the seller, the seller can’t enforce the right 
to payment of the price under the sales 


contract because that right is represented 
by the instrument which is enforceable by 
somebody else. Thus, if the seller sold the 
note or the check to a holder and has not 
reacquired it after dishonor, the only right 
that survives is the right to enforce the 
instrument. 

The last sentence of subsection (b)(3) 
(A.C.A. § 4-3-310(b)(3)) applies to cases in 
which an instrument of another person is 
indorsed over to the obligee in payment of 
the obligation. For example, Buyer deliv- 
ers an uncertified personal check of X 
payable to the order of Buyer to Seller in 
payment of the price of goods. Buyer 
indorses the check over to Seller. Buyer is 
liable on the check as indorser. If Seller 
neglects to present the check for payment 
or deposit it for collection within 30 days 
of the indorsement, Buyer’s liability as 
indorser is discharged. Section 3-415(e) 
(A.C.A. § 4-3-415(e)). Under the last sen- 
tence of Section 3-310(b)(3) (A.C.A. § 4-3- 
310(b)(3)) Buyer is also discharged on the 
obligation to pay for the goods. 

4. There was uncertainty concerning 
the applicability of former Section 3-802 
to the case in which the check given for 
the obligation was stolen from the payee, 
the payee’s signature was forged, and the 
forger obtained payment. The last sen- 
tence of subsection (b)(4) (A.C.A. § 4-3- 
310(b)(4)) addresses this issue. If the 
payor bank pays a holder, the drawer is 
discharged on the underlying obligation 
because the check was paid. Subsection 
(b)(1) (A.C.A. § 4-3-310(b)(1)). If the payor 
bank pays a person not entitled to enforce 
the instrument, as in the hypothetical 
case, the suspension of the underlying 
obligation continues because the check 
has not been paid. Section 3-602(a) 
(A.C.A. § 4-3-602(a)). The payee’s cause of 
action is against the depositary bank or 
payor bank in conversion under Section 
3-420 (A.C.A. § 4-3-420) or against the 
drawer under Section 3-309 (A.C.A. § 4- 
3-309). In the latter case, the drawer’s 
obligation under Section 3-414(b) (A.C.A. 
§ 4-3-414(b)) is triggered by dishonor 
which occurs because the check is unpaid. 
Presentment for payment to the drawee is 
excused under Section 3-504(a)(i) (A.C.A. 
§ 4-3-504(a)(G)) and, under Section 
3-502(e) (A.C.A. § 4-3-502(e)), dishonor 


224 


occurs without presentment if the check is 
not paid. The payee cannot merely ignore 
the instrument and sue the drawer on the 
underlying contract. This would impose 
on the drawer the risk that the check 
when stolen was indorsed in blank or to 
bearer. 

A similar analysis applies with respect 
to lost instruments that have not been 
paid. If a creditor takes a check of the 
debtor in payment of an obligation, the 
obligation is suspended under the intro- 
ductory paragraph of subsection (b) 
(A.C.A. § 4-3-310(b)). If the creditor then 
loses the check, what are the creditor’s 
rights? The creditor can request the 
debtor to issue a new check and in many 
cases, the debtor will issue a replacement 
check after stopping payment on the lost 
check. In that case both the debtor and 
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creditor are protected. But the debtor is 
not obliged to issue a new check. If the 
debtor refuses to issue a replacement 
check, the last sentence of subsection 
(b)(4) (A.C.A. § 4-8-310(b)(4)) applies. The 
creditor may not enforce the obligation of 
debtor for which the check was taken. The 
creditor may assert only rights on the 
check. The creditor can proceed under 
Section 3-309 (A.C.A. § 4-3-309) to en- 
force the obligation of the debtor, as 
drawer, to pay the check. 

5. Subsection (c) (A.C.A. § 4-3-310(c)) 
deals with rare cases in which other in- 
struments are taken for obligations. If a 
bank is the obligor on the instrument, 
subsection (a) (A.C.A. § 4-3-310(a)) ap- 
plies and the obligation is discharged. In 
any other case subsection (b) (A.C.A. $ 4- 
3-310(b)) applies. 


Comment to § 3-311 (A.C.A. § 4-3-311) 


1. This section (A.C.A. § 4-3-311) deals 
with an informal method of dispute reso- 
lution carried out by use of a negotiable 
instrument. In the typical case there is a 
dispute concerning the amount that is 
owed on a claim. 

Case # 1. The claim is for the price of 
goods or services sold to a consumer 
who asserts that he or she is not 
obliged to pay the full price for which 
the consumer was billed because of a 
defect or breach of warranty with 
respect to the goods or services. 
Case # 2. A claim is made on an 
insurance policy. The insurance com- 
pany alleges that it is not liable under 
the policy for the amount of the claim. 
In either case the person against whom 
the claim is asserted may attempt an 
accord and satisfaction of the disputed 
claim by tendering a check to the claimant 
for some amount less than the full amount 
claimed by the claimant. A statement will 
be included on the check or in a commu- 
nication accompanying the check to the 
effect that the check is offered as full 
payment or full satisfaction of the claim. 
Frequently, there is also a statement to 
the effect that obtaining payment of the 
check is an agreement by the claimant to 
a settlement of the dispute for the amount 
tendered. Before enactment of revised Ar- 
ticle 3 (A.C.A. § 4-3-101 et seq.), the case 
law was in conflict over the question of 


whether obtaining payment of the check 
had the effect of an agreement to the 
settlement proposed by the debtor. This 
issue was governed by a common law rule, 
but some courts hold that the common law 
was modified by former Section 1-207 
which they interpreted as applying to full 
settlement checks. 

2. Comment d. to Restatement of Con- 
tracts, Section 281 discusses the full sat- 
isfaction check and the applicable com- 
mon law rule. In a case like Case # 1, the 
buyer can propose a settlement of the 
disputed bill by a clear notation on the 
check indicating that the check is ten- 
dered as full satisfaction of the bill. Under 
the common law rule the seller, by obtain- 
ing payment of the check accepts the offer 
of compromise by the buyer. The result is 
the same if the seller adds a notation to 
the check indicating that the check is 
accepted under protest or in only partial 
satisfaction of the claim. Under the com- 
mon law rule the seller can refuse the 
check or can accept it subject to the con- 
dition stated by the buyer, but the seller 
can’t accept the check and refuse to be 
bound by the condition. The rule applies 
only to an unliquidated claim or a claim 
disputed in good faith by the buyer. The 
dispute in the courts was whether Section 
1-207 changed the common law rule. The 
Restatement states that section “need not 
be read as changing this well-established 
rule.” 
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3. As part of the revision of Article 3 
(A.C.A. § 4-3-101 et seq.), Section 1-207 
(A.C.A. § 4-1-207) has been amended to 
add subsection (2) (A.C.A. § 4-1-207(2)) 
stating that Section 1-207 (A.C.A. § 4-1- 
207) “does not apply to an accord and 
satisfaction.” Because of that amendment 
and revised Article 3 (A.C.A. § 4-3-101 et 
seq.), Section 3-311 (A.C.A. § 4-3-311) 
governs full satisfaction checks. Section 
3-311 (A.C.A. § 4-3-311) follows the com- 
mon law rule with some minor variations 
to reflect modern business conditions. In 
cases covered by Section 3-311 (A.C.A. 
§ 4-3-311) there will often be an individ- 
ual on one side of the dispute and a 
business organization on the other. This 
section is not designed to favor either the 
individual or the business organization. 
In Case # 1 the person seeking the accord 
and satisfaction is an individual. In Case 
# 2 the person seeking the accord and 
satisfaction is an insurance company. Sec- 
tion 3-311 (A.C.A. § 4-3-311) is based ona 
belief that the common law rule produces 
a fair result and that informal dispute 
resolution by full satisfaction checks 
should be encouraged. 

4. Subsection (a) (A.C.A. § 4-3-311(a)) 
states three requirements for application 
of Section 3-311 (A.C.A. § 4-3-311). “Good 
faith” in subsection (a)(i) (A.C.A. § 4-3- 
311(a)(i)) is defined in Section 3-103(a)(4) 
(A.C.A. § 4-3-103(a)(4)) as not only hon- 
esty in fact, but the observance of reason- 
able commercial standards of fair dealing. 
The meaning of “fair dealing” will depend 
upon the facts in the particular case. For 
example, suppose an insurer tenders a 
check in settlement of a claim for personal 
injury in an accident clearly covered by 
the insurance policy. The claimant is ne- 
cessitous and the amount of the check is 
very small in relationship to the extent of 
the injury and the amount recoverable 
under the policy. If the trier of fact deter- 
mines that the insurer was taking unfair 
advantage of the claimant, an accord and 
satisfaction would not result from pay- 
ment of the check because of the absence 
of good faith by the insurer in making the 
tender. Another example of lack of good 
faith is found in the practice of some 
business debtors in routinely printing full 
satisfaction language on their check 
stocks so that all or a large part of the 
debts of the debtor are paid by checks 
bearing the full satisfaction language, 
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whether or not there is any dispute with 
the creditor. Under such a practice the 
claimant cannot be sure whether a tender 
in full satisfaction is or is not being made. 
Use of a check on which full satisfaction 
language was affixed routinely pursuant 
to such a business practice may prevent 
an accord and satisfaction on the ground 
that the check was not tendered in good 
faith under subsection (a)(i) (A.C.A. § 4- 
3-311(a)(i)). 

Section 3-311 (A.C.A. § 4-3-311) does 
not apply to cases in which the debt is a 
liquidated amount and not subject to a 
bona fide dispute. Subsection (a)(ii) 
(A.C.A. § 4-3-311(a)@i)). Other law ap- 
plies to cases in which a debtor is seeking 
discharge of such a debt by paying less 
than the amount owed. For the purpose of 
subsection (a)(iii) obtaining acceptance of 
a check is considered to be obtaining pay- 
ment of the check. 

The person seeking the accord and sat- 
isfaction must prove that the require- 
ments of subsection (a) (A.C.A. § 4-3- 
311(a)) are met. If that person also proves 
that the statement required by subsection 
(b) (A.C.A. § 4-3-311(b)) was given, the 
claim is discharged unless subsection (c) 
(A.C.A. § 4-3-311(c)) applies. Normally 
the statement required by subsection (b) 
(A.C.A. § 4-3-311(b)) is written on the 
check. Thus, the canceled check can be 
used to prove the statement as well as the 
fact that the claimant obtained payment 
of the check. Subsection (b) (A.C.A. § 4-3- 
311(b)) requires a “conspicuous” state- 
ment that the instrument was tendered in 
full satisfaction of the claim. “Conspicu- 
ous” is defined in Section 1-201(10) 
(A.C.A. § 4-1-201(10)). The statement is 
conspicuous if “it is so written that a 
reasonable person against whom it is to 
operate ought to have noticed it.” If the 
claimant can reasonably be expected to 
examine the check, almost any statement 
on the check should be noticed and is 
therefore conspicuous. In cases in which 
the claimant is an individual the claimant 
will receive the check and will normally 
indorse it. Since the statement concerning 
tender in full satisfaction normally will 
appear above the space provided for the 
claimant’s indorsement of the check, the 
claimant “ought to have noticed” the state- 
ment. 

5. Subsection (c)(1) (A.C.A. § 4-3- 
311(c)(1)) is a limitation on subsection (b) 
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(A.C.A. § 4-3-311(b)) in cases in which the 
claimant is an organization. It is designed 
to protect the claimant against inadvert- 
ent accord and satisfaction. If the claim- 
ant is an organization payment of the 
check might be obtained without notice to 
the personnel of the organization con- 
cerned with the disputed claim. Some 
business organizations have claims 
against very large numbers of customers. 
Examples are department stores, public 
utilities and the like. These claims are 
normally paid by checks sent by custom- 
ers to a designated office at which clerks 
employed by the claimant or a bank acting 
for the claimant process the checks and 
record the amounts paid. If the processing 
office is not designed to deal with commu- 
nications extraneous to recording the 
amount of the check and the account num- 
ber of the customer, payment of a full 
satisfaction check can easily be obtained 
without knowledge by the claimant of the 
existence of the full satisfaction state- 
ment. This is particularly true if the state- 
ment is written on the reverse side of the 
check in the area in which indorsements 
are usually written. Normally, the clerks 
of the claimant have no reason to look at 
the reverse side of checks. Indorsement by 
the claimant normally is done by mechan- 
ical means or there may be no indorse- 
ment at all. Section 4-205(a) (A.C.A. § 4- 
4-205(a)). Subsection (c)(1) (A.C.A. § 4-3- 
311(c)(1)) allows the claimant to protect 
itself by advising customers by a conspic- 
uous statement that communications re- 
garding disputed debts must be sent to a 
particular person, office, or place. The 
statement must be given to the customer 
within a reasonable time before the tender 
is made. This requirement is designed to 
assure that the customer has reasonable 
notice that the full satisfaction check 
must be sent to a particular place. The 
reasonable time requirement could be sat- 
isfied by a notice on the billing statement 
sent to the customer. If the full satisfac- 
tion check is sent to the designated desti- 
nation and the check is paid, the claim is 
discharged. If the claimant proves that 
the check was not received at the desig- 
nated destination the claim is not dis- 
charged unless subsection (d) (A.C.A. § 4- 
3-311(d)) applies. 

6. Subsection (c)(2) (A.C.A. § 4-3- 
311(c)(2)) is also designed to prevent inad- 
vertent accord and satisfaction. It can be 
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used by a claimant other than an organi- 
zation or by a claimant as an alternative 
to subsection (c)(1) (A.C.A. § 4-3- 
311(c)(1)). Some organizations may be re- 
luctant to use subsection (c)(1) (A.C.A. 
§ 4-3-311(c)(1)) because it may result in 
confusion of customers that causes checks 
to be routinely sent to the special desig- 
nated person, office, or place. Thus, much 
of the benefit of rapid processing of checks 
may be lost. An organization that chooses 
not to send a notice complying with sub- 
section (c)(1)G) (A.C.A. § 4-3-311(c)(1)()) 
may prevent an inadvertent accord and 
satisfaction by complying with subsection 
(c)(2) (A.C.A. § 4-3-311(c)(2)). If the claim- 
ant discovers that it has obtained pay- 
ment of a full satisfaction check, it may 
prevent an accord and satisfaction if, 
within 90 days of the payment of the 
check, the claimant tenders repayment of 
the amount of the check to the person 
against whom the claim is asserted. 

7. Subsection (c) (A.C.A. § 4-3-311(c)) 
is subject to subsection (d) (A.C.A. § 4-3- 
311(d)). If a person against whom a claim 
is asserted proves that the claimant ob- 
tained payment of a check known to have 
been tendered in full satisfaction of the 
claim by “the claimant or an agent of the 
claimant having direct responsibility with 
respect to the disputed obligation,” the 
claim is discharged even if (i) the check 
was not sent to the person, office, or place 
required by a notice complying with sub- 
section (c)(1) (A.C.A. § 4-3-311(c)(1)), or 
(ii) the claimant tendered repayment of 
the amount of the check in compliance 
with subsection (c)(2) (A.C.A. § 4-3- 
311(c)(2)). 

A claimant knows that a check was 
tendered in full satisfaction of a claim 
when the claimant “has actual knowledge” 
of that fact. Section 1-201(25) (A.C.A. § 4- 
1-201(25)). Under Section 1-201(27) 
(A.C.A. § 4-1-201(27)), if the claimant is 
an organization, it has knowledge that a 
check was tendered in full satisfaction of 
the claim when that fact is 

“brought to the attention of the indi- 
vidual conducting that transaction, 
and in any event when it would have 
been brought to his attention if the 
organization had exercised due dili- 
gence. An organization exercises due 
diligence if it maintains reasonable 
routines for communicating signifi- 
cant information to the person con- 
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ducting the transaction and there is 
reasonable compliance with the rou- 
tines. Due diligence does not require 
an individual acting for the organiza- 
tion to communicate information un- 
less such communication is part of his 
regular duties or unless he has reason 
to know of the transaction and that 
the transaction would be materially 
affected by the information.” 
With respect to an attempted accord and 
satisfaction the “individual conducting 
that transaction” is an employee or other 
agent of the organization having direct 
responsibility with respect to the dispute. 
For example, if the check and communi- 
cation are received by a collection agency 
acting for the claimant to collect the dis- 
puted claim, obtaining payment of the 
check will result in an accord and satis- 
faction even if the claimant gave notice, 
pursuant to subsection (c)(1) (A.C.A. § 4- 
3-311(c)(1)), that full satisfaction checks 
be sent to some other office. Similarly, if a 
customer asserting a claim for breach of 
warranty with respect to defective goods 
purchased in a retail outlet of a large 
chain store delivers the full satisfaction 
check to the manager of the retail outlet at 
which the goods were purchased, obtain- 
ing payment of the check will also result 
in an accord and satisfaction. On the other 
hand, if the check is mailed to the chief 
executive officer of the chain store subsec- 
tion (d) (A.C.A. § 4-3-311(d)) would prob- 
ably not be satisfied. The chief executive 
officer of a large corporation may have 
general responsibility for operations of the 
company, but does not normally have di- 
rect responsibility for resolving a small 
disputed bill to a customer. A check for a 
relatively small amount mailed to a high 
executive officer of a large corporation is 
not likely to receive the executive’s per- 
sonal attention. Rather, the check would 
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normally be routinely sent to the appro- 
priate office for deposit and credit to the 
customer’s account. If the check does re- 
ceive the personal attention of the high 
executive officer and the officer is aware of 
the full-satisfaction language, collection of 
the check will result in an accord and 
satisfaction because subsection (d) (A.C.A. 
§ 4-3-311(d)) applies. In this case the of- 
ficer has assumed direct responsibility 
with respect to the disputed transaction. 

If a full satisfaction check is sent to a 
lock box or other office processing checks 
sent to the claimant, it is irrelevant 
whether the clerk processing the check 
did or did not see the statement that the 
check was tendered as full satisfaction of 
the claim. Knowledge of the clerk is not 
imputed to the organization because the 
clerk has no responsibility with respect to 
an accord and satisfaction. Moreover, 
there is no failure of “due diligence” under 
Section 1-201(27) (A.C.A. § 4-1-201(27)) if 
the claimant does not require its clerks to 
look for full satisfaction statements on 
checks or accompanying communications. 
Nor is there any duty of the claimant to 
assign that duty to its clerks. Section 
3-311(c) (A.C.A, § 4-3-311(c)) is intended 
to allow a claimant to avoid an inadvert- 
ent accord and satisfaction by complying 
with either subsection (c)(1) or (2) (A.C.A. 
§ 4-3-311(c)(1) or (2)) without burdening 
the check-processing operation with ex- 
traneous and wasteful additional duties. 

8. In some cases the disputed claim 
may have been assigned to a finance com- 
pany or bank as part of a financing ar- 
rangement with respect to accounts re- 
ceivable. If the account debtor was 
notified of the assignment, the claimant is 
the assignee of the account receivable and 
the “agent of the claimant” in subsection 
(d)(A.C.A. § 4-3-311(d)) refers to an agent 
of the assignee. 


Official Comment to § 3-112 (A.C.A. § 4-3-112) 


1. This section (A.C.A. § 4-3-212) ap- 
plies to cases in which a cashier’s check, 
teller’s check, or certified check is lost, 
destroyed, or stolen. In one typical case a 
customer of a bank closes his or her ac- 
count and takes a cashier’s check or tell- 
er’s check of the bank as payment of the 
amount of the account. The customer may 
be moving to a new area and the check is 


to be used to open a bank account in that 
area. In such a case the check will nor- 
mally be payable to the customer. In an- 
other typical case a cashier’s check or 
teller’s check is bought from a bank for the 
purpose of paying some obligation of the 
buyer of the check. In such a case the 
check may be made payable to the cus- 
tomer and then negotiated to the creditor 
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by indorsement. But often, the payee of 
the check is the creditor. In the latter case 
the customer is a remitter. The section 
(A.C.A. § 4-3-312) covers loss of the check 
by either the remitter or the payee. The 
section (A.C.A. § 4-3-312) also covers loss 
of a certified check by either the drawer or 
payee. 

Under Section 3-309 (A.C.A. § 4-3-309) 
a person seeking to enforce a lost, de- 
stroyed, or stolen cashier’s check or tell- 
er’s check may be required by the court to 
give adequate protection to the issuing 
bank against loss that might occur by 
reason of the claim by another person to 
enforce the check. This might require the 
posting of an expensive bond for the 
amount of the check. Moreover, Section 
3-309 (A.C.A. § 4-3-309) applies only to a 
person entitled to enforce the check. It 
does not apply to a remitter of a cashier’s 
check or teller’s check or to the drawer of 
a certified check. Section 3-312 (A.C.A. 
§ 4-3-12) applies to both. The purpose of 
Section 3-312 (A.C.A. § 4-3-312) is to offer 
a person who loses such a check a means 
of getting refund of the amount of the 
check within a reasonable period of time 
without the expense of posting a bond and 
with full protection of the obligated bank. 

2. A claim to the amount of a lost, 
destroyed, or stolen cashier’s check, tell- 
er’s check, or certified check may be made 
under subsection (b) (A.C.A. § 4-3-312(b)) 
if the following requirements of that sub- 
section are met. First, a claim may be 
asserted only by the drawer or payee of a 
certified check or the remitter or payee of 
a cashier’s check or teller’s check. An 
indorsee of a check is not covered because 
the indorsee is not an original party to the 
check or a remitter. Limitation to an orig- 
inal party or remitter gives the obligated 
bank the ability to determine, at the time 
it becomes obligated on the check, the 
identity of the person or persons who can 
assert a claim with respect to the check. 
The bank is not faced with having to 
determine the rights of some person who 
was not a party to the check at that time 
or with whom the bank had not dealt. If a 
cashier’s check is issued to the order of the 
person who purchased it from the bank 
and that person indorses it over to a third 
person who loses the check, the third 
person may assert rights to enforce the 
check under Section 3-309 (A.C.A. § 4-3- 


UNIFORM COMMERCIAL CODE 


309) but has no rights under Section 3-312 
(A.C.A. § 4-3-312). 

Second, the claim must be asserted by a 
communication to the obligated bank de- 
scribing the check with reasonable cer- 
tainty and requesting payment of the 
amount of the check. “Obligated bank” is 
defined in subsection (a)(4) (A.C.A. § 4-3- 
312(a)(4)). Third, the communication 
must be received in time to allow the 
obligated bank to act on the claim before 
the check is paid, and the claimant must 
provide reasonable identification if re- 
quested. Subsections(b)(iii) and (iv) 
(A.C.A. § 4-3-312(b)Gii) and (iv)). Fourth, 
the communication must contain or be 
accompanied by a declaration of loss de- 
scribed in subsection (b) (A.C.A. § 4-3- 
312(b)). This declaration is an affidavit or 
other writing made under penalty of per- 
jury alleging the loss, destruction or theft 
of the check and stating that the declarer 
is a person entitled to assert a claim, 1.e., 
the drawer or payee of a certified check or 
the remitter or payee of a cashier’s check 
or teller’s check. 

A claimant who delivers a declaration of 
loss makes a warranty of the truth of the 
statements made in the declaration. The 
warranty is made to the obligated bank 
and anybody who has a right to enforce 
the check. If the declaration of loss falsely 
alleges loss of a cashier’s check that did 
not in fact occur, a holder of the check who 
was unable to obtain payment because 
subsection (b)(3) and (4) (A.C.A. § 4-3- 
312(b)(3) and (4)) caused the obligated 
bank to dishonor the check would have a 
cause of action against the declarer for 
breach of warranty. 

The obligated bank may not impose 
additional requirements on the claimant 
to assert a claim under subsection (b) 
(A.C.A. § 4-3-312(b)). For example, the 
obligated bank may not require the post- 
ing of a bond or other form of security. 
Section 3-312(b) (A.C.A. § 4-3-312(b)) 
states the procedure for asserting claims 
covered by the section. Thus, procedures 
that may be stated in other law for stating 
claims to property do not apply and are 
displaced within the meaning of Section 
1-103 (A.C.A. § 4-1-1083). 

3. A claim asserted under subsection 
(b) (A.C.A. § 4-3-312(b)) does not have 
any legal effect, however, until the date it 
becomes enforceable, which cannot be ear- 
lier than 90 days after the date of a 
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cashier’s check or teller’s check or 90 days 
after the date of acceptance of a certified 
check. Thus, if a lost check is presented for 
payment within the 90-day period, the 
bank may pay a person entitled to enforce 
the check without regard to the claim and 
is discharged of all liability with respect to 
the check. This ensures the continued 
utility of cashier’s checks, teller’s checks, 
and certified checks as cash equivalents. 
Virtually all such checks are presented for 
payment within 90 days. 

If the claim becomes enforceable and 
payment has not been made to a person 
entitled to enforce the check, the bank 
becomes obligated to pay the amount of 
the check to the claimant. Subsection 
(b)(4) (A.C.A. § 4-3-312(b)(4)). When the 
bank becomes obligated to pay the 
amount of the check to the claimant, the 
bank is relieved of its obligation to pay the 
check. Subsection (b)(3) (A.C.A. § 4-38- 
312(b)(3)). Thus, any person entitled to 
enforce the check, including even a holder 
in due course, loses the right to enforce 
the check after a claim under subsection 
(b) (A.C.A. § 4-3-312(b)) becomes enforce- 
able. 

If the obligated bank pays the claimant 
under subsection (b)(4) (A.C.A. § 4-3- 
312(b)(4)), the bank is discharged of all 
liability with respect to the check. The 
only exception is the unlikely case in 
which the obligated bank subsequently 
incurs liability under Section 4-302(a)(1) 
(A.C.A. § 4-3-302(a)(1)) with respect to 
the check. For example, Obligated Bank is 
the issuer of a cashier’s check and, after a 
claim becomes enforceable, it pays the 
claimant under subsection (b)(4) (A.C.A. 
§ 4-3-312(b)(4)). Later the check is pre- 
sented to Obligated Bank for payment 
over the counter. Under subsection (b)(3) 
(A.C.A. § 4-3-312(b)(3)), Obligated Bank 
is not obliged to pay the check and may 
dishonor the check by returning it to the 
person who presented it for payment. But 
the normal rules of check collection are 
not affected by Section 3-312 (A.C.A. § 4- 
3-312). If Obligated Bank retains the 
check beyond midnight of the day of pre- 
sentment without settling for it, it be- 
comes accountable for the amount of the 
check under Section 4-302(a)(1) (A.C.A. 
§ 4-3-302(a)(1)) even though it had no 
obligation to pay the check. 

An obligated bank that pays the 
amount of a check to a claimant under 
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subsection (b)(4) (A.C.A. § 4-3-312(b)(4)) 
is discharged of all liability on the check 
so long as the assertion of the claim meets 
the requirements of subsection (b) (A.C.A. 
§ 4-3-312(b)) discussed in Comment 2. 
This is important in cases of fraudulent 
declarations of loss. For example, if the 
claimant falsely alleges a loss that in fact 
did not occur, the bank, subject to Section 
1-203 (A.C.A. § 4-1-203), may rely on the 
declaration of loss. On the other hand, a 
claim may be asserted only by a person 
described in subsection (b)(i) (A.C.A. § 4- 
3-312(b)(i)). Thus, the bank is discharged 
under subsection (a)(4) (A.C.A. § 4-3- 
312(a)(4)) only if it pays such a person. 
Although it is highly unlikely, it is possi- 
ble that more than one person could assert 
a claim under subsection (b) (A.C.A. § 4- 
3-312(b)) to the amount of a check. Such a 
case could occur if one of the claimants 
makes a false declaration of loss. The 
obligated bank is not required to deter- 
mine whether a claimant who complies 
with subsection (b) (A.C.A. § 4-3-312(b)) 
is acting wrongfully. The bank may utilize 
procedures outside this Article (A.C.A. 
§ 4-3-301 et seq.) such as interpleader, 
under which the conflicting claims may be 
adjudicated. 

Although it is unlikely that a lost check 
would be presented for payment after the 
claimant was paid by the bank under 
subsection (b)(4) (A.C.A. § 4-3-312(b)(4)), 
it is possible for it to happen. Suppose the 
declaration of loss by the claimant fraud- 
ulently alleged a loss that in fact did not 
occur. If the claimant negotiated the 
check, presentment for payment would 
occur shortly after negotiation in almost 
all cases. Thus, a fraudulent declaration 
of loss is not likely to occur unless the 
check is negotiated after the 90-day period 
has already expired or shortly before ex- 
piration. In such a case the holder of the 
check, who may not have noticed the date 
of the check, is not entitled to payment 
from the obligated bank if the check is 
presented for payment after the claim 
becomes enforceable. Subsection (b)(3) 
(A.C.A. § 4-3-312(b)(3)). The remedy of 
the holder who is denied payment in that 
case is an action against the claimant 
under subsection (c) (A.C.A. § 4-3-312(c)) 
if the holder is a holder in due course, or 
for breach of warranty under subsection 
(b) (A.C.A. § 4-3-312(b)). The holder 
would also have common law remedies 
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against the claimant under the law of 
restitution or fraud. 

4. The following cases illustrate the op- 
eration of Section 3-312 (A.C.A. § 4-3- 
312): 

Case #1. Obligated Bank (OB) certi- 
fied a check drawn by its customer, 
Drawer (D), payable to Payee (P). Two 
days after the check was certified, D lost 
the check and then asserted a claim pur- 
suant to subsection (b) (A.C.A. § 4-3- 
312(b)). The check had not been presented 
for payment when D’s claim became en- 
forceable 90 days after the check was 
certified. Under subsection (b)(4) (A.C.A. 
§ 4-3-312(b)(4)), at the time D’s claim 
became enforceable OB became obliged to 
pay D the amount of the check. If the 
check is later presented for payment, OB 
may refuse to pay the check and has no 
obligation to anyone to pay the check. Any 
obligation owed by D to P, for which the 
check was intended as payment, is unaf- 
fected because the check was never deliv- 
ered to P. 

Case #2. Obligated Bank (OB) issued 
a teller’s check to Remitter (R) payable to 
Payee (P). R delivered the check to P in 
payment of an obligation. P lost the check 
and then asserted a claim pursuant to 
subsection (b) (A.C.A. § 4-3-312(b)). To 
carry out P’s order, OB issued an order 
pursuant to Section 4-403(a) (A.C.A. § 4- 
4-403(a)) to the drawee of the teller’s 
check to stop payment of the check effec- 
tive on the 90th day after the date of the 
teller’s check. The check was not pre- 
sented for payment. On the 90th day after 
the date of the teller’s check P’s claim 
becomes enforceable and OB becomes 
obliged to pay P the amount of the check. 
As in Case #1, OB has no further liability 
with respect to the check to anyone. When 
R delivered the check to P, R’s underlying 
obligation to P was discharged under Sec- 
tion 3-310 (A.C.A. § 4-3-310). Thus, R 
suffered no loss. Since P received the 
amount of the check, P also suffered no 
loss except with respect to the delay in 
receiving the amount of the check. 

Case #3. Obligated Bank (OB) issued 
a cashier’s check to its customer, Payee 
(P). Two days after issue, the check was 
stolen from P who then asserted a claim 
pursuant to subsection (b). Ten days after 
issue, the check was deposited by X in an 
account in Depositary Bank (DB). X had 
found the check and forged the indorse- 
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ment of P. DB promptly presented the 
check to OB and obtained payment on 
behalf of X. On the 90th day after the date 
of the check P’s claim becomes enforceable 
and P is entitled to receive the amount of 
the check from OB. Subsection (b)(4) 
(A.C.A. § 4-3-312(b)(4)). Although the 
check was presented for payment before 
P’s claim became enforceable, OB is not 
discharged. Because of the forged indorse- 
ment X was not a holder and neither was 
OB. Thus, neither is a person entitled to 
enforce the check (Section 3-301) (A.C.A. 
§ 4-3-301) and OB is not discharged un- 
der Section 3-602(a) (A.C.A. § 4-3-602(a)). 
Thus, under subsection (b)(4) (A.C.A. § 4- 
3-312(b)(4)), because OB did not pay a 
person entitled to enforce the check, OB 
must pay P. OB’s remedy is against DB for 
breach of warranty under Section 
4-208(a)(1) (A.C.A. § 4-4-208(a)(1)). As an 
alternative to the remedy under Section 
3-312 (A.C.A. § 4-3-312), P could recover 
from DB for conversion under Section 
3-420(a) (A.C.A. § 4-3-420(a)). 

Case #4. Obligated Bank (OB) issued 
a cashier’s check to its customer, Payee 
(P). P made an unrestricted blank indorse- 
ment of the check and mailed the check to 
P’s bank for deposit to P’s account. The 
check was never received by P’s bank. 
When P discovered the loss, P asserted a 
claim pursuant to subsection (b) (A.C.A. 
§ 4-3-312(b)). X found the check and de- 
posited it in X’s account in Depositary 
Bank (DB) after indorsing the check. DB 
presented the check for payment before 
the end of the 90-day period after its date. 
OB paid the check. Because of the unre- 
stricted blank indorsement by P, X became 
a holder of the check. DB also became a 
holder. Since the check was paid before P’s 
claim became enforceable and payment 
was made to a person entitled to enforce 
the check, OB is discharged of all liability 
with respect to the check. Subsection 
(b)(2) (A.C.A. § 4-3-312(b)(2)). Thus, P is 
not entitled to payment from OB. Subsec- 
tion (b)(4) (A.C.A. § 4-3-312(b)(4)) doesn’t 
apply. 

Case #5. Obligated Bank (OB) issued 
a cashier’s check to its customer, Payee 
(P). P made an unrestricted blank indorse- 
ment of the check and mailed the check to 
P’s bank for deposit to P’s account. The 
check was never received by P’s bank. 
When P discovered the loss, P asserted a 
claim pursuant to subsection (b) (A.C.A. 
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§ 4-3-312(b)). At the end of the 90-day 
period after the date of the check, OB paid 
the amount of the check to P under sub- 
section (b)(4). X then found the check and 
deposited it to X’s account in Depositary 
Bank (DB). DB presented the check to OB 
for payment. OB is not obliged to pay the 
check. Subsection (b)(4) (A.C.A. § 4-3- 
312(b)(4)). If OB dishonors the check, DB’s 
remedy is to charge back X’s account. 
Section 4-214(a) (A.C.A. § 4-4-214(a)). Al- 
though P, as an indorser, would normally 
have liability to DB under Section 
3-415(a) (A.C.A. § 4-3-415(a)) because the 
check was dishonored, P is released from 
that liability under Section 3-415(e) 
(A.C.A. § 4-3-415(e)) because collection of 
the check was initiated more than 30 days 
after the indorsement. DB has a remedy 
only against X. A depositary bank that 
takes a cashier’s check that cannot be 
presented for payment before expiration 
of the 90-day period after its date is on 
notice that the check might not be paid 
because of the possibility of a claim as- 
serted under subsection (b) (A.C.A. § 4-3- 
312(b)) which would excuse the issuer of 
the check from paying the check. Thus, 
the depositary bank cannot safely release 
funds with respect to the check until it has 
assurance that the check as been paid. DB 
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cannot be a holder in due course of the 
check because it took the check when the 
check was overdue. Section 3-304(a)(2) 
(A.C.A. § 4-3-304(a)(2)). Thus, DB has no 
action against P under subsection (c) 
(A.C.A. § 4-3-312(c)). 

Case #6. Obligated Bank (OB) issued 
a cashier’s check payable to bearer and 
delivered it to its customer, Remitter (R). 
R held the check for 90 days and then 
wrongfully asserted a claim to the amount 
of the check under subsection (b) (A.C.A. 
§ 4-3-312(b)). The declaration of loss 
fraudulently stated that the check was 
lost. R received payment from OB under 
subsection (b)(4) (A.C.A. § 4-3-312(b)(4)). 
R then negotiated the check to X for value. 
X presented the check to OB for payment. 
Although OB, under subsection (b)(2) 
(A.C.A. § 4-3-312(b)(2)), was not obliged 
to pay the check, OB paid X by mistake. 
OB’s teller did not notice that the check 
was more than 90 days old and was not 
aware that OB was not obliged to pay the 
check. If X took the check in good faith, 
OB may not recover from X. Section 
3-418(c) (A.C.A. § 4-3-418(c)). OB’s rem- 
edy is to recover from R for fraud or for 
breach of warranty in making a false 
declaration of loss. Subsection (b) (A.C.A. 
§ 4-3-312(b)). 


Comment to § 3-401 (A.C.A. § 4-3-401) 


1. Obligation on an instrument de- 
pends on a signature that is binding on 
the obligor. The signature may be made by 
the obligor personally or by an agent au- 
thorized to act for the obligor. Signature 
by agents is covered by Section 3-402 
(A.C.A. § 4-3-402). It is not necessary that 
the name of the obligor appear on the 
instrument, so long as there is a signature 
that binds the obligor. Signature includes 
an indorsement. 

2. A signature may be handwritten, 
typed, printed or made in any other man- 
ner. It need not be subscribed, and may 
appear in the body of the instrument, as in 
the case of “I, John Doe, promise to pay ...” 


without any other signature. It may be 
made by mark, or even by thumb-print. It 
may be made in any name, including any 
trade name or assumed name, however 
false and fictitious, which is adopted for 
the purpose. Parol evidence is admissible 
to identify the signer, and when the signer 
is identified the signature is effective. In- 
dorsement in a name other than that of 
the indorser is governed by Section 
3-204(d) (A.C.A. § 4-3-204(d)). 

This section (A.C.A. § 4-3-401) is not 
intended to affect any other law requiring 
a signature by mark to be witnessed, or 
any signature to be otherwise authenti- 
cated, or requiring any form of proof. 
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Comment to § 3-402 (A.C.A. § 4-3-402) 


1. Subsection (a) (A.C.A. § 4-3-402(a)) 
states when the represented person is 
bound on an instrument if the instrument 
is signed by a representative. If under the 
law of agency the represented person 
would be bound by the act of the represen- 
tative in signing either the name of the 
represented person or that of the repre- 
sentative, the signature is the authorized 
signature of the represented person. 
Former Section 3-401(1) stated that “no 
person is liable on an instrument unless 
his signature appears thereon.” This was 
interpreted as meaning that an undis- 
closed principal is not liable on an instru- 
ment. This interpretation provided an ex- 
ception to ordinary agency law that binds 
an undisclosed principal on a simple con- 
tract. 

It is questionable whether this excep- 
tion was justified by the language of 
former Article 3 and there is no apparent 
policy justification for it. The exception is 
rejected by subsection (a) (A.C.A. § 4-3- 
402(a)) which returns to ordinary rules of 
agency. If P, the principal, authorized A, 
the agent, to borrow money on P’s behalf 
and A signed A’s name to a note without 
disclosing that the signature was on be- 
half of P, Ais liable on the instrument. But 
if the person entitled to enforce the note 
can also prove that P authorized A to sign 
on P’s behalf, why shouldn’t P also be 
liable on the instrument? To recognize the 
liability of P takes nothing away from the 
utility of negotiable instruments. Further- 
more, imposing liability on P has the 
merit of making it impossible to have an 
instrument on which nobody is liable even 
though it was authorized by P. That result 
could occur under former Section 3-401(1) 
if an authorized agent signed “as agent” 
but the note did not identify the principal. 
If the dispute was between the agent and 
the payee of the note, the agent could 
escape liability on the note by proving 
that the agent and the payee did not 
intend that the agent be liable on the note 
when the note was issued. Former Section 
3-403(2)(b). Under the prevailing inter- 
pretation of former Section 3-401(1), the 
principal was not liable on the note under 
former Section 3-401(1) because the prin- 
cipal’s name did not appear on the note. 
Thus, nobody was liable on the note even 


though all parties knew that the note was 
signed by the agent on behalf of the prin- 
cipal. Under Section 3-402(a) (A.C.A. § 4- 
3-402(a)) the principal would be liable on 
the note. 

2. Subsection (b) (A.C.A. § 4-3-402(b)) 
concerns the question of when an agent 
who signs an instrument on behalf of a 
principal is bound on the instrument. The 
approach followed by former Section 3-403 
was to specify the form of signature that 
imposed or avoided liability. This ap- 
proach was unsatisfactory. There are 
many ways in which there can be ambigu- 
ity about a signature. It is better to state a 
general rule. Subsection (b)(1) (A.C.A. 
§ 4-3-402(b)(1)) states that if the form of 
the signature unambiguously shows that 
it is made on behalf of an identified rep- 
resented person (for example, “P, by A, 
Treasurer”) the agent is not liable. This is 
a workable standard for a court to apply. 
Subsection (b)(2) (A.C.A. § 4-3-402(b)(2)) 
partly changes former Section 3-403(2). 
Subsection (b)(2) (A.C.A. § 4-3-402(b)(2)) 
relates to cases in which the agent signs 
on behalf of a principal but the form of the 
signature does not fall within subsection 
(b)(1) (A.C.A. § 4-3-402(b)(1)). The follow- 
ing cases are illustrative. In each case 
John Doe is the authorized agent of Rich- 
ard Roe and John Doe signs a note on 
behalf of Richard Roe. In each case the 
intention of the original parties to the 
instrument is that Roe is to be liable on 
the instrument but Doe is not to be liable. 

Case # 1. Doe signs “John Doe” with- 
out indicating in the note that Doe is 
signing as agent. The note does not 
identify Richard Roe as the repre- 
sented person. 
Case # 2. Doe signs “John Doe, Agent” 
but the note does not identify Richard 
Roe as the represented person. 
Case # 3. The name “Richard Roe” is 
written on the note and immediately 
below that name Doe signs “John 
Doe” without indicating that Doe 
signed as agent. 
In each case Doe is liable on the instru- 
ment to a holder in due course without 
notice that Doe was not intended to be 
liable. In none of the cases does Doe’s 
signature unambiguously show that Doe 
was signing as agent for an identified 
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principal. A holder in due course should be 
able to resolve any ambiguity against Doe. 
But the situation is different if a holder 
in due course is not involved. In each case 
Roe is liable on the note. Subsection (a) 
(A.C.A. § 4-3-402(a)). If the original par- 
ties to the note did not intend that Doe 
also be liable, imposing liability on Doe is 
a windfall to the person enforcing the 
note. Under subsection (b)(2) (A.C.A. § 4- 
3-402(b)(2)) Doe is prima facie liable be- 
cause his signature appears on the note 
and the form of the signature does not 
unambiguously refute personal liability. 
But Doe can escape liability by proving 
that the original parties did not intend 
that he be liable on the note. This is a 
change from former Section 3-403(2)(a). 
A number of cases under former Article 
3 involved situations in which an agent 
signed the agent’s name to a note, without 
qualification and without naming the per- 
son represented, intending to bind the 
principal but not the agent. The agent 
attempted to prove that the other party 
had the same intention. Some of these 
cases involved mistake, and in some there 
was evidence that the agent may have 
been deceived into signing in that matter. 
In some of the cases the court refused to 
allow proof of the intention of the parties 
and imposed liability on the agent based 
on former Section 3-403(2)(a) even though 


233 


both parties to the instrument may have 
intended that the agent not be liable. 
Subsection (b)(2) (A.C.A. § 4-3-402(b)(2)) 
changes the result of those cases, and is 
consistent with Section 3-117 (A.C.A. § 4- 
3-117) which allows oral or written agree- 
ments to modify or nullify apparent obli- 
gations on the instrument. 

Former Section 3-403 spoke of the rep- 
resented person being “named” in the in- 
strument. Section 3-402 (A.C.A. § 4-3- 
402) speaks of the represented person 
being “identified” in the instrument. This 
change in terminology is intended to re- 
ject decisions under former Section 
3-403(2) requiring that the instrument 
state the legal name of the represented 
person. 

3. Subsection (c) (A.C.A. § 4-3-402(c)) 
is directed at the check cases. It states 
that if the check identifies the represented 
person the agent who signs on the signa- 
ture line does not have to indicate agency 
status. Virtually all checks used today are 
in personalized form which identify the 
person on whose account the check is 
drawn. In this case, nobody is deceived 
into thinking that the person signing the 
check is meant to be lable. This subsec- 
tion (A.C.A. § 4-3-102(c)) is meant to over- 
rule cases decided under former Article 3 
such as Griffin v. Ellinger, 538 S.W.2d 97 
(Texas 1976). 


Comment to § 3-403 (A.C.A. § 4-3-403) 


1. “Unauthorized” signature is defined 
in Section 1-201(43) (A.C.A. § 4-1- 
201(43)) as one that includes a forgery as 
well as a signature made by one exceeding 
actual or apparent authority. Former Sec- 
tion 3-404(1) stated that an unauthorized 
signature was inoperative as the signa- 
ture of the person whose name was signed 
unless that person “is precluded from de- 
nying it.” Under former Section 3-406 if 
negligence by the person whose name was 
signed contributed to an unauthorized sig- 
nature, that person “is precluded from 
asserting the ... lack of authority.” Both of 
these sections were applied to cases in 
which a forged signature appeared on an 
instrument and the person asserting 
rights on the instrument alleged that the 
negligence of the purported signer con- 
tributed to the forgery. Since the stan- 
dards for liability between the two sec- 
tions differ, the overlap between the 


sections caused confusion. Section 
3-403(a) (A.C.A. § 4-3-403(a)) deals with 
the problem by removing the preclusion 
language that appeared in former Section 
3-404, 

2. The except clause of the first sen- 
tence of subsection (a) (A.C.A. § 4-3- 
403(a)) states the generally accepted rule 
that the unauthorized signature, while it 
is wholly inoperative as that of the person 
whose name is signed, is effective to im- 
pose liability upon the signer or to trans- 
fer any rights that the signer may have in 
the instrument. The signer’s liability is 
not in damages for breach of warranty of 
authority, but is full liability on the in- 
strument in the capacity in which the 
signer signed. It is, however, limited to 
parties who take or pay the instrument in 
good faith; and one who knows that the 
signature is unauthorized cannot recover 
from the signer on the instrument. 
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3. The last sentence of subsection (a) 
(A.C.A. § 4-3-403(a)) allows an unautho- 
rized signature to be ratified. Ratification 
is a retroactive adoption of the unautho- 
rized signature by the person whose name 
is signed and may be found from conduct 
as well as from express statements. For 
example, it may be found from the reten- 
tion of benefits received in the transaction 
with knowledge of the unauthorized sig- 
nature. Although the forger is not an 
agent, ratification is governed by the rules 
and principles applicable to ratification of 
unauthorized acts of an agent. 

Ratification is effective for all purposes 
of this Article (Chapter) (A.C.A. § 4-3-101 
et seq.). The unauthorized signature be- 
comes valid so far as its effect as a signa- 
ture is concerned. Although the ratifica- 
tion may relieve the signer of liability on 
the instrument, it does not of itself relieve 
the signer of liability to the person whose 
name is signed. It does not in any way 
affect the criminal law. No policy of the 
criminal law prevents a person whose 
name is forged to assume liability to oth- 
ers on the instrument by ratifying the 
forgery, but the ratification cannot affect 
the rights of the state. While the ratifica- 
tion may be taken into account with other 
relevant facts in determining punish- 
ment, it does not relieve the signer of 
criminal liability. 

4. Subsection (b) (A.C.A. § 4-3-403(b)) 
clarifies the meaning of “unauthorized” in 
cases in which an instrument contains 
less than all of the signatures that are 
required as authority to pay a check. Ju- 
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dicial authority was split on the issue 
whether the one-year notice period under 
former Section 4-406(4) (now Section 
4-406(f) (A.C.A. § 4-4-406(f))) barred a 
customer’s suit against a payor bank that 
paid a check containing less than all of the 
signatures required by the customer to 
authorize payment of the check. Some 
cases took the view that if a customer 
required that a check contain the signa- 
tures of both A and B to authorize pay- 
ment and only A signed, there was no 
unauthorized signature within the mean- 
ing of that term in former Section 4-406(4) 
because A’s signature was neither unau- 
thorized nor forged. The other cases cor- 
rectly pointed out that it was the custom- 
er’s signature at issue and not that of A; 
hence, the customer’s signature was un- 
authorized if all signatures required to 
authorize payment of the check were not 
on the check. Subsection (b) (A.C.A. § 4- 
3-403(b)) follows the latter line of cases. 
The same analysis applies if A forged the 
signature of B. Because the forgery is not 
effective as a signature of B, the required 
signature of B is lacking. 

Subsection (b) (A.C.A. § 4-3-403(b)) re- 
fers to “the authorized signature of an 
organization.” The definition of “organiza- 
tion” in Section 1-201(28) (A.C.A. § 4-1- 
201(28)) is very broad. It covers not only 
commercial entities but also “two or more 
persons having a joint or common inter- 
est.” Hence subsection (b) (A.C.A. § 4-3- 
403(b)) would apply when a husband and 
wife are both required to sign an instru- 
ment. 


Comment to § 3-404 (A.C.A. § 4-3-404) 


1. Under former Article 3, the impostor 
cases were governed by former Section 
3-405(1)(a) and the fictitious payee cases 
were governed by Section 3-405(1)(b). Sec- 
tion 3-404 (A.C.A. § 4-3-404) replaces 
former Section 3-405(1)(a) and (b) and 
modifies the previous law in some re- 
spects. Former Section 3-405 was read by 
some courts to require that the indorse- 
ment be in the exact name of the named 
payee. Revised Article 3 (A.C.A. § 4-3-101 
et seq.) rejects this result. Section 3-404(c) 
(A.C.A. § 4-3-404(c)) requires only that 
the indorsement be made in a name “sub- 
stantially similar” to that of the payee. 
Subsection (c) (A.C.A. § 4-3-404(c)) also 
recognizes the fact that checks may be 


deposited without indorsement. Section 
4-205(a) (A.C.A. § 4-4-205(a)). 

Subsection (a) (A.C.A. § 4-3-404(a)) 
changes the former law in a case in which 
the impostor is impersonating an agent. 
Under former Section 3-405(1)(a), if Im- 
postor impersonated Smith and induced 
the drawer to draw a check to the order of 
Smith, Impostor could negotiate the 
check. If Impostor impersonated Smith, 
the president of Smith Corporation, and 
the check was payable to the order of 
Smith Corporation, the section did not 
apply. See the last paragraph of Comment 
2 to former Section 3-405. In revised Arti- 
cle 3 (A.C.A. § 4-3-101 et seq.), Section 
3-404(a) (A.C.A. § 4-3-404(a)) gives Im- 
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postor the power to negotiate the check in 
both cases. 

2. Subsection (b) (A.C.A. § 4-3-404(b)) 
is based in part on former Section 
3-405(a)(b) and in part on N.I.L. § 9(8). It 
covers cases in which an instrument is 
payable to a fictitious or nonexisting per- 
son and to cases in which the payee is a 
real person but the drawer or maker does 
not intend the payee to have any interest 
in the instrument. Subsection (b) (A.C.A. 
§ 4-3-404(b)) applies to any instrument, 
but its primary importance is with respect 
to checks of corporations and other orga- 
nizations. It also applies to forged check 
cases. The following cases illustrate sub- 
section (b) (A.C.A. § 4-3-404(b)): 

Case # 1. Treasurer is authorized to 
draw checks in behalf of Corporation. 
Treasurer fraudulently draws a check 
of Corporation payable to Supplier 
Co., a non-existent company. Subsec- 
tion (b) (A.C.A. § 4-3-404(b)) applies 
because Supplier Co. is a fictitious 
person and because Treasurer did not 
intend Supplier Co. to have any inter- 
est in the check. Under subsection 
(b)(1) (A.C.A. § 4-3-404(b)(1)) Trea- 
surer, as the person in possession of 
the check, becomes the holder of the 
check. Treasurer indorses the check 
in the name “Supplier Co.” and depos- 
its it in Depositary Bank. Under sub- 
section (b)(2) and (c)(i) (A.C.A. § 4-3- 
404(b)(2) and (c)(i)), the indorsement 
is effective to make Depositary Bank 
the holder and therefore a person 
entitled to enforce the instrument. 
Section 3-301 (A.C.A. § 4-3-301). 

Case # 2. Same facts as Case # 1 
except that Supplier Co. is an actual 
company that does business with Cor- 
poration. If Treasurer intended to 
steal the check when the check was 
drawn, the result in Case # 2 is the 
same as the result in Case # 1. Sub- 
section (b) (A.C.A. § 4-3-404(b)) ap- 
plies because Treasurer did not in- 
tend Supplier Co. to have any interest 
in the check. It does not make any 
difference whether Supplier Co. was 
or was not a creditor of Corporation 
when the check was drawn. If Trea- 
surer did not decide to steal the check 
until after the check was drawn, the 
case is covered by Section 3-405 
(A.C.A. § 4-3-405) rather than Sec- 
tion 3-404(b) (A.C.A. § 4-3-404(b)), 


but the result is the same. See Case # 
6 in Comment 3 to Section 3-405 
(A.C.A. § 4-3-405). 

Case # 3. Checks of Corporation must 
be signed by two officers. President 
and Treasurer both sign a check of 
Corporation payable to Supplier Co., 
a company that does business with 
Corporation from time to time but to 
which Corporation does not owe any 
money. Treasurer knows that no 
money is owed to Supplier Co. and 
does not intend that Supplier Co. 
have any interest in the check. Pres- 
ident believes that money is owed to 
Supplier Co. Treasurer obtains pos- 
session of the check after it is signed. 
Subsection (b) (A.C.A. § 4-3-404(b)) 
applies because Treasurer is “a per- 
son whose intent determines to whom 
an instrument is payable” and Trea- 
surer does not intend Supplier Co. to 
have any interest in the check. Trea- 
surer becomes the holder of the check 
and may negotiate it by indorsing it 
in the name “Supplier Co.” 

Case # 4. Checks of Corporation are 
signed by a check-writing machine. 
Names of payees of checks produced 
by the machine are determined by 
information entered into the com- 
puter that operates the machine. 
Thief, a person who is not an em- 
ployee or other agent of Corporation, 
obtains access to the computer and 
causes the check-writing machine to 
produce a check payable to Supplier 
Co., a non-existent company. Subsec- 
tion (b)(ii) (A.C.A. § 4-3-404(b)(ii)) 
applies. Thief then obtains possession 
of the check. At that point Thief be- 
comes the holder of the check because 
Thief is the person in possession of 
the instrument. Subsection (b)(1) 
(A.C.A. § 4-3-404(b)(1)). Under Sec- 
tion 3-301 (A.C.A. § 4-3-8301) Thief, 
as holder, is the “person entitled to 
enforce the instrument” even though 
Thief does not have title to the check 
and is in wrongful possession of it. 
Thief indorses the check in the name 
“Supplier Co.” and deposits it in an 
account in Depositary Bank which 
Thief opened in the name “Supplier 
Co.” Depositary Bank takes the check 
in good faith and credits the “Supplier 
Co.” account. Under subsection (b)(2) 
and (c)(i) (A.C.A. § 4-3-404(b)(2) and 
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(c)(i)), the indorsement is effective. 
Depositary Bank becomes the holder 
and the person entitled to enforce the 
check. The check is presented to the 
drawee bank for payment and pay- 
ment is made. Thief then withdraws 
the credit to the account. Although 
the check was issued without author- 
ity given by Corporation, the drawee 
bank is entitled to pay the check and 
charge Corporation’s account if there 
was an agreement with Corporation 
allowing the bank to debit Corpora- 
tion’s account for payment of checks 
produced by the check-writing ma- 
chine whether or not authorized. The 
indorsement is also effective if Sup- 
plier Co. is a real person. In that case 
subsection (b)(i) (A.C.A. § 4-3- 
404(b)Q)) applies. Under Section 
3-110(b) (A.C.A. § 4-3-110(b)) Thief is 
the person whose intent determines 
to whom the check is payable, and 
Thief did not intend Supplier Co. to 
have any interest in the check. When 
the drawee bank pays the check, 
there is no breach of warranty under 
Section 3-417(a)(1) or 4-208(a)(1) 
(A.C.A. § 4-3-417(a)(1) or § 4-4- 
208(a)(1)) because Depositary Bank 
was a person entitled to enforce the 
check when it was forwarded for pay- 
ment. 

Case # 5. Thief, who is not an em- 
ployee or agent of Corporation, steals 
check forms of Corporation. John Doe 
is president of Corporation and is 
authorized to sign checks on behalf of 
Corporation as drawer. Thief draws a 
check in the name of Corporation as 
drawer by forging the signature of 
Doe. Thief makes the check payable 
to the order of Supplier Co. with the 
intention of stealing it. Whether Sup- 
plier Co. is a fictitious person or a real 
person, Thief becomes the holder of 
the check and the person entitled to 
enforce it. The analysis is the same as 
that in Case # 4. Thief deposits the 
check in an account in Depositary 
Bank which Thief opened in the name 
“Supplier Co.” Thief either indorses 
the check in a name other than “Sup- 
plier Co.” or does not indorse the 
check at all. Under Section 4-205(a) 
(A.C.A. § 4-4-205(a)) a depositary 
bank may become holder of a check 
deposited to the account of a customer 


if the customer was a holder, whether 
or not the customer indorses. Subsec- 
tion (c)~ii) (A.C.A. § 4-3-404(c)(i)) 
treats deposit to an account in a name 
substantially similar to that of the 
payee as the equivalent of indorse- 
ment in the name of the payee. Thus, 
the deposit is an effective indorse- 
ment of the check. Depositary Bank 
becomes the holder of the check and 
the person entitled to enforce the 
check. If the check is paid by the 
drawee bank, there is no breach of 
warranty under Section 3-417(a)(1) or 
4-208(a)(1) (A.C.A. §§ 4-3-417(a)(1) 
and 4-4-208(a)(1)) because Depositary 
Bank was a person entitled to enforce 
the check when it was forwarded for 
payment and, unless Depositary 
Bank knew about the forgery of Doe’s 
signature, there is no breach of war- 
ranty under Section 3-417(a)(3) or 
4-208(a)(3) (A.C.A. §§ 4-3-417(a)(3) 
and 4-4-208(a)(3)). Because the check 
was a forged check the drawee bank is 
not entitled to charge Corporation’s 
account unless Section 3-406 (A.C.A. 
§ 4-3-406) or Section 4-406 (A.C.A. 
§ 4-4-406) applies. 

3. In cases governed by subsection (a) 
(A.C.A. § 4-3-404(a)) the dispute will nor- 
mally be between the drawer of the check 
that was obtained by the impostor and the 
drawee bank that paid it. The drawer is 
precluded from obtaining recredit of the 
drawer’s account by arguing that the 
check was paid on a forged indorsement so 
long as the drawee bank acted in good 
faith in paying the check. Cases governed 
by subsection (b) (A.C.A. § 4-3-404(b)) are 
illustrated by Cases # 1 through # 5 in 
Comment 2. In Cases # 1, # 2, and # 3 
there is no forgery of the check, thus the 
drawer of the check takes the loss as there 
is no lack of good faith by the banks 
involved. Cases # 4 and # 5 are forged 
check cases. Depositary Bank is entitled 
to retain the proceeds of the check if it 
didn’t know about the forgery. Under Sec- 
tion 3-418 (A.C.A. § 4-3-418) the drawee 
bank is not entitled to recover from Depos- 
itary Bank on the basis of payment by 
mistake because Depositary Bank took 
the check in good faith and gave value for 
the check when the credit given for the 
check was withdrawn. And there is no 
breach of warranty under Section 
3-417(a)(1) or (3) or 4-208(a)(1) or (8) 
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(A.C.A. §§ 4-3-417(a)(1) or (3) and 4-4- 
208(a)(1) or (3)). Unless Section 3-406 
(A.C.A. § 4-3-406) applies the loss is 
taken by the drawee bank if a forged 
check is paid, and that is the result in 
Case # 5. In Case # 4 the loss is taken by 
Corporation, the drawer, because an 
agreement between Corporation and the 
drawee bank allowed the bank to debit 
Corporation’s account despite the unau- 
thorized use of the check-writing machine. 

If a check payable to an impostor, ficti- 
tious payee, or payee not intended to have 
an interest in the check is paid, the effect 
of subsections (a) and (b) (A.C.A. § 4-3- 
404(a) and (b)) is to place the loss on the 
drawer of the check rather than on the 
drawee or the Depositary Bank that took 
the check for collection. Cases governed by 
subsection (a) (A.C.A. § 4-3-404(a)) al- 
ways involve fraud, and fraud is almost 
always involved in cases governed by sub- 
section (b) (A.C.A. § 4-3-404(b)). The 
drawer is in the best position to avoid the 
fraud and thus should take the loss. This 
is true in Case # 1, Case # 2, and Case # 3. 
But in some cases the person taking the 
check might have detected the fraud and 
thus have prevented the loss by the exer- 
cise of ordinary care. In those cases, if that 
person failed to exercise ordinary care, it 
is reasonable that that person bear loss to 
the extent the failure contributed to the 
loss. Subsection (d) (A.C.A. § 4-3-404(d)) 
is intended to reach that result. It allows 
the person who suffers loss as a result of 
payment of the check to recover from the 
person who failed to exercise ordinary 
care. In Case # 1, Case # 2, and Case # 3, 
the person suffering the loss is Corpora- 
tion, the drawer of the check. In each case 
the most likely defendant is the deposi- 
tary bank that took the check and failed to 
exercise ordinary care. In those cases, the 
drawer has a cause of action against the 
offending bank to recover a portion of the 
loss. The amount of loss to be allocated to 
each party is left to the trier of fact. 
Ordinary care is defined in Section 
3-103(a)(7) (A.C.A. § 4-3-103(a)(7)). An 
example of the type of conduct by a depos- 
itary bank that could give rise to recovery 
under subsection (d) (A.C.A. § 4-3-404(d)) 
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is discussed in Comment 4 to Section 
3-405 (A.C.A. § 4-3-405). That comment 
addresses the last sentence of Section 
3-405(b) (A.C.A. § 4-3-405(b)) which is 
similar to Section 3-404(d) (A.C.A. § 4-3- 
404(d)). 

In Case # 1, Case # 2, and Case # 3, 
there was no forgery of the drawer’s sig- 
nature. But cases involving checks pay- 
able to a fictitious payee or a payee not 
intended to have an interest in the check 
are often forged check cases as well. Ex- 
amples are Case # 4 and Case # 5. Nor- 
mally, the loss in forged check cases is on 
the drawee bank that paid the check. Case 
# 5 is an example. In Case # 4 the risk 
with respect to the forgery is shifted to the 
drawer because of the agreement between 
the drawer and the drawee bank. The 
doctrine that prevents a drawee bank 
from recovering payment with respect to a 
forged check if the payment was made toa 
person who took the check for value and in 
good faith is incorporated into Section 
3-418 (A.C.A. § 4-3-418) and Sections 
3-417(a)(3) and 4-208(a)(3) (A.C.A. §§ 4-3- 
417(a)(3) and 4-4-208(a)(3)). This doctrine 
is based on the assumption that the de- 
positary bank normally has no way of 
detecting the forgery because the drawer 
is not that bank’s customer. On the other 
hand, the drawee bank, at least in some 
cases, may be able to detect the forgery by 
comparing the signature on the check 
with the specimen signature that the 
drawee has on file. But in some forged 
check cases the depositary bank is in a 
position to detect the fraud. Those cases 
typically involve a check payable to a 
fictitious payee or a payee not intended to 
have an interest in the check. Subsection 
(d) (A.C.A. § 4-3-404(d)) applies to those 
cases. If the depositary bank failed to 
exercise ordinary care and the failure sub- 
stantially contributed to the loss, the 
drawer in Case # 4 or the drawee bank in 
Case # 5 has a cause of action against the 
depositary bank under subsection (d) 
(A.C.A. § 4-3-404(d)). Comment 4 to Sec- 
tion 3-405 (A.C.A. § 4-3-405) can be used 
as a guide to the type of conduct that could 
give rise to recovery under Section 
3-404(d) (A.C.A. § 4-3-404(d)). 
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Comment to § 3-405 (A.C.A. § 4-3-405) 


1. Section 3-405 (A.C.A. § 4-3-405) is 
addressed to fraudulent indorsements 
made by an employee with respect to 
instruments with respect to which the 
employer has given responsibility to the 
employee. It covers two categories of 
fraudulent indorsements: indorsements 
made in the name of employer to instru- 
ments payable to the employer and 
indorsements made in the name of payees 
of instruments issued by the employer. 
This section (A.C.A. § 4-3-405) applies to 
instruments generally but normally the 
instrument will be a check. Section 3-405 
(A.C.A. § 4-3-405) adopts the principle 
that the risk of loss for fraudulent 
indorsements by employees who are en- 
trusted with responsibility with respect to 
checks should fall on the employer rather 
than the bank that takes the check or 
pays it, if the bank was not negligent in 
the transaction. Section 3-405 (A.C.A. 
§ 4-3-405) is based on the belief that the 
employer is in a far better position to 
avoid the loss by care in choosing employ- 
ees, in supervising them, and in adopting 
other measures to prevent forged 
indorsements on instruments payable to 
the employer or fraud in the issuance of 
instruments payable to the employer or 
fraud in the issuance of instruments in 
the name of the employer. If the bank 
failed to exercise ordinary care, subsection 
(b) (A.C.A. § 4-3-405(b)) allows the em- 
ployer to shift loss to the bank to the 
extent the bank’s failure to exercise ordi- 
nary care contributed to the loss. “Ordi- 
nary care” is defined in Section 3-103(a)(7) 
(A.C.A. § 4-3-103(a)(7)). The provision ap- 
plies regardless of whether the employer 
is negligent. 

The first category of cases governed by 
Section 3-405 (A.C.A. § 4-3-405) are those 
involving indorsements made in the name 
of payees of instruments issued by the 
employer. In this category, Section 3-405 
(A.C.A. § 4-3-405) includes cases that 
were covered by former’ Section 
3-405(1)(c). The scope of Section 3-405 
(A.C.A. § 4-3-405) in revised Article 3 
(A.C.A. § 4-3-101 et seq.) is, however, 
somewhat wider. It covers some cases not 
covered by former Section 3-405(1)(c) in 
which the entrusted employee makes a 
forged indorsement to a check drawn by 


the employer. An example is Case # 6 in 
Comment 3. Moreover, a larger group of 
employees is included in revised Section 
3-405 (A.C.A. § 4-3-405). The key provi- 
sion is the definition of “responsibility” in 
subsection (a)(1) (A.C.A. § 4-3-405(a)(1)) 
which identifies the kind of responsibility 
delegated to an employee which will cause 
the employer to take responsibility for the 
fraudulent acts of that employee. An em- 
ployer can insure this risk by employee 
fidelity bonds. 

The second category of cases governed 
by Section 3-405 (A.C.A. § 4-3-405) — 
fraudulent indorsements of the name of 
the employer to instruments payable to 
the employer — were covered in former 
Article 3 by Section 3-406. Under former 
Section 3-406, the employer took the loss 
only if negligence of the employer could be 
proved. Under revised Article 3 (A.C.A. 
§ 4-3-101 et seq.), Section 3-406 (A.C.A. 
§ 4-3-406) need not be used with respect 
to forgeries of the employer’s indorse- 
ment. Section 3-405 (A.C.A. § 4-3-405) 
imposes the loss on the employer without 
proof of negligence. 

2. With respect to cases governed by 
former Section 3-405(1)(c), Section 3-405 
(A.C.A. § 4-3-405) is more favorable to 
employers in one respect. The bank was 
entitled to the preclusion provided by 
former Section 3-405(1)(c) if it took the 
check in good faith. The fact that the bank 
acted negligently did not shift the loss to 
the bank so long as the bank acted in good 
faith. Under revised Section 3-405 (A.C.A. 
§ 4-3-405) the loss may be recovered from 
the bank to the extent the failure of the 
bank to exercise ordinary care contributed 
to the loss. 

3. Section 3-404(b) and Section 3-405 
(A.C.A. §§ 4-3-404(b) and 4-3-405) both 
apply to cases of employee fraud. Section 
3-404(b) (A.C.A. § 4-3-404(b)) is not lim- 
ited to cases of employee fraud, but most 
of the cases to which it applies will be 
cases of employee fraud. The following 
cases illustrate the application of Section 
3-405 (A.C.A. § 4-3-405). In each case it is 
assumed that the bank that took the 
check acted in good faith and was not 
negligent. 

Case # 1. Janitor, an employee of 
Employer, steals a check for a very 


COMMENTARIES 239 


large amount payable to Employer 
after finding it on a desk in one of 
Employer’s offices. Janitor forges Em- 
ployer’s indorsement on the check 
and obtains payment. Since Janitor 
was not entrusted with “responsibili- 
ty” with respect to the check, Section 
3-405 (A.C.A. § 4-3-405) does not ap- 
ply. Section 3-406 (A.C.A. § 4-3-406) 
might apply to this case. The issue 
would be whether Employer was neg- 
ligent in safeguarding the check. If 
not, Employer could assert that the 
indorsement was forged and bring an 
action for conversion against the de- 
positary or payor bank under Section 
3-420 (A.C.A. § 4-3-420). 

Case # 2. X is Treasurer of Corpora- 
tion and is authorized to write checks 
on behalf of Corporation by signing 
X’s name as Treasurer. X draws a 
check in the name of Corporation and 
signs X’s name as Treasurer. The 
check is made payable to X. X then 
indorses the check and obtains pay- 
ment. Assume that Corporation did 
not owe any money to X and did not 
authorize X to write the check. Al- 
though the writing of the check was 
not authorized, Corporation is bound 
as drawer of the check because X had 
authority to sign checks on behalf of 
Corporation. This result follows from 
agency law and Section 3-402(a) 
(A.C.A. § 4-3-402(a)). Section 3-405 
(A.C.A. § 4-3-405) does not apply in 
this case because there is no forged 
indorsement. X was payee of the 
check so the indorsement is valid. 
Section 3-110(a) (ACCA. § 4-3- 
110(a)). 

Case # 3. The duties of Employee, a 
bookkeeper, include posting the 
amounts of checks payable to Em- 
ployer to the accounts of the drawers 
of the checks. Employee steals a 
check payable to Employer which was 
entrusted to Employee and forges 
Employer’s indorsement. The check is 
deposited by Employee to an account 
in Depositary Bank which Employee 
opened in the same name as EKm- 
ployer, and the check is honored by 
the drawee bank. The indorsement is 
effective as Employer’s indorsement 
because Employee’s duties include 
processing checks for bookkeeping 
purposes. Thus, Employee is en- 


trusted with “responsibility” with re- 
spect to the check. Neither Deposi- 
tary Bank nor the drawee bank is 
liable to Employer for conversion of 
the check. The same result follows if 
Employee deposited the check in the 
account in Depositary Bank without 
indorsement. Section 4-205(a) (A.C.A. 
§ 4-4-205(a)). Under subsection (c) 
(A.C.A. § 4-3-405(c)) deposit in a de- 
positary bank in an account in a name 
substantially similar to that of Em- 
ployer is the equivalent of an indorse- 
ment in the name of Employer. 

Case # 4. Employee’s duties include 
stamping Employer’s unrestricted 
blank indorsement on checks received 
by Employer and depositing them in 
Employer’s bank account. After 
stamping Employer’s unrestricted 
blank indorsement on a check, Em- 
ployee steals the check and deposits it 
in Employee’s personal bank account. 
Section 3-405 (A.C.A. § 4-3-405) 
doesn’t apply because there is no 
forged indorsement. Employee is au- 
thorized by Employer to indorse Em- 
ployer’s checks. The fraud by Em- 
ployee is not the indorsement but 
rather the theft of the indorsed check. 
Whether Employer has a cause of 
action against the bank in which the 
check was deposited is determined by 
whether the bank had notice of the 
breach of fiduciary duty by Employee. 
The issue is determined under Sec- 
tion 3-307 (A.C.A. § 4-3-307). 

Case # 5. The computer that controls 
Employer’s check-writing machine 
was programmed to cause a check to 
be issued to Supplier Co. to which 
money was owed by Employer. The 
address of Supplier Co. was included 
in the information in the computer. 
Employee is an accounts payable 
clerk whose duties include entering 
information into the computer. Em- 
ployee fraudulently changed the ad- 
dress of Supplier Co. in the computer 
data bank to an address of Employee. 
The check was subsequently pro- 
duced by the check-writing machine 
and mailed to the address that Em- 
ployee had entered into the computer. 
Employee obtained possession of the 
check, indorsed it in the name of 
Supplier Co., and deposited it to an 
account in Depositary Bank which 
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Employee opened in the name “Sup- 
plier Co.” The check was honored by 
the drawee bank. The indorsement is 
effective under Section 3-405(b) 
(A.C.A. § 4-3-405(b)) because Em- 
ployee’s duties allowed Employee to 
supply information determining the 
address of the payee of the check. An 
employee that is entrusted with du- 
ties that enable the employee to de- 
termine the address to which a check 
is to be sent controls the disposition of 
the check and facilitates forgery of 
the indorsement. The employer is 
held responsible. The drawee may 
debit the account of Employer for the 
amount of the check. There is no 
breach of warranty by Depositary 
Bank under Section 3-417(a)(1) or 
Section 4-208(a)(1) (A.C.A. §§ 4-3- 
417(a)(1) or 4-4-208(a)(1)). 

Case # 6. Treasurer is authorized to 
draw checks in behalf of Corporation. 
Treasurer draws a check of Corpora- 
tion payable to Supplier Co., a com- 
pany that sold goods to Corporation. 
The check was issued to pay the price 
of these goods. At the time the check 
was signed Treasurer had no inten- 
tion of stealing the check. Later, Trea- 
surer stole the check, indorsed it in 
the name “Supplier Co.” and obtained 
payment by depositing it to an ac- 
count in Depositary Bank which Trea- 
surer opened in the name “Supplier 
Co.”. The indorsement is effective un- 
der Section 3-405(b) (A.C.A. § 4-3- 
405(b)). Section 3-404(b) (A.C.A. § 4- 
3-404(b)) does not apply to this case. 
Case # 7. Checks of Corporation are 
signed by Treasurer in behalf of Cor- 
poration as drawer. Clerk’s duties in- 
clude the preparation of checks for 
issue by Corporation. Clerk prepares 
a check payable to the order of Sup- 
plier Co. for Treasurer’s signature. 
Clerk fraudulently informs Treasurer 
that the check is needed to pay a debt 
owed to Supplier Co., a company that 
does business with Corporation. No 
money is owed to Supplier Co. and 
Clerk intends to steal the check. Trea- 
surer signs it and returns it to Clerk 
for mailing. Clerk does not indorse 
the check but deposits it to an account 
in Depositary Bank which Clerk 
opened in the name “Supplier Co.”. 
The check is honored by the drawee 


bank. Section 3-404(b)(i) (A.C.A. § 4- 
3-404(b)(i)) does not apply to this case 
because Clerk, under Section 3-110(a) 
(A.C.A. § 4-3-110(a)), is not the per- 
son whose intent determines to whom 
the check is payable. But Section 
3-405 (A.C.A. § 4-3-405) does apply 
and it treats the deposit by Clerk as 
an effective indorsement by Clerk be- 
cause Clerk was entrusted with re- 
sponsibility with respect to the check. 
If Supplier Co. is a fictitious person 
Section 3-404(b)Gi) (A.C.A. § 4-3- 
404(b)(ii)) applies. But the result is 
the same. Clerk’s deposit is treated as 
an effective indorsement of the check 
whether Supplier Co. is a fictitious or 
a real person or whether money was 
or was not owing to Supplier Co. The 
drawee bank may debit the account of 
Corporation for the amount of the 
check and there is no breach of war- 
ranty by Depositary Bank under Sec- 
tion 3-417(1)(a) (ACA. § 43- 
417(1)(a)). 

4. The last sentence of subsection (b) 
(A.C.A. § 4-3-405(b)) is similar to subsec- 
tion (d) of Section 3-404 (A.C.A. § 4-3- 
404(d)) which is discussed in Comment 3 
to Section 3-404 (A.C.A. § 4-3-404). In 
Case # 5, Case # 6, or Case # 7 the 
depositary bank may have failed to exer- 
cise ordinary care when it allowed the 
employee to open an account in the name 
“Supplier Co.,” to deposit checks payable 
to “Supplier Co.” in that account, or to 
withdraw funds from that account that 
were proceeds of checks payable to Sup- 
plier Co. Failure to exercise ordinary care 
is to be determined in the context of all the 
facts relating to the bank’s conduct with 
respect to the bank’s collection of the 
check. If the trier of fact finds that there 
was such a failure and that the failure 
substantially contributed to loss, it could 
find the depositary bank liable to the 
extent the failure contributed to the loss. 
The last sentence of subsection (b) (A.C.A. 
§ 4-3-405(b)) can be illustrated by an ex- 
ample. Suppose in Case # 5 that the check 
is not payable to an obscure “Supplier Co.” 
but rather to a well-known national cor- 
poration. In addition, the check is for a 
very large amount of money. Before depos- 
iting the check, Employee opens an ac- 
count in Depositary Bank in the name of 
the corporation and states to the person 
conducting the transaction for the bank 
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that Employee is manager of a new office 
being opened by the corporation. Deposi- 
tary Bank opens the account without re- 
quiring Employee to produce any resolu- 
tions of the corporation’s board of 
directors or other evidence of authoriza- 
tion of Employee to act for the corporation. 
A few days later, the check is deposited, 
the account is credited, and the check is 
presented for payment. After Depositary 
Bank receives payment, it allows Em- 
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ployee to withdraw the credit by a wire 
transfer to an account in a bank in a 
foreign country. The trier of fact could find 
that Depositary Bank did not exercise 
ordinary care and that the failure to exer- 
cise ordinary care contributed to the loss 
suffered by Employer. The trier of fact 
could allow recovery by Employer from 
Depositary Bank for all or part of the loss 
suffered by Employer. 


Comment to § 3-406 (A.C.A. § 4-3-406)* 


1. Section 3-406(a) (A.C.A. § 4-3- 
406(a)) is based on former Section 3-406. 
With respect to alteration, Section 3-406 
(A.C.A. § 4-3-406) adopts the doctrine of 
Young v. Grote, 4 Bing. 253 (1827), which 
held that a drawer who so negligently 
draws an instrument as to facilitate its 
material alteration is liable to a drawee 
who pays the altered instrument in good 
faith. Under Section 3-406 (A.C.A. § 4-3- 
406) the doctrine is expanded to apply not 
only to drafts but to all instruments. It 
includes in the protected class any “person 
who, in good faith, pays the instrument or 
takes it for value or for collection.” Section 
3-406 (A.C.A. § 4-3-406) rejects decisions 
holding that the maker of a note owes no 
duty of care to the holder because at the 
time the instrument is issued there is no 
contract between them. By issuing the 
instrument and “setting it afloat upon a 
sea of strangers” the maker or drawer 
voluntarily enters into a relation with 
later holders which justifies imposition of 
a duty of care. In this respect an instru- 
ment so negligently drawn as to facilitate 
alteration does not differ in principle from 
an instrument containing blanks which 
may be filled. Under Section 3-407 (A.C.A. 
§ 4-3-407) a person paying an altered 
instrument or taking it for value, in good 
faith and without notice of the alteration 
may enforce rights with respect to the 
instrument according to its original 
terms. If negligence of the obligor sub- 
stantially contributes to an alteration, 
this section gives the holder or the payor 
the alternative right to treat the altered 
instrument as though it had been issued 
in the altered form. 

No attempt is made to define particular 
conduct that will constitute “failure to 
exercise ordinary care [that] substantially 


contributes to an alteration.” Rather, “or- 
dinary care” is defined in Section 
3-103(a)(7) (A.C.A. § 4-3-103(a)(7)) in 
general terms. The question is left to the 
court or the jury for decision in the light of 
the circumstances in the particular case 
including reasonable commercial stan- 
dards that may apply. 

Section 3-406 (A.C.A. § 4-3-406) does 
not make the negligent party liable in tort 
for damages resulting from the alteration. 
If the negligent party is estopped from 
asserting the alteration the person taking 
the instrument is fully protected because 
the taker can treat the instrument as 
having been issued in the altered form. 

2. Section 3-406 (A.C.A. § 4-3-406) ap- 
plies equally to a failure to exercise ordi- 
nary care that substantially contributes to 
the making of a forged signature on an 
instrument. Section 3-406 (A.C.A. § 4-3- 
406) refers to “forged signature” rather 
than “unauthorized signature” that ap- 
peared in former Section 3-406 because it 
more accurately describes the scope of the 
provision. Unauthorized signature is a 
broader concept that includes not only 
forgery but also the signature of an agent 
which does not bind the principal under 
the law of agency. The agency cases are 
resolved independently under agency law. 
Section 3-406 (A.C.A. § 4-3-406) is not 
necessary in those cases. 

The “substantially contributes” test of 
former Section 3-406 is continued in this 
section in preference to a “direct and prox- 
imate cause” test. The “substantially con- 
tributes” test is meant to be less stringent 
than a “direct and proximate cause” test. 
Under the less stringent test the preclu- 
sion should be easier to establish. Conduct 
“substantially contributes” to a material 
alteration or forged signature if it is a 
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contributing cause of the alteration or 
signature and a substantial factor in 
bringing it about. The analysis of “sub- 
stantially contributes” in former Section 
3-406 by the court in Thompson Maple 
Products v. Citizens National Bank of 
Corry, 234 A.2d 32 (Pa.Super.Ct.1967), 
states what is intended by the use of the 
same words in revised Section 3-406(b) 
(A.C.A. § 4-3-406(b)). Since Section 
3-404(d) and Section 3-405(b) (A.C.A. 
§§ 4-3-404(d) and 4-3-405(b)) also use the 
words “substantially contributes” the 
analysis of these words also applies to 
those provisions. 

3. The following cases illustrate the 
kind of conduct that can be the basis of a 
preclusion under Section 3-406(a) (A.C.A. 
§ 4-3-406(a)): 

Case # 1. Employer signs checks 
drawn on Employer’s account by use 
of a rubber stamp of Employer’s sig- 
nature. Employer keeps the rubber 
stamp along with the Employer’s per- 
sonalized blank check forms in an 
unlocked desk drawer. An unautho- 
rized person fraudulently uses the 
check forms to write checks on Em- 
ployer’s account. The checks are 
signed by use of the rubber stamp. If 
Employer demands that Employer’s 
account in the drawee bank be 
recredited because the forged check 
was not properly payable, the drawee 
bank may defend by asserting that 
Employer is precluded from asserting 
the forgery. The trier of fact could find 
that Employer failed to exercise ordi- 
nary care to safeguard the rubber 
stamp and the check forms and that 
the failure substantially contributed 
to the forgery of Employer’s signature 
by the unauthorized use of the rubber 
stamp. 

Case # 2. An insurance company 
draws a check to the order of Sarah 
Smith in payment of a claim of a 
policyholder, Sarah Smith, who lives 
in Alabama. The insurance company 
also has a policyholder with the same 
name who lives in Illinois. By mis- 
take, the insurance company mails 
the check to the Illinois Sarah Smith 
who indorses the check and obtains 
payment. Because the payee of the 
check is the Alabama Sarah Smith, 
the indorsement by the IIlinois Sarah 
Smith is a forged instrument. Section 
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3-110(a) (A.C.A. § 4-3-110(a)). The 
trier of fact could find that the insur- 
ance company failed to exercise ordi- 
nary care when it mailed the check to 
the wrong person and that the failure 
substantially contributed to the mak- 
ing of the forged indorsement. In that 
event the insurance company could be 
precluded from asserting the forged 
indorsement against the drawee bank 
that honored the check. 
Case # 3. A company writes a check 
for $10. The figure “10” and the word 
“ten” are typewritten in the appropri- 
ate spaces on the check form. A large 
blank space is left after the figure and 
the word. The payee of the check, 
using a typewriter with a typeface 
similar to that used on the check, 
writes the word “thousand” after the 
word “ten” and a comma and three 
zeros after the figure “10”. The 
drawee bank in good faith pays 
$10,000 when the check is presented 
for payment and debits the account of 
the drawer in that amount. The trier 
f fact could find that the drawer 
led to exercise ordinary care in 
iting the check and that the failure 
substantially contributed to the alter- 
ation. In that case the drawer is pre- 
cluded from asserting the alteration 
against the drawee if the check was 
paid in good faith. 

4. Subsection (b) (A.C.A. § 4-3-406(b)) 
differs from former Section 3-406 in that it 
adopts a concept of comparative negli- 
gence. If the person precluded under sub- 
section (a) (A.C.A. § 4-3-406(a)) proves 
that the person asserting the preclusion 
failed to exercise ordinary care and that 
failure substantially contributed to the 
loss, the loss may be allocated between the 
two parties on a comparative negligence 
basis. In the case of a forged indorsement 
the litigation is usually between the payee 
of the check and the depositary bank that 
took the check for collection. An example 
is a case like Case # 1 of Comment 3 to 
Section 3-405 (A.C.A. § 4-3-405). If the 
trier of fact finds that Employer failed to 
exercise ordinary care in safeguarding the 
check and that the failure substantially 
contributed to the making of the forged 
indorsement, subsection (a) of Section 
3-406 (A.C.A. § 4-3-406(a)) applies. If Em- 
ployer brings an action for conversion 
against the depositary bank that took the 


COMMENTARIES 


checks from the forger, the depositary 
bank could assert the preclusion under 
subsection (a) (A.C.A. § 4-3-406(a)). But 
suppose the forger opened an account in 
the depositary bank in a name identical to 
that of Employer, the payee of the check, 
and then deposited the check in the ac- 
count. Subsection (b) (A.C.A. § 4-3- 
406(b)) may apply. There may be an issue 
whether the depositary bank should have 
been alerted to possible fraud when a new 
account was opened for a corporation 
shortly before a very large check payable 
to a payee with the same name is depos- 
ited. Circumstances surrounding the 
opening of the account may have sug- 
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gested that the corporation to which the 
check was payable may not be the same as 
the corporation for which the account was 
opened. If the trier of fact finds that col- 
lecting the check under these circum- 
stances was a failure to exercise ordinary 
care, it could allocate the loss between the 
depositary bank and Employer, the payee. 


*This section was amended by Acts 1987, 
No. 564, § 1, making this section vary 
from the Uniform Commercial Code sec- 
tion by adding subsection (2). The original 
Uniform Commercial Code section is now 
subsection (1) in the Arkansas version. 


Comment to § 3-407 (A.C.A. § 4-3-407) 


1. This provision restates former Sec- 
tion 3-407. Former Section 3-407 defined a 
“material” alteration as any alteration 
that changes the contract of the parties in 
any respect. Revised Section 3-407 refers 
to such a change as an alteration. As 
under subsection (2) of former Section 
3-407, discharged because of alteration 
occurs only in the case of an alteration 
fraudulently made. There is no discharge 
if a blank is filled in the honest belief that 
it is authorized or if a change is made with 
a benevolent motive such as a desire to 
give the obligor the benefit of a lower 
interest rate. Changes favorable to the 
obligor are unlikely to be made with any 
fraudulent intent, but if such an intent is 
found the alteration may operate as a 
discharge. 

Discharge is a personal defense of the 
party whose obligation is modified and 
anyone whose obligation is not affected is 
not discharged. But if an alteration dis- 
charges a party there is also discharge of 
any party having a right of recourse 
against the discharged party because the 
obligation of the party with the right of 
recourse is affected by the alteration. As- 
sent to the alteration given before or after 


it is made will prevent the party from 
asserting the discharge. The phrase “or is 
precluded from asserting the alteration” 
in subsection (b) (A.C.A. § 4-3-407(b)) rec- 
ognizes the possibility of an estoppel or 
other ground barring the defense which 
does not rest on assent. 

2. Under subsection (c) (A.C.A. § 4-3- 
407(c)) a person paying a fraudulently 
altered instrument or taking it for value, 
in good faith and without notice of the 
alteration, is not affected by a discharge 
under subsection (b) (A.C.A. § 4-3- 
407(b)). The person paying or taking the 
instrument may assert rights with respect 
to the instrument according to its original 
terms or, in the case of an incomplete 
instrument that is altered by unautho- 
rized completion, according to its terms as 
completed. If blanks are filled or an in- 
complete instrument is otherwise com- 
pleted, subsection (c) (A.C.A. § 4-3-407(c)) 
places the loss upon the party who left the 
instrument incomplete by permitting en- 
forcement in its completed form. This re- 
sult is intended even though the instru- 
ment was stolen from the issuer and 
completed after the theft. 


Comment to § 3-408 (A.C.A. § 4-3-408) 


1. This section (A.C.A. § 4-3-408) is a 
restatement of former Section 3-409(1). 
Subsection (2) of former Section 3-409 is 
deleted as misleading and superfluous. 
Comment 3 says of subsection (2): “It is 
intended to make it clear that this section 


does not in any way affect any liability 
which may arise apart from the instru- 
ment.” In reality subsection (2) did not 
make anything clear and was a source of 
confusion. If all it meant was that a bank 
that has not certified a check may engage 
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in other conduct that might make it liable 
to a holder, it stated the obvious and was 
superfluous. Section 1-103 (A.C.A. § 4-1- 
103) is adequate to cover those cases. 

2. Liability with respect to drafts may 
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arise under other law. For example, Sec- 
tion 4-302 (A.C.A. § 4-4-302) imposes lia- 
bility on a payor bank for late return of an 
item. 


Comment to § 3-409 (A.C.A. § 4-3-409) 


1. The first three subsections of Section 
3-409 (A.C.A. § 4-3-409(a)-(c)) are a re- 
statement of former Section 3-410. Sub- 
section (d) (A.C.A. § 4-3-409(d)) adds a 
definition of certified check which is a type 
of accepted draft. 

2. Subsection (a) (A.C.A. § 4-3-409(a)) 
states the generally recognized rule that 
the mere signature of the drawee on the 
instrument is a sufficient acceptance. Cus- 
tomarily the signature is written verti- 
cally across the face of the instrument, but 
since the drawee has no reason to sign for 
any other purpose a signature in any 
other place, even on the back of the instru- 
ment, is sufficient. It need not be accom- 
panied by such words as “Accepted,” “Cer- 
tified,” or “Good.” It must not, however, 
bear any words indicating an intent to 
refuse to honor the draft. The last sen- 
tence of subsection (a) (A.C.A. § 4-3- 
409(a)) states the generally recognized 
rule that an acceptance written on the 
draft takes effect when the drawee noti- 
fies the holder or gives notice according to 
instructions. 


3. The purpose of subsection (c) (A.C.A. 
§ 4-3-409(c)) is to provide a definite date 
of payment if none appears on the instru- 
ment. An undated acceptance of a draft 
payable “thirty days after sight” is incom- 
plete. Unless the acceptor writes in a 
different date the holder is authorized to 
complete the acceptance according to the 
terms of the draft by supplying a date of 
acceptance. Any date supplied by the 
holder is effective if made in good faith. 

4. The last sentence of subsection (d) 
(A.C.A. § 4-3-409(d)) states the generally 
recognized rule that in the absence of 
agreement a bank is under no obligation 
to certify a check. A check is a demand 
instrument calling for payment rather 
than acceptance. The bank may be liable 
for breach of any agreement with the 
drawer, the holder, or any other person by 
which it undertakes to certify. Its lability 
is not on the instrument, since the drawee 
is not so liable until acceptance. Section 
3-408 (A.C.A. § 4-3-408). Any liability is 
for breach of the separate agreement. 


Comment to § 3-410 (A.C.A. § 4-3-410) 


1. This section (A.C.A. § 4-3-410) is a 
restatement of former Section 3-412. It 
applies to conditional acceptances, accep- 
tances for part of the amount, acceptances 
to pay at a different time from that re- 
quired by the draft, or to the acceptance of 
less than all of the drawees. It (A.C.A. 
§ 4-3-410) applies to any other engage- 
ment changing the essential terms of the 
draft. If the drawee makes a varied accep- 
tance the holder may either reject it or 
assent to it. The holder may reject by 
insisting on acceptance of the draft as 
presented. Refusal by the drawee to ac- 
cept the draft as presented is dishonor. In 
that event the drawee is not bound by the 
varied acceptance and is entitled to have 
it canceled. 

If the holder assents to the varied ac- 
ceptance, the drawee’s obligation as ac- 


ceptor is according to the terms of the 
varied acceptance. Under subsection (c) 
(A.C.A. § 4-3-410(c)) the effect of the hold- 
er’s assent is to discharge any drawer or 
indorser who does not also assent. The 
assent of the drawer or indorser must be 
affirmatively expressed. Mere failure to 
object within a reasonable time is not 
assent which will prevent the discharge. 
2. Under subsection (b) (A.C.A. § 4-3- 
410(b)) an acceptance does not vary from 
the terms of the draft if it provides for 
payment at any particular bank or place 
in the United States unless the accep- 
tance states that the draft is to be paid 
only at such bank or place. Section 
3-501(b)(1) (A.C.A. § 4-3-501(b)(1)) states 
that if an instrument is payable at a bank 
in the United States presentment must be 
made at the place of payment (Section 


COMMENTARIES 


3-111) (A.C.A. § 4-3-111) which in this 
case is at the designated bank. 
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Comment to § 3-411 (A.C.A. § 4-3-411) 


1. In some cases a creditor may require 
that the debt be paid by an obligation of a 
bank. The debtor may comply by obtain- 
ing certification of the debtor’s check, but 
more frequently the debtor buys from a 
bank a cashier’s check or teller’s check 
payable to the creditor. The check is taken 
by the creditor as a cash equivalent on the 
assumption that the bank will pay the 
check. Sometimes, the debtor wants to 
retract payment by inducing the obligated 
bank not to pay. The typical case involves 
a dispute between the parties to the trans- 
action in which the check is given in 
payment. In the case of a certified check or 
cashier’s check, the bank can safely pay 
the holder of the check despite notice that 
there may be an adverse claim to the 
check (Section 3-602) (A.C.A. § 4-3-602). 
It is also clear that the bank that sells a 
teller’s check has no duty to order the 
bank on which it is drawn not to pay it. A 
debtor using any of these types of checks 
has no right to stop payment. Neverthe- 
less, some banks will refuse payment as 
an accommodation to a customer. Section 
3-411 (A.C.A. § 4-8-411) is designed to 
discourage this practice. 

2. The term “obligated bank” refers to 
the issuer of the cashier’s check or teller’s 
check and the acceptor of the certified 
check. If the obligated bank wrongfully 
refuses to pay, it is liable to pay for ex- 
penses and loss of interest resulting from 
the refusal to pay. There is no express 
provision for attorney’ fees, but attor- 
ney’s fees are not meant to be necessarily 
excluded. They could be granted because 
they fit within the language 
“expenses...resulting from the nonpay- 
ment.” In addition the bank may be liable 
to pay consequential damages if it has 


notice of the particular circumstances giv- 
ing rise to the damages. 

3. Subsection (c) (A.C.A. § 4-3-411(c)) 
provides that expenses or consequential 
damages are not recoverable if the refusal 
to pay is because of the reasons stated. 
The purpose is to limit that recovery to 
cases in which the bank refuses to pay 
even though its obligation to pay is clear 
and it is able to pay. Subsection (b) (A.C.A. 
§ 4-3-411(b)) applies only if the refusal to 
honor the check is wrongful. If the bank is 
not obliged to pay there is no recovery. The 
bank may assert any claim or defense that 
it has, but normally the bank would not 
have a claim or defense. In the usual case 
it is a remitter that is asserting a claim to 
the check on the basis of a rescission of 
negotiation to the payee under Section 
3-202 (A.C.A. § 4-3-202). See Comment 2 
to Section 3-201 (A.C.A. § 4-3-201). The 
bank can assert that claim if there is 
compliance with Section 3-305(c) (A.C.A. 
§ 4-3-305(c)), but the bank is not pro- 
tected from damages under subsection (b) 
(A.C.A. § 4-3-411(b)) if the claim of the 
remitter is not upheld. In that case, the 
bank is insulated from damages only if 
payment is enjoined under Section 
3-602(b)(1) (A.C.A. § 4-3-602(b)(1)). Sub- 
section (c)(111) (A.C.A. § 4-3-411(c)(i1i)) re- 
fers to cases in which the bank may have 
a reasonable doubt about the identity of 
the person demanding payment. For ex- 
ample, a cashier’s check is payable to 
“Supplier Co.” The person in possession of 
the check claims to be an officer of Sup- 
plier Co. The bank may refuse payment 
until it has been given adequate proof that 
the presentment in fact is being made for 
Supplier Co., the person entitled to en- 
force the check. 


Comment to § 3-412 (A.C.A. § 4-3-412) 


1. The obligations of the maker, accep- 
tor, drawer, and indorser are stated in 
four separate sections. Section 3-412 
(A.C.A. § 4-3-412) states the obligation of 
the maker of a note and is consistent with 
former Section 3-413(1). Section 3-412 
(A.C.A. § 4-3-412) also applies to the is- 


suer of a cashier’s check or other draft 
drawn on the drawer. Under former Sec- 
tion 3-118(a), since a cashier’s check or 
other draft drawn on the drawer was 
“effective as a note,” the drawer was liable 
under former Section 3-413(1) as a maker. 
Under Sections 3-103(a)(6) and 3-104(f) 
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(A.C.A. §§ 4-3-103(a)(6) and 4-3-104(f)) a 
cashier’s check or other draft drawn on 
the drawer is treated as a draft to reflect 
common commercial usage, but the liabil- 
ity of the drawer is stated by Section 3-412 
(A.C.A. § 4-3-412) as being the same as 
that of the maker of a note rather than 
that of the drawer of a draft. Thus, Section 
3-412 (A.C.A. § 4-3-412) does not in sub- 
stance change former law. 
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2. Under Section 3-105(b) (A.C.A. § 4- 
3-105(b)) nonissuance of either a complete 
or incomplete instrument is a defense by a 
maker or drawer against a person that is 
not a holder in due course. 

3. The obligation of the maker may be 
modified in the case of alteration if, under 
Section 3-406 (A.C.A. § 4-3-406), the 
maker is precluded from asserting the 
alteration. 


Comment to § 3-413 (A.C.A. § 4-3-413) 


Subsection (a) (A.C.A. § 4-3-413(a)) is 
consistent with former Section 3-413(1). 
Subsection (b) (A.C.A. § 4-3-413(b)) has 
primary importance with respect to certi- 
fied checks. It (A.C.A. § 4-3-413(b)) pro- 
tects the holder in due course of a certified 
check that was altered after certification 


and before negotiation to the holder in due 
course. A bank can avoid liability for the 
altered amount by stating on the check 
the amount the bank agrees to pay. The 
subsection applies to other accepted drafts 
as well. 


Comment to § 3-414 (A.C.A. § 4-3-414) 


1. Subsection (a) (A.C.A. § 4-3-414(a)) 
excludes cashier’s checks because the ob- 
ligation of the issuer of a cashier’s check is 
stated in Section 3-412 (A.C.A. § 4-3-412). 

2. Subsection (b) (A.C.A. § 4-3-414(b)) 
states the obligation of the drawer on an 
unaccepted draft. It (A.C.A. § 4-3-414(b)) 
replaces former Section 3-413(2). The re- 
quirement under former Article 3 of notice 
of dishonor or protest has been elimi- 
nated. Under revised Article 3 (A.C.A. 
§ 4-3-101 et seq.), notice of dishonor is 
necessary only with respect to indorser’s 
liability. The liability of the drawer of an 
unaccepted draft is treated as a primary 
liability. Under former Section 3-102(1)(d) 
the term “secondary party” was used to 
refer to a drawer or indorser. The quoted 
term is not used in revised Article 3 
(A.C.A. § 4-3-101 et seq.). The effect of a 
draft drawn without recourse is stated in 
subsection (e) (A.C.A. § 4-3-414(e)). 

3. Under subsection (c) (A.C.A. § 4-3- 
414(c)) the drawer is discharged of liabil- 
ity on a draft accepted by a bank regard- 
less of when acceptance was obtained. 
This changes former Section 3-411(1) 
which provided that the drawer is dis- 
charged only if the holder obtains accep- 
tance. Holders that have a bank obligation 
do not normally rely on the drawer to 
guarantee the bank’s solvency. A holder 
can obtain protection against the insol- 
vency of a bank acceptor by a specific 


guaranty of payment by the drawer or by 
obtaining an indorsement by the drawer. 
Section 3-205(d) (A.C.A. § 4-3-205(d)). 

4. Subsection (d) (A.C.A. § 4-3-414(d)) 
states the liability of the drawer if a draft 
is accepted by a drawee other than a bank 
and the acceptor dishonors. The drawer of 
an unaccepted draft is the only party 
liable on the instrument. The drawee has 
no liability on the draft. Section 3-408 
(A.C.A. § 4-3-408). When the draft is ac- 
cepted, the obligations change. The 
drawee, as acceptor, becomes primarily 
liable and the drawer’s liability is that of a 
person secondarily liable as a guarantor 
or payment. The drawer’s liability is iden- 
tical to that of an indorser, and subsection 
(d) (A.C.A. § 4-3-414(d)) states the draw- 
er’s liability that way. The drawer is liable 
to pay the person entitled to enforce the 
draft or any indorser that pays pursuant 
to Section 3-415 (A.C.A. § 4-3-415). The 
drawer in this case is discharged if notice 
of dishonor is required by Section 3-503 
(A.C.A. § 4-3-503) and is not given in 
compliance with that section. A drawer 
that pays has a right of recourse against 
the acceptor. Section 3-413(a) (A.C.A. § 4- 
3-413(a)). 

5. Subsection (e) (A.C.A. § 4-3-414(e)) 
does not permit the drawer of a check to 
avoid liability under subsection (b) (A.C.A. 
§ 4-3-414(b)) by drawing the check with- 
out recourse. There is no legitimate pur- 
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pose served by issuing a check on which 
nobody is liable. Drawing without re- 
course is effective to disclaim liability of 
the drawer if the draft is not a check. 
Suppose, in a documentary sale, Seller 
draws a draft on Buyer for the price of 
goods shipped to Buyer. The draft is pay- 
able upon delivery to the drawee of an 
order bill of lading covering the goods. 
Seller delivers the draft with the bill of 
lading to Finance Company that is named 
as payee of the draft. If Seller draws 
without recourse Finance Company takes 
the risk that Buyer will dishonor. If Buyer 
dishonors, Finance Company has no re- 
course against Seller but it can obtain 
reimbursement by selling the goods which 
it controls through the bill of lading. 

6. Subsection (f) (A.C.A. § 4-3-414(f)) is 
derived from former Section 3-502(1)(b). It 
is designed to protect the drawer of a 
check against loss resulting from suspen- 
sion of payments by the drawee bank 
when the holder of the check delays col- 
lection of the check. For example, X writes 
a check payable to Y for $1,000. The check 
is covered by funds in X’s account in the 
drawee bank. Y delays initiation of collec- 
tion of the check for more than 30 days 
after the date of the check. The drawee 
bank suspends payments after the 30-day 
period and before the check is presented 
for payment. If the $1,000 of funds in X’s 
account have not been withdrawn, X has a 
claim for those funds against the drawee 
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bank and, if subsection (e) (A.C.A. § 4-3- 
414(e)) were not in effect, X would be 
liable to Y on the check because the check 
was dishonored. Section 3-502(e) (A.C.A. 
§ 4-3-502(e)). If the suspension of pay- 
ments by the drawee bank will result in 
payment to X of less than the full amount 
of the $1,000 in the account or if there is a 
significant delay in payment to X, X will 
suffer a loss which would not have been 
suffered if Y had promptly initiated collec- 
tion of the check. In most cases, X will not 
suffer any loss because of the existence of 
federal bank deposit insurance that covers 
accounts up to $100,000. Thus, subsection 
(e) (A.C.A. § 4-3-414(e)) has relatively lit- 
tle importance. There might be some 
cases, however, in which the account is not 
fully insured because it exceeds $100,000 
or because the account doesn’t qualify for 
deposit insurance. Subsection (f) (A.C.A. 
§ 4-3-414(f)) retains the phrase “deprived 
of funds maintained with the drawee” 
appearing in former Section 3-502(1)(b). 
The quoted phrase applies if the suspen- 
sion of payments by the drawee prevents 
the drawer from receiving the benefit of 
funds which would have paid the check if 
the holder had been timely in initiating 
collection. Thus, any significant delay in 
obtaining full payment of the funds is a 
deprivation of funds. The drawer can dis- 
charge drawer’s liability by assigning 
rights against the drawee with respect to 
the funds to the holder. 


Comment to § 3-415 (A.C.A. § 4-3-415) 


1. Subsections (a) and (b) (A.C.A. § 4- 
3-415(a) and (b)) restate the substance of 
former Section 3-414(1). Subsection (2) of 
former Section 3-414 has been dropped 
because it is superfluous. Although notice 
of dishonor is not mentioned in subsection 
(a) (A.C.A. § 4-3-415(a)), it must be given 
in some cases to charge an indorser. It is 
covered in subsection (c) (A.C.A. § 4-3- 
415(c)). Regulation CC § 229.35(b) pro- 
vides that a bank handling a check for 
collection or return is liable to a bank that 
subsequently handles the check to the 
extent the latter bank does not receive 
payment for the check. This liability ap- 
plies whether or not the bank incurring 
the liability indorsed the check. 

2. Section 3-503 (A.C.A. § 4-3-503) 
states when notice of dishonor is required 
and how it must be given. If required 


notice of dishonor is not given in compli- 
ance with Section 3-503 (A.C.A. § 4-3- 
503), subsection (c) of Section 3-415 
(A.C.A. § 4-3-415(c)) states that the effect 
is to discharge the indorser’s obligation. 

3. Subsection (d) (A.C.A. § 4-3-415(d)) 
is similar in effect to Section 3-414(c) 
(A.C.A. § 4-3-414(c)) if the draft is ac- 
cepted by a bank after the indorsement is 
made. See Comment 3 to Section 3-414 
(A.C.A. § 4-3-414). If a draft is accepted 
by a bank before the indorsement is made, 
the indorser incurs the obligation stated 
in subsection (a) (A.C.A. § 4-3-415(a)). 

4. Subsection (e) (A.C.A. § 4-3-415(e)) 
modified former Sections 3-503(2)(b) and 
3-502(1)(a) by stating a 30-day rather 
than a seven-day period, and stating it as 
an absolute rather than a presumptive 
period. 
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5. As stated in subsection (a) (A.C.A. 
§ 4-3-415(a)) the obligation of an indorser 
to pay the amount due on the instrument 
is generally owed not only to a person 
entitled to enforce the instrument but also 
to a subsequent indorser who paid the 
instrument. But if the prior indorser and 
the subsequent indorser are both anoma- 
lous indorsers, this rule does not apply. In 
that case, Section 3-116 (A.C.A. § 4-3-116) 
applies. Under Section 3-116(a) (A.C.A. 
§ 4-3-116(a)), the anomalous indorsers 
are jointly and severally liable and if ei- 
ther pays the instrument the indorser 
who pays has a right of contribution 
against the other. Section 3-116(b) (A.C.A. 
§ 4-3-116(b)). The right to contribution in 
Section 3-116(b) (A.C.A. § 4-3-116(b)) is 
subject to “agreement of the affected par- 
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ties.” Suppose the subsequent indorser 
can prove an agreement with the prior 
indorser under which the prior indorser 
agreed to treat the subsequent indorser as 
a guarantor of the obligation of the prior 
indorser. Rights of the two indorsers be- 
tween themselves would be governed by 
the agreement. Under suretyship law, the 
subsequent indorser under such an agree- 
ment is referred to as a sub-surety. Under 
the agreement, if the subsequent indorser 
pays the instrument there is a right to 
reimbursement from the prior indorser; if 
the prior indorser pays the instrument, 
there is no right of recourse against the 
subsequent indorser. See PEB Commen- 
tary No. 11, dated February 10, 1994 
[Appendix II at end of Volume 3b]. 


Comment to § 3-416 (A.C.A. § 4-3-416) 


1. Subsection (a) (A.C.A. § 4-3-416(a)) 
is taken from subsection (2) of former 
Section 3-417. Subsections (3) and (4) of 
former Section 3-417 are deleted. Warran- 
ties under subsection (a) (A.C.A. § 4-3- 
416(a)) in favor of the immediate trans- 
feree apply to all persons who transfer an 
instrument for consideration whether or 
not the transfer is accompanied by in- 
dorsement. Any consideration sufficient to 
support a simple contract will support 
those warranties. If there is an indorse- 
ment the warranty runs with the instru- 
ment and the remote holder may sue the 
indorser-warrantor directly and thus 
avoid a multiplicity of suits. 

2. Since the purpose of transfer (Sec- 
tion 3-203(a)) (A.C.A. § 4-3-203(a)) is to 
give the transferee the right to enforce the 
instrument, subsection (a)(1) (A.C.A. § 4- 
3-416(a)(1)) is a warranty that the trans- 
feror is a person entitled to enforce the 
instrument (Section 3-301) (A.C.A. § 4-3- 
301). Under Section 3-203(b) (A.C.A. § 4- 
3-203(b)) transfer gives the transferee any 
right of the transferor to enforce the in- 
strument. Subsection (a)(1) (A.C.A. § 4-3- 
416(a)(1)) is in effect a warranty that 
there are no unauthorized or missing 
indorsements that prevent the transferor 
from making the transferee a person en- 
titled to enforce the instrument. 

3. The rationale of subsection (a)(4) 
(A.C.A. § 4-3-416(a)(4)) is that the trans- 
feree does not undertake to buy an instru- 


ment that is not enforceable in whole or in 
part, unless there is a contrary agree- 
ment. Even if the transferee takes as a 
holder in due course who takes free of the 
defense or claim in recoupment, the war- 
ranty gives the transferee the option of 
proceeding against the transferor rather 
than litigating with the obligor on the 
instrument the issue of the holder-in-due- 
course status of the transferee. Subsection 
(3) of former Section 3-417 which limits 
this warranty is deleted. The rationale is 
that while the purpose of a “no recourse” 
indorsement is to avoid a guaranty of 
payment, the indorsement does not 
clearly indicate an intent to disclaim war- 
ranties. 

4. Under subsection (a)(5) (A.C.A. § 4- 
3-416(a)(5)) the transferor does not war- 
rant against difficulties of collection, im- 
pairment of the credit of the obligor or 
even insolvency. The transferee is ex- 
pected to determine such questions before 
taking the obligation. If insolvency pro- 
ceedings as defined in Section 1-201(22) 
(A.C.A. § 4-1-201(22)) have been insti- 
tuted against the party who is expected to 
pay and the transferor knows it, the con- 
cealment of that fact amounts to a fraud 
upon the transferee, and the warranty 
against knowledge of such proceedings is 
provided accordingly. 

5. Transfer warranties may be dis- 
claimed with respect to any instrument 
except a check. Between the immediate 
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parties disclaimer may be made by agree- 
ment. In the case of an indorser, dis- 
claimer of transferor’s liability, to be effec- 
tive, must appear in the indorsement with 
words such as “without warranties” or 
some other specific reference to warran- 
ties. But in the case of a check, subsection 
(c) of Section 3-416 (A.C.A. § 4-3-416(c)) 
provides that transfer warranties cannot 
be disclaimed at all. In the check collec- 
tion process the banking system relies on 
these warranties. 

6. Subsection (b) (A.C.A. § 4-3-416(b)) 
states the measure of damages for breach 
of warranty. There is no express provision 
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for attorney’s fees, but attorney’s fees are 
not meant to be necessarily excluded. 
They could be granted because they fit 
within the phrase “expenses...incurred as 
a result of the breach.” The intention is to 
leave to other state law the issue as to 
when attorney’s fees are recoverable. 

7. Since the traditional term “cause of 
action” may have been replaced in some 
states by “claim for relief” or some equiv- 
alent term, the words “cause of action” in 
subsection (d) (A.C.A. § 4-3-416(d)) have 
been bracketed to indicate that the words 
may be replaced by an appropriate substi- 
tute to conform to local practice. 


Comment to § 3-417 (A.C.A. § 4-3-417) 


1. This section (A.C.A. § 4-3-417) re- 
places subsection (1) of former Section 
3-417. The former provision was difficult 
to understand because it purported to 
state in one subsection all warranties 
given to any person paying any instru- 
ment. The result was a provision replete 
with exceptions that could not be readily 
understood except after close scrutiny of 
the language. In revised Section 3-417 
(A.C.A. § 4-3-417), presentment warran- 
ties made to drawees of uncertified checks 
and other unaccepted drafts are stated in 
subsection (a) (A.C.A. § 4-3-417(a)). All 
other presentment warranties are stated 
in subsection (d) (A.C.A. § 4-3-417(d)). 

2. Subsection (a) (A.C.A. § 4-3-417(a)) 
states three warranties. Subsection (a)(1) 
(A.C.A. § 4-3-417(a)(1)) in effect is a war- 
ranty that there are no unauthorized or 
missing indorsements. “Person entitled to 
enforce” is defined in Section 3-301 (A.C.A. 
§ 4-3-301). Subsection (a)(2) (A.C.A. § 4- 
3-417(a)(2)) is a warranty that there is no 
alteration. Subsection (a)(3) (A.C.A. § 4- 
3-417(a)(3)) is a warranty of no knowledge 
that there is a forged drawer’s signature. 
Subsection (a) (A.C.A. § 4-3-417(a)) states 
that the warranties are made to the 
drawee and subsections (b) and (c) (A.C.A. 
§ 4-3-417(b) and (c)) identify the drawee 
as the person entitled to recover for 
breach of warranty. There is no warranty 
made to the drawer under subsection (a) 
(A.C.A. § 4-3-417(a)) when presentment 
is made to the drawee. Warranty to the 
drawer is governed by subsection (d) 
(A.C.A. § 4-3-417(d)) and that applies 
only when presentment for payment is 


made to the drawer with respect to a 
dishonored draft. In Sun ‘N Sand, Inc. v. 
United California Bank, 582 P.2d 920 
(Cal.1978), the court held that under 
former Section 3-417(1) a warranty was 
made to the drawer of a check when the 
check was presented to the drawee for 
payment. The result in that case is re- 
jected. 

3. Subsection (a)(1) (A.C.A. § 4-3- 
417(a)(1)) retains the rule that the drawee 
does not admit the authenticity of 
indorsements and_ subsection (a)(3) 
(A.C.A. § 4-3-417(a)(3)) retains the rule of 
Price v. Neal, 3 Burr. 1354 (1762), that the 
drawee takes the risk that the drawer’s 
signature is unauthorized unless the per- 
son presenting the draft has knowledge 
that the drawer’s signature is unautho- 
rized. Under subsection (a)(3) (A.C.A. § 4- 
3-417(a)(3)) the warranty of no knowledge 
that the drawer’s signature is unautho- 
rized is also given by prior transferors of 
the draft. 

4. Subsection (d) (A.C.A. § 4-3-417(d)) 
applies to presentment for payment in all 
cases not covered by subsection (a) (A.C.A. 
§ 4-3-417(a)). It (A.C.A. § 4-3-417(d)) ap- 
plies to presentment of notes and accepted 
drafts to any party obliged to pay the 
instrument, including an indorser, and to 
presentment of dishonored drafts if made 
to the drawer or an indorser. In cases 
covered by subsection (d) (A.C.A. § 4-3- 
417(d)), there is only one warranty and it 
is the same as that stated in subsection 
(a)(1) (A.C.A. § 4-3-417(a)(1)). There are 
no warranties comparable to subsections 
(a2) and (a)(3) (A.C.A. § 4-3-417(a)(2) 
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and (a)(3)) because they are appropriate 
only in the case of presentment to the 
drawee of an unaccepted draft. With re- 
spect to presentment of an accepted draft 
to the acceptor, there is no warranty with 
respect to alteration or knowledge that 
the signature of the drawer is unautho- 
rized. Those warranties were made to the 
drawee when the draft was presented for 
acceptance (Section 3-417(a)(2) and (3)) 
(A.C.A. § 4-3-417(a)(2) and (3)) and 
breach of that warranty is a defense to the 
obligation of the drawee as acceptor to pay 
the draft. If the drawee pays the accepted 
draft the drawee may recover the pay- 
ment from any warrantor who was in 
breach of warranty when the draft was 
accepted. Section 3-417(b) (A.C.A. § 4-3- 
417(b)). Thus, there is no necessity for 
these warranties to be repeated when the 
accepted draft is presented for payment. 
Former Section 3-417(b)(iii) and (c)(iii) are 
not included in revised Section 3-417 
(A.C.A. § 4-3-417) because they are un- 
necessary. Former Section 3-417(c)(iv) is 
not included because it is also unneces- 
sary. The acceptor should know what the 
terms of the draft were at the time accep- 
tance was made. 

If presentment is made to the drawer or 
maker, there is no necessity for a war- 
ranty concerning the signature of that 
person or with respect to alteration. If 
presentment is made to an indorser, the 
indorser had itself warranted authenticity 
of signatures and that the instrument was 
not altered. Section 3-416(a)(2) and (3) 
(A.C.A. § 4-3-416(a)(2) and (3)). 

5. The measure of damages for breach 
of warranty under subsection (a) (A.C.A. 
§ 4-3-417(a)) is stated in subsection (b) 
(A.C.A. § 4-3-417(b)). There is no express 
provision for attorneys fees, but attor- 
ney’s fees are not meant to be necessarily 


UNIFORM COMMERCIAL CODE 


excluded. They could be granted because 
they fit within the language 
“expenses...resulting from the breach.” 
Subsection (b) (A.C.A. § 4-3-417(b)) pro- 
vides that the right of the drawee to 
recover for breach of warranty is not af- 
fected by a failure of the drawee to exer- 
cise ordinary care in paying the draft. 
This provision follows the result reached 
under former Article 3 in Hartford Acci- 
dent & Indemnity Co. v. First Pennsylva- 
nia Bank, 859 F.2d 295 (3d Cir.1988). 

6. Subsection (c) (A.C.A. § 4-3-417(c)) 
applies to checks and other unaccepted 
drafts. It gives to the warrantor the ben- 
efit of rights that the drawee has against 
the drawer under Section 3-404, 3-405, 
3-406, or 4-406 (A.C.A. §§ 4-3-404, 4-3- 
405, 4-3-406, or 4-4-406). If the drawer’s 
conduct contributed to a loss from forgery 
or alteration, the drawee should not be 
allowed to shift the loss from the drawer 
to the warrantor. 

7. The first sentence of subsection (e) 
(A.C.A. § 4-3-417(e)) recognizes that 
checks are normally paid by automated 
means and that payor banks rely on war- 
ranties in making payment. Thus, it is not 
appropriate to allow disclaimer of warran- 
ties appearing on checks that normally 
will not be examined by the payor bank. 
The second sentence requires a breach of 
warranty claim to be asserted within 30 
days after the drawee learns of the breach 
and the identity of the warrantor. 

8. Since the traditional term “cause of 
action” may have been replaced in some 
states by “claim for relief” or some equiv- 
alent term, the words “cause of action” in 
subsection (f) (A.C.A. § 4-3-417(f)) have 
been bracketed to indicate that the words 
may be replaced by an appropriate substi- 
tute to conform to local practice. 


Comment to § 3-418 (A.C.A. § 4-3-418) 


1. This section covers payment or ac- 
ceptance by mistake and replaces former 


Section 3-418. Under former Article 3, the © 


remedy of a drawee that paid or accepted 
a draft by mistake was based on the law of 
mistake and restitution, but that remedy 
was not specifically stated. It was pro- 
vided by Section 1-103 (A.C.A. § 4-1-1083). 
Former Section 3-418 was simply a limi- 
tation on the unstated remedy under the 


law of mistake and restitution. Under 
revised Article 3 (A.C.A. § 4-3-101 et 
seq.), Section 3-418 specifically states the 
right of restitution in subsections (a) and 
(b) (A.C.A. § 4-3-418(a) and (b)). Subsec- 
tion (a) (A.C.A. § 4-3-418(a)) allows resti- 
tution in the two most common cases in 
which the problem is presented: payment 
or acceptance of forged checks and checks 
on which the drawer has stopped pay- 
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ment. If the drawee acted under a mis- 
taken belief that the check was not forged 
or had not been stopped, the drawee is 
entitled to recover the funds paid or to 
revoke the acceptance whether or not the 
drawee acted negligently. But in each 
case, by virtue of subsection (c) (A.C.A. 
§ 4-3-418(c)), the drawee loses the rem- 
edy if the person receiving payment or 
acceptance was a person who took the 
check in good faith and for value or who in 
good faith changed position in reliance on 
the payment or acceptance. Subsections 
(a) and (c) (A.C.A. § 4-3-418(a) and (c)) 
are consistent with former Section 3-418 
and the rule of Price v. Neal. The result in 
the two cases covered by subsection (a) 
(A.C.A. § 4-3-418(a)) is that the drawee in 
most cases will not have a remedy against 
the person paid because there is usually a 
person who took the check in good faith 
and for value or who in good faith changed 
position in reliance on the payment or 
acceptance. 

2. If a check has been paid by mistake 
and the payee receiving payment did not 
give value for the check or did not change 
position in reliance on the payment, the 
drawee bank is entitled to recover the 
amount of the check under subsection (a) 
(A.C.A. § 4-3-418(a)) regardless of how 
the check was paid. The drawee bank 
normally pays a check by a credit to an 
account of the collecting bank that pre- 
sents the check for payment. The payee of 
the check normally receives the payment 
by a credit to the payee’s account in the 
depositary bank. But in some cases the 
payee of the check may have received 
payment directly from the drawee bank by 
presenting the check for payment over the 
counter. In those cases the payee is enti- 
tled to receive cash, but the payee may 
prefer another form of payment such as a 
cashier’s check or teller’s check issued by 
the drawee bank. Suppose Seller con- 
tracted to sell goods to Buyer. The con- 
tract provided for immediate payment by 
Buyer and delivery of the goods 20 days 
after payment. Buyer paid by mailing a 
check for $10,000 drawn on Bank payable 
to Seller. The next day Buyer gave a stop 
payment order to Bank with respect to the 
check Buyer had mailed to Seller. A few 
days later Seller presented Buyer’s check 
to Bank for payment over the counter and 
requested a cashier’s check as payment. 
Bank issued and delivered a cashier’s 
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check for $10,000 payable to Seller. The 
teller failed to discover Buyer’s stop order. 
The next day Bank discovered the mistake 
and immediately advised Seller of the 
facts. Seller refused to return the cashier’s 
check and did not deliver any goods to 
Buyer. 

Under Section 4-215 (A.C.A. § 4-4-215), 
Buyer’s check was paid by Bank at the 
time it delivered its cashier’s check to 
Seller. See Comment 3 to Section 4-215 
(A.C.A. § 4-4-215). Bank is obliged to pay 
the cashier’s check and has no defense to 
that obligation. The cashier’s check was 
issued for consideration because it was 
issued in payment of Buyer’s check. AIl- 
though Bank has no defense on its cash- 
ier’s check, it may have a right to recover 
$10,000, the amount of Buyer’s check, 
from Seller under Section 3-418(a) (A.C.A. 
§ 4-3-418(a)). Bank paid Buyer’s check by 
mistake. Seller did not give value for Buy- 
er’s check because the promise to deliver 
goods to Buyer was never performed. Sec- 
tion 3-303(a)(1) (A.C.A. § 4-3-3039(a)(1)). 
And, on these facts, Seller did not change 
position in reliance on the payment of 
Buyer’s check. Thus, the first sentence of 
Section 3-418(c) (A.C.A. § 4-3-418(c)) does 
not apply and Seller is obliged to return 
$10,000 to Bank. Bank is obliged to pay 
the cashier’s check but it has a counter- 
claim against Seller based on its rights 
under Section 3-418(a) (A.C.A. § 4-3- 
418(a)). This claim can be asserted 
against Seller, but it cannot be asserted 
against some other person with rights of a 
holder in due course of the cashier’s check. 
A person without rights of a holder in due 
course of the cashier’s check would take 
subject to Bank’s claim against Seller be- 
cause it is a claim in recoupment. Section 
3-305(a)(3) (A.C.A. § 4-3-305(a)(3)). If 
Bank recovers from Seller under 
§ 3-418(a) (A.C.A. § 4-3-418(a)), the pay- 
ment of Buyer’s check is treated as unpaid 
and dishonored. Section 3-418(d) (A.C.A. 
§ 4-3-418(d)). One consequence is that 
Seller may enforce Buyer’s obligation as 
drawer to pay the check. Section 3-414 
(A.C.A. § 4-3-414). Another consequence 
is that Seller’s rights against Buyer on the 
contract of sale are also preserved. Under 
Section 3-310(b) (A.C.A. § 4-3-310(b)) 
Buyer’s obligation to pay for the goods was 
suspended when Seller took Buyer’s check 
and remains suspended until the check is 
either dishonored or paid. Under Section 
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3-310(b)(1) (A.C.A. § 4-3-310(b)(1)) the 
obligation is discharged when the check is 
paid. Since Section 3-418(d) (A.C.A. § 4- 
3-418(d)) treats Buyer’s check as unpaid 
and dishonored, Buyer’s obligation is not 
discharged and suspension of the obliga- 
tion terminates. Under Section 
3-310(b)(3) (A.C.A. § 4-3-310(b)(3)), Seller 
may enforce either the contract of sale or 
the check subject to defenses and claims of 
Buyer. 

If Seller had released the goods to 
Buyer before learning about the stop or- 
der, Bank would have no recovery against 
Seller under Section 3-418(a) (A.C.A. § 4- 
3-418(a)) because Seller in that case gave 
value for Buyer’s check. Section 3-418(c) 
(A.C.A. § 4-3-418(c)). In this case Bank’s 
sole remedy is under Section 4-407 (A.C.A. 
§ 4-4-407) by subrogation. 

3. Subsection (b) (A.C.A. § 4-3-418(b)) 
covers cases of payment or acceptance by 
mistake that are not covered by subsec- 
tion (a) (A.C.A. § 4-3-418(a)). It directs 
courts to deal with those cases under the 
law governing mistake and restitution. 
Perhaps the most important class of cases 
that falls under subsection (b) (A.C.A. 
§ 4-3-418(b)), because it is not covered by 
subsection (a) (A.C.A. § 4-3-418(a)), is 
that of payment by the drawee bank of a 
check with respect to which the bank has 
no duty to the drawer to pay either be- 
cause the drawer has no account with the 
bank or because available funds in the 
drawer’s account are not sufficient to 
cover the amount of the check. With re- 
spect to such a case, under Restatement of 
Restitution § 29, if the bank paid because 
of a mistaken belief that there were avail- 
able funds in the drawer’s account suffi- 
cient to cover the amount of the check, the 
bank is entitled to restitution. But § 29 is 
subject to Restatement of Restitution 
§ 33 which denies restitution if the holder 
of the check receiving payment paid value 
in good faith for the check and had no 
reason to know that the check was paid by 
mistake when payment was received. 

The result in some cases is clear. For 
example, suppose Father gives Daughter 
a check for $10,000 as a birthday gift. The 
check is drawn on Bank in which both 
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Father and Daughter have accounts. 
Daughter deposits the check in her ac- 
count in Bank. An employee of Bank, 
acting under the belief that there were 
available funds in Father’s account to 
cover the check, caused Daughter’s ac- 
count to be credited for $10,000. In fact, 
Father’s account was overdrawn and Fa- 
ther did not have overdraft privileges. 
Since Daughter received the check gratu- 
itously there is clear unjust enrichment if 
she is allowed to keep the $10,000 and 
Bank is unable to obtain reimbursement 
from Father. Thus, Bank should be per- 
mitted to reverse the credit to Daughter’s 
account. But this case is not typical. In 
most cases the remedy of restitution will 
not be available because the person re- 
ceiving payment of the check will have 
given value for it in good faith. 

In some cases, however, it may not be 
clear whether a drawee bank should have 
a right of restitution. For example, a 
check-kiting scheme may involve a large 
number of checks drawn on a number of 
different banks in which the drawer’s 
credit balances are based on uncollected 
funds represented by fraudulently drawn 
checks. No attempt is made in Section 
3-418 (A.C.A. § 4-3-418) to state rules for 
determining the conflicting claims of the 
various banks that may be victimized by 
such a scheme. Rather, such cases are 
better resolved on the basis of general 
principles of law and the particular facts 
presented in the litigation. 

The right of the drawee to recover a 
payment or to revoke an acceptance under 
Section 3-418 (A.C.A. § 4-3-418) is not 
affected by the rules under Article 4 
(A.C.A. § 4-4-101 et seq.) that determine 
when an item is paid. Even though a 
payor bank may have paid an item under 
Section 4-215 (A.C.A. § 4-4-215), it may 
have a right to recover the payment under 
Section 3-418 (A.C.A. § 4-3-418). National 
Savings & Trust Co. v. Park Corp., 722 
F.2d 1308 (6th Cir. 1983), cert. denied, 466 
U.S. 939 (1984), correctly states the law 
on the issue under former Article 3. Re- 
vised Article 3 (A.C.A. § 4-3-101 et seq.) 
does not change the previous law. 
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Comment to § 3-419 (A.C.A. § 4-3-419) 


1. Section 3-419 (A.C.A. § 4-3-419) re- 
places former Sections 3-415 and 3-416. 
An accommodation party is a person who 
signs an instrument to benefit the accom- 
modated party either by signing at the 
time value is obtained by the accommo- 
dated party or later, and who is not a 
direct beneficiary of the value obtained. 
An accommodation party will usually be a 
co-maker or anomalous indorser. Subsec- 
tion (a) (A.C.A. § 4-3-419(a)) distin- 
guishes between direct and indirect bene- 
fit. For example, if X cosigns a note of 
Corporation that is given for a loan to 
Corporation, X is an accommodation party 
if no part of the loan was paid to X or for 
X’s direct benefit. This is true even though 
X may receive indirect benefit from the 
loan because X is employed by Corpora- 
tion or is a stockholder of Corporation, or 
even if X is the sole stockholder so long as 
Corporation and X are recognized as sep- 
arate entities. 

2. It does not matter whether an ac- 
commodation party signs gratuitously ei- 
ther at the time the instrument is issued 
or after the instrument is in the posses- 
sion of a holder. Subsection (b) of Section 
3-419 (A.C.A. § 4-3-419(b)) takes the view 
stated in Comment 3 to former Section 
3-415 that there need be no consideration 
running to the accommodation party: 
“The obligation of the accommodation 
party is supported by any consideration 
for which the instrument is taken before it 
is due. Subsection (2) is intended to 
change occasional decisions holding that 
there is no sufficient consideration where 
an accommodation party signs a note after 
it is in the hands of a holder who has given 
value. The [accommodation] party is lia- 
ble to the holder in such a case even 
though there is no extension of time or 
other concession.” 

3. As stated in Comment 1, whether a 
person is an accommodation party is a 
question of fact. But it is almost always 
the case that a co-maker who signs with 
words of guaranty after the signature is 
an accommodation party. The same is true 
of an anomalous indorser. In either case a 
person taking the instrument is put on 
notice of the accommodation status of the 
co-maker or indorser. This is relevant to 


Section 3-605(h) (A.C.A. § 4-3-605(h)). 
But, under subsection (c) (A.C.A. § 4-3- 
419(c)), signing with words of guaranty or 
as an anomalous indorser also creates a 
presumption that the signer is an accom- 
modation party. A party challenging ac- 
commodation party status would have to 
rebut this presumption by producing evi- 
dence that the signer was in fact a direct 
beneficiary of the value given for the in- 
strument. 

4. Subsection (b) (A.C.A. § 4-3-419(b)) 
states that an accommodation party is 
liable on the instrument in the capacity in 
which the party signed the instrument. In 
most cases that capacity will be either 
that of a maker or indorser of a note. But 
subsection (d) (A.C.A. § 4-3-419(d)) pro- 
vides a limitation on subsection (b) 
(A.C.A. § 4-3-419(b)). If the signature of 
the accommodation party is accompanied 
by words indicating unambiguously that 
the party is guaranteeing collection rather 
than payment of the instrument, liability 
is limited to that stated in subsection (d) 
(A.C.A. § 4-3-419(d)), which is based on 
former Section 3-416(2). 

Former Article 3 was confusing because 
the obligation of a guarantor was covered 
both in Section 3-415 and in Section 
3-416. The latter section suggested that a 
signature accompanied by words of guar- 
anty created an obligation distinct from 
that of an accommodation party. Revised 
Article 3 (A.C.A. § 4-3-101 et seq.) elimi- 
nates that confusion by stating in Section 
3-419 (A.C.A. § 4-3-419) the obligation of 
a person who uses words of guaranty. 
Portions of former Section 3-416 are pre- 
served. Former Section 3-416(2) is re- 
flected in Section 3-419(d) (A.C.A. § 4-3- 
419(d)) and former Section 3-416(4) is 
reflected in Section 3-419(c) (A.C.A. § 4-3- 
419(c)). 

5. Subsection (e) (A.C.A. § 4-3-419(e)) 
restates subsection (5) of present subsec- 
tion 3-415 (A.C.A. § 4-3-415(5)). Since the 
accommodation party that pays the in- 
strument is entitled to enforce the instru- 
ment against the accommodation party, 
the accommodation party also obtains 
rights to any security interest or other 
collateral that secures payment of the 


instrument. 
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Comment to § 3-420 (A.C.A. § 4-3-420) 


1. Section 3-420 (A.C.A. § 4-3-420) is a 
modification of former Section 3-419. The 
first sentence of Section 3-420(a) (A.C.A. 
§ 4-3-420(a)) states a general rule that 
the law of conversion applicable to per- 
sonal property also applies to instru- 
ments. Paragraphs (a) and (b) of former 
Section 3-419(1) are deleted as inappro- 
priate in cases of noncash items that may 
be delivered for acceptance or payment in 
collection letters that contain varying in- 
structions as to what to do in the event of 
nonpayment on the day of delivery. It is 
better to allow such cases to be governed 
by the general law of conversion that 
would address the issue of when, under 
the circumstances prevailing, the present- 
er’s right to possession has been denied. 
The second sentence of Section 3-420(a) 
(A.C.A. § 4-3-420(a)) states that an in- 
strument is converted if it is taken by 
transfer other than a negotiation from a 
person not entitled to enforce the instru- 
ment or taken for collection or payment 
from a person not entitled to enforce the 
instrument or receive payment. This cov- 
ers cases in which a depositary or payor 
bank takes an instrument bearing a 
forged indorsement. It also covers cases in 
which an instrument is payable to two 
persons and the persons are not alterna- 
tive payees, e.g., a check payable to John 
and Jane Doe. Under Section 3-110(d) 
(A.C.A. § 4-3-110(d)) the check can be 
negotiated or enforced only by both per- 
sons acting jointly. Thus, neither payee 
acting without the consent of the other, is 
a person entitled to enforce the instru- 
ment. If John indorses the check and Jane 
does not, the indorsement is not effective 
to allow negotiation of the check. If Depos- 
itary Bank takes the check for deposit to 
John’s account. Depositary Bank is liable 
to Jane for conversion of the check if she 
did not consent to the transaction. John, 
acting alone, is not the person entitled to 
enforce the check because John is not the 
holder of the check. Section 3-110(d) 
(A.C.A. § 4-3-110(d)) and Comment 4 to 
Section 3-110 (A.C.A. § 4-3-110). Deposi- 
tary Bank does not get any greater rights 
under Section 4-205(1) (A.C.A. § 205(1)). 
If it acted for John as its customer, it did 
not become holder of the check under that 
provision because John, its customer, was 
not a holder. 


Under former Article 3, the cases were 
divided on the issue of whether the 
drawer of a check with a forged indorse- 
ment can assert rights against a deposi- 
tary bank that took the check. The last 
sentence of Section 3-420(a) (A.C.A. § 4- 
3-420(a)) resolves the conflict by following 
the rule stated in Stone & Webster Engi- 
neering Corp. v. First National Bank & 
Trust Co., 184 N.E.2d 358 (Mass. 1962). 
There is no reason why a drawer should 
have an action in conversion. The check 
represents an obligation of the drawer 
rather than property of the drawer. The 
drawer has an adequate remedy against 
the payor bank for recredit of the drawer’s 
account for unauthorized payment of the 
check. 

There was also a split of authority un- 
der former Article 3 on the issue of 
whether a payee who never received the 
instrument is a proper plaintiff in a con- 
version action. The typical case was one in 
which a check was stolen from the drawer 
or in which the check was mailed to an 
address different from that of the payee 
and was stolen after it arrived at that 
address. The thief forged the indorsement 
of the payee and obtained payment by 
depositing the check to an account in a 
depositary bank. The issue was whether 
the payee could bring an action in conver- 
sion against the depositary bank or the 
drawee bank. In revised Article 3 (A.C.A. 
§ 4-3-101 et seq.), under the last sentence 
of Section 3-420(a) (A.C.A. § 4-3-420(a)), 
the payee has no conversion action be- 
cause the check was never delivered to the 
payee. Until delivery, the payee does not 
have any interest in the check. The payee 
never became the holder of the check nor a 
person entitled to enforce the check. Sec- 
tion 3-301 (A.C.A. § 4-3-301). Nor is the 
payee injured by the fraud. Normally the 
drawer of a check intends to pay an obli- 
gation owed to the payee. But if the check 
is never delivered to the payee, the obli- 
gation owed to the payee is not affected. If 
the check falls into the hands of a thief 
who obtains payment after forging the 
signature of the payee as an indorsement, 
the obligation owed to the payee continues 
to exist after the thief receives payment. 
Since the payee’s right to enforce the un- 
derlying obligation is unaffected by the 
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fraud of the thief, there is no reason to 
give any additional remedy to the payee. 
The drawer of the check has no conversion 
remedy, but the drawee is not entitled to 
charge the drawer’s account when the 
drawee wrongfully honored the check. The 
remedy of the drawee is against the de- 
positary bank for breach of warranty un- 
der Section 3-417(a)(1) or 4-208(a)(1) 
(A.C.A. §8§ 4-3-417(a)(1) or 4-208(a)(1)). 
The loss will fall on the person who gave 
value to the thief for the check. 

The situation is different if the check is 
delivered to the payee. If the check is 
taken for an obligation owed to the payee, 
the last sentence of Section 3-310(b)(4) 
(A.C.A. § 4-3-310(b)(4)) provides that the 
obligation may not be enforced to the 
extent of the amount of the check. The 
payee’s rights are restricted to enforce- 
ment of the payee’s rights in the instru- 
ment. In this event, the payee is injured 
by the theft and has a cause of action for 
conversion. 

The payee receives delivery when the 
check comes in to the payee’s possession, 
as for example when it is put into the 
payee’s mailbox. Delivery to an agent is 
delivery to the payee. If a check is payable 
to more than one payee, delivery to one of 
the payees is deemed to be delivery to all 
of the payees. Occasionally, the person 
asserting a conversion cause of action is 
an indorsee rather than the original 
payee. If the check is stolen before the 
check can be delivered to the indorsee and 
the indorsee’s indorsement is forged, the 
analysis is similar. For example, a check is 
payable to the order of A. Aindorses it to B 
and puts it into an envelope addressed to 
B. The envelope is never delivered to B. 
Rather, Thief steals the envelope, forges 
B’s indorsement to the check and obtains 
payment. Because the check was never 
delivered to B, the indorsee, B has no 
cause of action for conversion, but A does 
have such an action. A is the owner of the 
check. B never obtained rights in the 
check. If A intended to negotiate the check 
to B in payment of an obligation, that 
obligation was not affected by the conduct 
of Thief. B can enforce that obligation. 
Thief stole A’s property not B’s. 

2. Subsection (2) of former Section 
3-419 is amended because it is not clear 
why the former law distinguished be- 
tween the liability of the drawee and that 
of other converters. Why should there be a 
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conclusive presumption that the liability 
is face amount if a drawee refuses to pay 
or return an instrument or makes pay- 
ment on a forged indorsement, while the 
liability of a maker who does the same 
thing is only presumed to be the face 
amount? Moreover, it was not clear under 
former Section 3-419(2) what face amount 
meant. If a note for $10,000 is payable in 
a year at 10% interest, it is common to 
refer to $10,000 as the face amount, but if 
the note is converted the loss to the owner 
also includes the loss of interest. In re- 
vised Article 3 (A.C.A. § 4-3-101 et seq.), 
Section 3-420(b) (A.C.A. § 4-3-420(b)), by 
referring to “amount payable on the in- 
strument,” allows the full amount due 
under the instrument to be recovered. 

The “but” clause in subsection (b) 
(A.C.A. § 4-3-420(b)) addresses the prob- 
lem of conversion actions in multiple 
payee checks. Section 3-110(d) (A.C.A. 
§ 4-3-110(d)) states that an instrument 
cannot be enforced unless all payees join 
in the action. But an action for conversion 
might be brought by a payee having no 
interest or a limited interest in the pro- 
ceeds of the check. This clause prevents 
such a plaintiff from receiving a windfall. 
An example is a check payable to a build- 
ing contractor and a supplier of building 
material. The check is not payable to the 
payees alternatively. Section 3-110(d) 
(A.C.A. § 4-3-110(d)). The check is deliv- 
ered to the contractor by the owner of the 
building. Suppose the contractor forges 
supplier’s signature as an indorsement of 
the check and receives the entire proceeds 
of the check. The supplier should not, 
without qualification, be able to recover 
the entire amount of the check from the 
bank that converted the check. Depending 
upon the contract between the contractor 
and the supplier, the amount of the check 
may be due entirely to the contractor, in 
which case there should be no recovery, 
entirely to the supplier, in which case 
recovery should be for the entire amount, 
or party may be due to one and the rest to 
the other, in which case recovery should 
be limited to the amount due to the sup- 
plier. 

3. Subsection (3) of former Section 
3-419 drew criticism from the courts, that 
saw no reason why a depositary bank 
should have the defenses stated in the 
subsection. See Knesz v. Central Jersey 
Bank & ‘Trust Co., 477 A.2d 806 
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(N.J.1984). The depositary bank is ulti- 
mately liable in the case of a forged in- 
dorsement check because of its warranty 
to the payor bank under Section 
4-208(a)(1) (A.C.A. § 4-4-208(a)(1)) and it 
is usually the most convenient defendant 
in cases involving multiple checks drawn 
on different banks. There is no basis for 
requiring the owner of the check to bring 
multiple actions against the various payor 
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banks and to require those banks to assert 
warranty rights against the depositary 
bank. In revised Article 3 (A.C.A. § 4-3- 
101 et seq.) , the defense provided by 
Section 3-420(c) (A.C.A. § 4-3-420(c)) is 
limited to collecting banks other than the 
depositary bank. If suit is brought against 
both the payor bank and the depositary 
bank, the owner, of course is entitled to 
but one recovery. 


Comment to § 3-501 (A.C.A. § 4-3-501) 


Subsection (a) (A.C.A. § 4-3-501(a)) de- 
fines presentment. Subsection (b)(1) 
(A.C.A. § 4-3-501(b)(1)) states the place 
and manner of presentment. Electronic 
presentment is authorized. The communi- 
cation of the demand for payment or ac- 
ceptance is effective when received. Sub- 
section (b)\(2) (A.C.A. § 4-3-501(b)(2)) 
restates former Section 3-505. Subsection 
(b)(2)(i) (A.C.A. § 4-3-501(b)(2)G)) allows 
the person to whom presentment is made 


to require exhibition of the instrument, 
unless the parties have agreed otherwise 
as in an electronic presentment agree- 
ment. Former Section 3-507(3) is the an- 
tecedent of subsection (b)(3)(i) (A.C.A. 
§ 4-3-501(b)(3)(i)). Since a payor must de- 
cide whether to pay or accept on the day of 
presentment, subsection (b)(4) (A.C.A. 
§ 4-3-501(b)(4)) allows the payor to set a 
cut-off hour for receipt of instruments 
presented. 


Comment to § 3-502 (A.C.A. § 4-3-502) 


1. Section 3-415 (A.C.A. § 4-3-415) pro- 
vides that an indorser is obliged to pay an 
instrument if the instrument is dishon- 
ored and is discharged if the indorser is 
entitled to notice of dishonor and notice is 
not given. Under Section 3-414 (A.C.A. 
§ 4-3-414), the drawer is obliged to pay an 
unaccepted draft if it is dishonored. The 
drawer, however, is not entitled to notice 
of dishonor except to the extent required 
in a case governed by Section 3-414(d) 
(A.C.A. § 4-3-414(d)). Part 5 tells when an 
instrument is dishonored (Section 3-502) 
(A.C.A. § 4-3-502) and what it means to 
give notice of dishonor (Section 3-503) 
(A.C.A. § 4-3-503). Often dishonor does 
not occur until presentment (Section 
3-501) (A.C.A. § 4-3-501), and frequently 
presentment and notice of dishonor are 
excused (Section 3-504) (A.C.A. § 4-3- 
504). 

2. In the great majority of cases pre- 
sentment and notice of dishonor are 
waived with respect to notes. In most 
cases a formal demand for payment to the 
maker of the note is not contemplated. 
Rather, the maker is expected to send 
payment to the holder of the note on the 
date or dates on which payment is due. If 
payment is not made when due, the holder 


usually makes a demand for payment, but 
in the normal case in which presentment 
is waived, demand is irrelevant and the 
holder can proceed against indorsers 
when payment is not received. Under 
former Article 3, in the small minority of 
cases in which presentment and dishonor 
were not waived with respect to notes, the 
indorser was discharged from liability 
(former Section 3-502(1)(a)) unless the 
holder made presentment to the maker on 
the exact day the note was due (former 
Section 3-503(1)(c)) and gave notice of 
dishonor to the indorser before midnight 
of the third business day after dishonor 
(former Section 3-508(2)). These provi- 
sions are omitted from Revised Article 3 
(A.C.A. § 4-3-101 et seq.) as inconsistent 
with practice which seldom involves face- 
to-face dealings. 

3. Subsection (a) (A.C.A. § 4-3-502(a)) 
applies to notes. Subsection (a)(1) (A.C.A. 
§ 4-3-502(a)(1)) applies to notes payable 
on demand. Dishonor requires present- 
ment, and dishonor occurs if payment is 
not made on the day of presentment. 
There is no change from previous Article 
3. Subsection (a)(2) (A.C.A. § 4-3- 
502(a)(2)) applies to notes payable at a 
definite time if the note is payable at or 
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through a bank or, by its terms, present- 
ment is required. Dishonor requires pre- 
sentment, and dishonor occurs if payment 
is not made on the due date or the day of 
presentment if presentment is made after 
the due date. Subsection (a)(3) (A.C.A. 
§ 4-3-502(a)(3)) applies to all other notes. 
If the note is not paid on its due date it is 
dishonored. This allows holders to collect 
notes in ways that make sense commer- 
cially without having to be concerned 
about a formal presentment on a given 
day. 

4. Subsection (b) (A.C.A. § 4-3-502(b)) 
applies to unaccepted drafts other than 
documentary drafts. Subsection (b)(1) 
(A.C.A. § 4-3-502(b)(1)) applies to checks. 
Except for checks presented for immedi- 
ate payment over the counter, which are 
covered by subsection (b)(2) (A.C.A. § 4-3- 
502(b)(2)), dishonor occurs according to 
rules stated in Article 4 (A.C.A. § 4-4-101 
et seq.). When a check is presented for 
payment through the check-collection sys- 
tem, the drawee bank normally makes 
settlement for the amount of the check to 
the presenting bank. Under Section 4-301 
(A.C.A. § 4-4-301) the drawee bank may 
recover this settlement if it returns the 
check within its midnight deadline (Sec- 
tion 4-104) (A.C.A. § 4-4-104). In that 
case the check is not paid and dishonor 
occurs under Section 3-502(b)(1) (A.C.A. 
§ 4-3-502(b)(1)). If the drawee bank does 
not return the check or give notice of 
dishonor or nonpayment within the mid- 
night deadline, the settlement becomes 
final payment of the check. Section 4-215 
(A.C.A. § 4-4-215). Thus, no dishonor oc- 
curs regardless of whether the check is 
retained or is returned after the midnight 
deadline. In some cases the drawee bank 
might not settle for the check when it is 
received. Under Section 4-302 (A.C.A. 
§ 4-4-302) if the drawee bank is not also 
the depositary bank and retains the check 
without settling for it beyond midnight of 
the day it is presented for payment, the 
bank becomes “accountable” for the 
amount of the check, i.e. it is obliged to 
pay the amount of the check. If the drawee 
bank is also the depositary bank, the bank 
is accountable for the amount of the check 
if the bank does not pay the check or 
return it or send notice of dishonor within 
the midnight deadline. In all cases in 
which the drawee bank becomes account- 
able, the check has not been paid and, 
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under Section 3-502(b)(1) (A.C.A. § 4-3- 
502(b)(1)), the check is dishonored. The 
fact that the bank is obliged to pay the 
check does not mean that the check has 
been paid. When a check is presented for 
payment, the person presenting the check 
is entitled to payment not just the obliga- 
tion of the drawee to pay. Until that pay- 
ment is made, the check is dishonored. To 
say that the drawee bank is obliged to pay 
the check necessarily means that the 
check has not been paid. If the check is 
eventually paid, the drawee bank no 
longer is accountable. 

Subsection (b)(2) (ACA. § 4-3- 
502(b)\(2)) applies to demand drafts other 
than those governed by subsection (b)(1) 
(A.C.A. § 4-3-502(b)(1)). It covers checks 
presented for immediate payment over 
the counter and demand drafts other than 
checks. Dishonor occurs if presentment 
for payment is made and payment is not 
made on the day of presentment. 

Subsection (b)(3) and (4) (A.C.A. § 4-3- 
502(b)(3) and (4)) applies to time drafts. 
An unaccepted time draft differs from a 
time note. The maker of a note knows that 
the note has been issued, but the drawee 
of a draft may not know that a draft has 
been drawn on it. Thus, with respect to 
drafts, presentment for payment or accep- 
tance is required. Subsection (b)(3) 
(A.C.A. § 4-3-502(b)(3)) applies to drafts 
payable on a date stated in the draft. 
Dishonor occurs if presentment for pay- 
ment is made and payment is not made on 
the day the draft becomes payable or the 
day of presentment if presentment is 
made after the due date. The holder of an 
unaccepted draft payable on a stated date 
has the option of presenting the draft for 
acceptance before the day the draft be- 
comes payable to establish whether the 
drawee is willing to assume liability by 
accepting. Under subsection (b)(3)(ii) 
(A.C.A. § 4-3-502(b)(3)Gi)) dishonor oc- 
curs when the draft is presented and not 
accepted. Subsection (b)(4) (A.C.A. § 4-3- 
502(b)(4)) applies to unaccepted drafts 
payable on elapse of a period of time after 
sight or acceptance. If the draft is payable 
30 days after sight, the draft must be 
presented for acceptance to start the run- 
ning of the 30-day period. Dishonor occurs 
if it is not accepted. The rules in subsec- 
tion (b)(3) and (4) (A.C.A. § 4-3-502(b)(3) 
and (4)) follow former Section 3-501(1)(a). 

5. Subsection (c) (A.C.A. § 4-3-502(c)) 
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gives drawees an extended period to pay 
documentary drafts because of the time 
that may be needed to examine the docu- 
ments. The period prescribed is that given 
by Section 5-112 (A.C.A. § 4-5-112) in 
cases in which a letter of credit in in- 
volved. 

6. Subsection (d) (A.C.A. § 4-3-502(d)) 
governs accepted drafts. If the acceptor’s 
obligation is to pay on demand the rule, 
stated in subsection (d)(1) (A.C.A. § 4-3- 
502(d)(1)), is the same as for that of a 
demand note stated in subsection (a)(1) 
(A.C.A. § 4-3-502(a)(1)). If the acceptor’s 
obligation is to pay at a definite time the 
rule, stated in subsection (d)(2) (A.C.A. 
§ 4-3-502(d)(2)), is the same as that of a 
time note payable at a bank stated in 
subsection (b)(2) (A.C.A. § 4-3-502(b)(2)). 

7. Subsection (e) (A.C.A. § 4-3-502(e)) 
is a limitation on subsection (a)(1) and (2), 
subsection (b), subsection (c), and subsec- 
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tion (d) (A.C.A. § 4-3-502(a)(1) and (2), 
(b), (c), and (d)). Each of those provisions 
states dishonor as occurring after present- 
ment. If presentment is excused under 
Section 3-504 (A.C.A. § 4-3-504), dishonor 
occurs under those provisions without 
presentment if the instrument is not duly 
accepted or paid. 

8. Under subsection (b)(3)(ii) and (4) 
(A.C.A. § 4-3-502(b)(3)Gi) and (4)) if a 
draft is presented for acceptance and the 
draft is not accepted on the day of present- 
ment, there is dishonor. But after dis- 
honor, the holder may consent to late 
acceptance. In that case, under subsection 
(f) (A.C.A. § 4-3-502(f)), the late accep- 
tance cures the dishonor. The draft is 
treated as never having been dishonored. 
If the draft is subsequently presented for 
payment and payment is refused dishonor 
occurs at that time. 


Comment to § 3-503 (A.C.A. § 4-3-503) 


1. Subsection (a) (A.C.A. § 4-3-503(a)) 
is consistent with former Section 
3-501(2)(a), but notice of dishonor is no 
longer relevant to the liability of a drawer 
except for the case of a draft accepted by 
an acceptor other than a bank. Comments 
2 and 4 to Section 3-414 (A.C.A. § 4-3- 
414). There is no reason why drawers 
should be discharged on instruments they 
draw until payment or acceptance. They 
are entitled to have the instrument pre- 
sented to the drawee and dishonored (Sec- 
tion 3-414(b)) (A.C.A. § 4-3-414(b)) before 
they are liable to pay, but no notice of 


dishonor need be made to them as a con- 
dition of liability. Subsection (b) (A.C.A. 
§ 4-3-503(b)), which states how notice of 
dishonor is given, is based on former Sec- 
tion 3-508(3). 

2. Subsection (c) (A.C.A. § 4-3-503(c)) 
replaces former Section 3-508(2). It differs 
from that section in that it provides a 
30-day period for a person other than a 
collecting bank to give notice of dishonor 
rather than the three-day period allowed 
in former Article 3. Delay in giving notice 
of dishonor may be excused under Section 
3-504(c) (A.C.A. § 4-3-504(c)). 


Comment to § 3-504 (A.C.A. § 4-3-504) 


Section 3-504 (A.C.A. § 4-3-504) is 
largely a restatement of former Section 
3-511. Subsection (4) of former Section 


3-511 is replaced by Section 3-502(f) 
(A.C.A. § 4-3-502(f)). 


Comment to § 3-505 (A.C.A. § 4-3-505) 


Protest is no longer mandatory and 
must be requested by the holder. Even if 
requested, protest is not a condition to the 
liability of indorsers or drawers. Protest is 
a service provided by the banking system 
to establish that dishonor has occurred. 
Like other services provided by the bank- 
ing system, it will be available if market 


incentives, interbank agreements, or gov- 
ernmental regulations require it, but lia- 
bilities of parties no longer rest on it. 
Protest may be a requirement for liability 
on international drafts governed by for- 
eign law which this Article (Chapter) 
(A.C.A. § 4-3-101 et seq.) cannot affect. 
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Comment to § 3-601 (A.C.A. § 4-3-601) 


Subsection (a) (A.C.A. § 4-3-601(a)) re- 
places subsections (1) and (2) of former 
Section 3-601. Subsection (b) (A.C.A. § 4- 
3-601(b)) restates former Section 3-602. 
Notice of discharge is not treated as notice 
of a defense that prevents holder in due 
course status. Section 3-302(b) (A.C.A. 
§ 4-3-302(b)). Discharge is effective 
against a holder in due course only if the 


holder had notice of the discharge when 
holder in due course status was acquired. 
For example, if an instrument bearing a 
canceled indorsement is taken by a holder, 
the holder has notice that the indorser has 
been discharged. Thus, the discharge is 
effective against the holder even if the 
holder is a holder in due course. 


Comment to § 3-602 (A.C.A. § 4-3-602) 


This section (A.C.A. § 4-3-602) replaces 
former Section 3-603(1). The phrase 
“claim to the instrument” in subsection (a) 
(A.C.A. § 4-3-602(a)) means, by reference 
to Section 3-306 (A.C.A. § 4-3-306), a 
claim of ownership or possession and not a 
claim in recoupment. Subsection (b)(1)(1) 
(A.C.A. § 4-3-602(b)(1)(i)) is added to con- 
form to Section 3-411 (A.C.A. § 4-3-411). 
Section 3-411 (A.C.A. § 4-3-411) is in- 
tended to discourage an obligated bank 
from refusing payment of a cashier’s 
check, certified check or dishonored tell- 
er’s check at the request of a claimant to 
the check who provided the bank with 
indemnity against loss. See Comment 1| to 
Section 3-411 (A.C.A. § 4-3-411). An obli- 
gated bank that refuses payment under 
those circumstances not only remains lia- 
ble on the check but may also be liable to 
the holder of the check for consequential 
damages. Section 3-602(b)(1)(ii) (A.C.A. 
§ 4-3-602(b)(1)(ii)) and Section 3-411 


(A.C.A. § 4-3-411), read together, change 
the rule of former Section 3-603(1) with 
respect to the obligation of the obligated 
bank on the check. Payment to the holder 
of a cashier’s check, teller’s check, or cer- 
tified check discharges the obligation of 
the obligated bank on the check to both 
the holder and the claimant even though 
indemnity has been given by the person 
asserting the claim. If the obligated bank 
pays the check is violation of an agree- 
ment with the claimant in connection with 
the indemnity agreement, any liability 
that the bank may have for violation of 
the agreement is not governed by Article 3 
(A.C.A. § 4-3-101 et seq.), but is left to 
other law. This section (A.C.A. § 4-3-602) 
continues the rule that the obligor is not 
discharged on the instrument if payment 
is made in violation of an injunction 
against payment. See Section 3-411(c)(iv) 
(A.C.A. § 4-3-411(c)(iv)). 


Comment to § 3-603 (A.C.A. § 4-3-603) 


Section 3-603 (A.C.A. § 4-3-603) re- 
places former Section 3-604. Subsection 
(a) (A.C.A. § 4-3-603(a)) generally incor- 
porates the law of tender of payment ap- 
plicable to simple contracts. Subsections 
(b) and (c) (A.C.A. § 4-3-603(b) and (c)) 
state particular rules. Subsection (b) 
(A.C.A. § 4-3-603(b)) replaces former Sec- 


tion 3-604(2). Under subsection (b) (A.C.A. 
§ 4-3-603(b)) refusal of a tender of pay- 
ment discharges any indorser or accom- 
modation party having a right of recourse 
against the party making the tender. Sub- 
section (c) (A.C.A. § 4-3-603(c)) replaces 
former Section 3-604(1) and (3). 


Comment to § 3-604 (A.C.A. § 4-3-604) 


Section 3-604 (A.C.A. § 4-3-604) re- 
places former Section 3-605. 
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Comment to § 3-605 (A.C.A. § 4-3-605) 


1. Section 3-605 (A.C.A. § 4-3-605), 
which replaces former Section 3-606, can 
be illustrated by an example. Bank lends 
$10,000 to Borrower who signs a note 
under which Borrower is obliged to pay 
$10,000 to Bank on a due date stated in 
the note. Bank insists, however, that Ac- 
commodation Party also become liable to 
pay the note. Accommodation Party can 
incur this liability by signing the note as a 
co-maker or by indorsing the note. In 
either case the note is signed for accom- 
modation and Borrower is the accommo- 
dated party. Rights and obligations of Ac- 
commodation Party in this case are stated 
in Section 3-419 (A.C.A. § 4-3-419). Sup- 
pose that after the note is signed, Bank 
agrees to a modification of the rights and 
obligations between Bank and Borrower. 
For example, Bank agrees that Borrower 
may pay the note at some date after the 
due date, or that Borrower may discharge 
Borrower’s $10,000 obligation to pay the 
note by paying Bank $3,000, or that Bank 
releases collateral given by Borrower to 
secure the note. Under the law of surety- 
ship Borrower is usually referred to as the 
principal debtor and Accommodation 
Party is referred to as the surety. Under 
that law, the surety can be discharged 
under certain circumstances if changes of 
this kind are made by Bank, the creditor, 
without the consent of Accommodation 
Party, the surety. Rights of the surety to 
discharge in such cases are commonly 
referred to as suretyship defenses. Section 
3-605 (A.C.A. § 4-3-605) is concerned with 
this kind of problem in the context of a 
negotiable instrument to which the prin- 
cipal debtor and the surety are parties. 
But Section 3-605 (A.C.A. § 4-3-605) has a 
wider scope. It also applies to indorsers 
who are not accommodation parties. Un- 
less an indorser signs without recourse, 
the indorser’s liability under Section 
3-415(a) (A.C.A. § 4-3-415(a)) is that of a 
guarantor of payment. If Bank in our 
hypothetical case indorsed the note and 
transferred it to Second Bank, Bank has 
rights given to an indorser under Section 
3-605 (A.C.A. § 4-3-605) if it is Second 
Bank that modifies rights and obligations 
of Borrower. Both accommodation parties 
and indorsers will be referred to in these 
Comments as sureties. The scope of Sec- 


tion 3-605 (A.C.A. § 4-3-605) is also wid- 
ened by subsection (e) (A.C.A. § 4-3- 
605(e)) which deals with rights of a 
nonaccommodation party co-maker when 
collateral is impaired. 

2. The importance of suretyship de- 
fenses is greatly diminished by the fact 
that they can be waived. The waiver is 
usually made by a provision in the note or 
other writing that represents the obliga- 
tion of the principal debtor. It is standard 
practice to include a waiver of suretyship 
defenses in notes given to financial insti- 
tutions or other commercial creditors. Sec- 
tion 3-605(i) (A.C.A. § 4-3-605(i)) allows 
waiver. Thus, Section 3-605 (A.C.A. § 4-3- 
605) applies to the occasional case in 
which the creditor did not include a 
waiver clause in the instrument or in 
which the creditor did not obtain the per- 
mission of the surety to take the action 
that triggers the suretyship defense. 

3. Subsection (b) (A.C.A. § 4-3-605(b)) 
addresses the effect of discharge under 
Section 3-604 (A.C.A. § 4-3-604) of the 
principal debtor. In the hypothetical case 
stated in Comment 1, release of Borrower 
by Bank does not release Accommodation 
Party. As a practical matter, Bank will not 
gratuitously release Borrower. Discharge 
of Borrower normally would be part of a 
settlement with Borrower if Borrower is 
insolvent or in financial difficulty. If Bor- 
rower is unable to pay all creditors, it may 
be prudent for Bank to take partial pay- 
ment, but Borrower will normally insist 
on a release of the obligation. If Bank 
takes $3,000 and releases Borrower from 
the $10,000 debt, Accommodation Party is 
not injured. To the extent of the payment 
Accommodation Party’s obligation to 
Bank is reduced. The release of Borrower 
by Bank does not affect the right of Accom- 
modation Party to obtain reimbursement 
from Borrower or to enforce the note 
against Borrower if Accommodation Party 
pays Bank. Section 3-419(e) (A.C.A. § 4- 
3-419(e)). Subsection (b) (A.C.A. § 4-3- 
605(b)) is designed to allow a creditor to 
settle with the principal debtor without 
risk of losing rights against sureties. Set- 
tlement is in the interest of sureties as 
well as the creditor. Subsection (b) (A.C.A. 
§ 4-3-605(b)), however, is not intended to 
apply to a settlement of a disputed claim 
which discharges the obligation. 
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Subsection (b) (A.C.A. § 4-3-605(b)), 
changes the law stated in former Section 
3-606 but the change relates largely to 
formalities rather than substance. Under 
former Section 3-606, Bank in the hypo- 
thetical case stated in Comment 1 could 
settle with and release Borrower without 
releasing Accommodation Party, but to 
accomplish that result Bank had to either 
obtain the consent of Accommodation 
Party or make an express reservation of 
rights against Accommodation Party at 
the time it released Borrower. The reser- 
vation of rights was made in the agree- 
ment between Bank and Borrower by 
which the release of Borrower was made. 
There was no requirement in former Sec- 
tion 3-606 that any notice be given to 
Accommodation Party. Section 3-605 
(A.C.A. § 4-3-605) eliminates the neces- 
sity that Bank formally reserve rights 
against Accommodation Party in order to 
retain rights of recourse against Accom- 
modation Party. See PEB Commentary 
No. 11, dated February 10, 1994 [Appen- 
dix II at end of Volume 3B]. 

4. Subsection (c) (A.C.A. § 4-3-605(c)) 
relates to extensions of the due date of the 
instrument. In most cases an extension of 
time to pay a note is a benefit to both the 
principal debtor and sureties having re- 
course against the principal debtor. In 
relatively few cases the extension may 
cause loss if deterioration of the financial 
condition of the principal debtor reduces 
the amount that the surety will be able to 
recover on its right of recourse when de- 
fault occurs. Former Section 3-606(1)(a) 
did not take into account the presence or 
absence of loss to the surety. For example, 
suppose the instrument is an installment 
note and the principal debtor is tempo- 
rarily short of funds to pay a monthly 
installment. The payee agrees to extend 
the due date of the installment for a 
month or two to allow the debtor to pay 
when funds are available. Under former 
Section 3-606 surety was discharged if 
consent was not given unless the payee 
expressly reserved rights against the 
surety. It did not matter that the exten- 
sion of time was a trivial change in the 
guaranteed obligation and that there was 
no evidence that the surety suffered any 
loss because of the extension. Wilmington 
Trust Co. v. Gesullo, 29 U.C.C. Rep. 144 
(Del.Super.Ct. 1980). Under subsection (c) 
(A.C.A. § 4-3-605(c)) an extension of time 
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results in discharge only to the extent the 
surety proves that the extension caused 
loss. For example, if the extension is for a 
long period the surety might be able to 
prove that during the period of extension 
the principal debtor became insolvent, 
thus reducing the value of the right of 
recourse of the surety. By putting the 
burden on the surety to prove loss, subsec- 
tion (c) (A.C.A. § 4-3-605(c)) more accu- 
rately reflects what the parties would 
have done by agreement, and it facilitates 
workouts. 

Under other provisions of Article 3 
(A.C.A. § 4-3-101 et seq.), what is the 
effect of an extension agreement between 
the holder of a note and the maker who is 
an accommodated party? The question is 
illustrated by the following case: 

Case #1. A borrows money from 
Lender and issues a note payable on 
April 1, 1992. B signs the note for ac- 
commodation at the request of Lender. 
B signed the note either as co-maker or 
as an anomalous indorser. In either case 
Lender subsequently makes an agree- 
ment with A extending the due date of 
A’s obligation to pay the note to July 1, 
1992. In either case B did not agree to 
the extension. 

What is the effect of the extension 
agreement on B? Could Lender enforce 
the note against B if the note is not paid 
on April 1, 1992? A’s obligation to Lender 
to pay the note on April 1, 1992 may be 
modified by the agreement of Lender. If B 
is an anomalous indorser Lender cannot 
enforce the note against B unless the note 
has been dishonored. Section 3-415(a) 
(A.C.A. § 4-3-415(a)). Under Section 
3-502(a)(3) (A.C.A. § 4-3-502(a)(3)) dis- 
honor occurs if it is not paid on the day it 
becomes payable. Since the agreement be- 
tween A and Lender extended the due 
date of A’s obligation to July 1, 1992 there 
is no dishonor because A was not obligated 
to pay Lender on April 1, 1992. If Bisa 
co-maker the analysis is somewhat differ- 
ent. Lender has no power to amend the 
terms of the note without the consent of 
both A and B. By agreement with A, 
Lender can extend the due date of A’s 
obligation to Lender to pay the note but 
B’s obligation is to pay the note according 
to the terms of the note at the time of 
issue. Section 3-412 (A.C.A. § 4-3-412). 
However, B’s obligation to pay the note is 
subject to a defense because B is an ac- 
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commodation party. B is not obliged to pay 
Lender if A is not obliged to pay Lender. 
Under Section 3-305(d) (A.C.A. § 4-3- 
305(d)), B as an accommodation party can 
assert against Lender any defense of A. A 
has a defense based on the extension 
agreement. Thus, the result is that 
Lender could not enforce the note against 
B until July 1, 1992. This result is consis- 
tent with the right of B if B is an anoma- 
lous indorser. 

As a practical matter an extension of 
the due date will normally occur when the 
accommodated party is unable to pay on 
the due date. The interest of the accom- 
modation party normally is to defer pay- 
ment to the holder rather than to pay 
right away and rely on an action against 
the accommodated party that may have 
little or no value. But in unusual cases the 
accommodation party may prefer to pay 
the holder on the original due date. In 
such cases, the accommodation party may 
do so. This is because the extension agree- 
ment between the accommodated party 
and the holder cannot bind the accommo- 
dation party to a change in its obligation 
without the accommodation party’s con- 
sent. The effect on the recourse of the 
accommodation party against the accom- 
modated party of performance by the ac- 
commodation party on the original due 
date is not addressed in § 3-419 (A.C.A. 
§ 4-3-419) and is left to the general law of 
suretyship. 

Even though an accommodation party 
has the option of paying the instrument 
on the original due date, the accommoda- 
tion party is not precluded from asserting 
its rights to discharge under Section 
3-605(c) (A.C.A. § 4-3-605(c)) if it does not 
exercise that option. The critical issue is 
whether the extension caused the accom- 
modation party a loss by increasing the 
difference between its cost of performing 
its obligation on the instrument and the 
amount recoverable from the accommo- 
dated party pursuant to Section 3-419(e) 
(A.C.A. § 4-3-419(e)). The decision by the 
accommodation party not to exercise its 
option to pay on the original due date may, 
under the circumstances, be a factor to be 
considered in the determination of that 
issue. See PEB Commentary No. 11, su- 
pra. 

5. Former Section 3-606 applied to ex- 
tensions of the due date of a note but not 
to other modifications of the obligation of 
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the principal debtor. There was no appar- 
ent reason why former Section 3-606 did 
not follow general suretyship law in cov- 
ering both. Under Section 3-605(d) (A.C.A. 
§ 4-3-605(d)) a material modification of 
the obligation of the principal debtor, 
other than an extension of the due date, 
will result in discharge of the surety to the 
extent the modification caused loss to the 
surety with respect to the right of re- 
course. The loss caused by the modifica- 
tion is deemed to be the entire amount of 
the right of recourse unless the person 
seeking enforcement of the instrument 
proves that no loss occurred or that the 
loss was less than the full amount of the 
right of recourse. In the absence of that 
proof, the surety is completely discharged. 
The rationale for having different rules 
with respect to loss for extensions of the 
due date and other modifications is that 
extensions are likely to be beneficial to the 
surety and they are often made. Other 
modifications are less common and they 
may very well be detrimental to the 
surety. Modification of the obligation of 
the principal debtor without permission of 
the surety is unreasonable unless the 
modification is benign. Subsection (d) 
(A.C.A. § 4-3-605(d)) puts the burden on 
the person seeking enforcement of the 
instrument to prove the extent to which 
loss was not caused by the modification. 
The following is an illustration of the 
kind of case to which Section 3-605(d) 
(A.C.A. § 4-3-605(d)) would apply: 

Case #2. Corporation borrows money 
from Lender and issues a note payable 
to Lender. X signs the note as an accom- 
modation party for Corporation. The 
loan agreement under which the note 
was issued states various events of de- 
fault which allow Lender to accelerate 
the due date of the note. Among the 
events of default are breach of cove- 
nants not to incur debt beyond specified 
limits and not to engage in any line of 
business substantially different from 
that currently carried on by Corpora- 
tion. Without consent of X, Lender 
agrees to modify the covenants to allow 
Corporation to enter into a new line of 
business that X considers to be risky, 
and to incur debt beyond the limits 
specified in the loan agreement to fi- 
nance the new venture. This modifica- 
tion releases X unless Lender proves 
that the modification did not cause loss 
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to X or that the loss caused by the 

modification was less than X’s right of 

recourse. 

Sometimes there is both an extension of 
the due date and some other modification. 
In that case both subsections (c) and (d) 
(A.C.A. § 4-3-605(c) and (d)) apply. The 
following is an example: 

Case #3. Corporation was indebted 

to Lender on a note payable on April 1, 

1992 and X signed the note as an accom- 

modation party for Corporation. The 

interest rate on the note was 12 percent. 

Lender and Corporation agreed to a 

six-month extension of the due date of 

the note to October 1, 1992 and an 
increase in the interest rate to 14 per- 
cent after April 1, 1992. Corporation 
defaulted on October 1, 1992. Corpora- 
tion paid no interest during the six- 
month extension period. Corporation is 
insolvent znd has no assets from which 
unsecured creditors can be paid. Lender 

demanded payment from X. 

Assume X is an anomalous indorser. 
First consider Section 3-605(c) (A.C.A. 
§ 4-3-605(c)) alone. If there had been no 
change in the interest rate, the fact that 
Lender gave an extension of six months to 
Corporation would not result in discharge 
unless X could prove loss with respect to 
the right of recourse because of the exten- 
sion. If the financial condition of Corpora- 
tion on April 1, 1992 would not have 
allowed any recovery on the right of re- 
course, X can’t show any loss as a result of 
the extension with respect to the amount 
due on the note on April 1, 1992. Since the 
note accrued interest during the six- 
month extension, is there a loss equal to 
the accrued interest? Since the interest 
rate was not raised, only Section 3-605(c) 
(A.C.A. § 4-3-605(c)) would apply and X 
probably could not prove any loss. The 
obligation of X includes interest on the 
note until the note is paid. To the extent 
payment was delayed X had the use of the 
money that X otherwise would have had to 
pay to Lender. X could have prevented the 
running of interest by paying the debt. 
Since X did not do so, X suffered no loss as 
the result of the extension. 

If the interest rate was raised, Section 
3-605(d) (A.C.A. § 4-3-605(d)) also must 
be considered. If X is an anomalous in- 
dorser, X’s liability is to pay the note 
according to its terms at the time of in- 
dorsement. Section 3-415(a) (A.C.A. § 4- 
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3-415(a)). Thus, X’s obligation to pay in- 
terest is measured by the terms of the 
note (12%) rather than by the increased 
amount of 14 percent. The same analysis 
applies if X had been a co-maker. Under 
Section 3-412 (A.C.A. § 4-3-412) the lia- 
bility of the issuer of a note is to pay the 
note according to its terms at the time it 
was issued. Either obligation could be 
changed by contract and that occurred 
with respect to Corporation when it 
agreed to the increase in the interest rate, 
but X did not join in that agreement and is 
not bound by it. Thus, the most that X can 
be required to pay is the amount due on 
the note plus interest at the rate of 12 
percent. 

Does the modification discharge X un- 
der Section 3-605(d) (A.C.A. § 4-3- 
605(d))? Any modification that increases 
the monetary obligation of X is material. 
An increase of the interest rate from 12 
percent to 14 percent is certainly a mate- 
rial modification. There is a presumption 
that X is discharged because Section 
3-605(d) (A.C.A. § 4-3-605(d)) creates a 
presumption that the modification caused 
a loss to X equal to the amount of the right 
of recourse. Thus, Lender has the burden 
of proving absence of loss or a loss less 
than the amount of the right of recourse. 
Since Corporation paid no interest during 
the six-month period, the issue is like the 
issue presented under Section 3-605(c) 
(A.C.A. § 4-3-605(c)) which we have just 
discussed. The increase in the interest 
rate could not have affected the right of 
recourse because no interest was paid by 
Corporation. X is in the same position as X 
would have been in if there had been an 
extension without an increase in the in- 
terest rate. 

The analysis with respect to Section 
3-605(c) and (d) (A.C.A. § 4-3-605(c) and 
(d)) would have been different if we 
change the assumptions. Suppose Corpo- 
ration was not insolvent on April 1, 1992, 
that Corporation paid interest at the 
higher rate during the six-month period, 
and that Corporation was insolvent at the 
end of the six-month period. In this case it 
is possible that the extension and the 
additional burden placed on Corporation 
by the increased interest rate may have 
been detrimental to X. 

There are difficulties in properly allo- 
cating burden of proof when the agree- 
ment between Lender and Corporation 
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involves both an extension under Section 
3-605(c) (A.C.A. § 4-3-605(c)) and a mod- 
ification under Section 3-605(d) (A.C.A. 
§ 4-3-605(d)). The agreement may have 
caused loss to X but it may be difficult to 
identify the extent to which the loss was 
caused by the extension or the other mod- 
ification. If neither Lender nor X intro- 
duces evidence on the issue, the result is 
full discharge because Section 3-605(d) 
(A.C.A. § 4-3-605(d)) applies. Thus, 
Lender has the burden of overcoming the 
presumption in Section 3-605(d) (A.C.A. 
§ 4-3-605(d)). In doing so, Lender should 
be entitled to a presumption that the 
extension of time by itself caused no loss. 
Section 3-605(c) (A.C.A. § 4-3-605(c)) is 
based on such a presumption and X 
should be required to introduce evidence 
on the effect of the extension on the right 
of recourse. Lender would have to intro- 
duce evidence on the effect of the in- 
creased interest rate. Thus both sides will 
have to introduce evidence. On the basis 
of this evidence the court will have to 
make a determination of the overall effect 
of the agreement on X’s right of recourse. 
See PEB Commentary No. 11, supra. 

6. Subsection (e) (A.C.A. § 4-3-605(e)) 
deals with discharge of sureties by impair- 
ment of collateral. It generally conforms to 
former Section 3-606(1)(b). Subsection (g) 
(A.C.A. § 4-3-605(g)) states common ex- 
amples of what is meant by impairment. 
By using the term “includes,” it allows a 
court to find impairment in other cases as 
well. There is extensive case law on im- 
pairment of collateral. The surety is dis- 
charged to the extent the surety proves 
that impairment was caused by a person 
entitled to enforce the instrument. For 
example, suppose the payee of a secured 
note fails to perfect the security interest. 
The collateral is owned by the principal 
debtor who subsequently files in bank- 
ruptcy. As a result of the failure to perfect, 
the security interest is not enforceable in 
bankruptcy. If the payee obtains payment 
from the surety, the surety is subrogated 
to the payee’s security interest in the 
collateral. In this case the value of the 
security interest is impaired completely 
because the security interest is unenforce- 
able. If the value of the collateral is as 
much or more than the amount of the note 
there is a complete discharge. 

In some states a real property grantee 
who assumes the obligation of the grantor 
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as maker of a note secured by the real 
property becomes by operation of law a 
principal debtor and the grantor becomes 
a surety. The meager case authority was 
split on whether former Section 3-606 
applied to release the grantor if the holder 
released or extended the obligation of the 
grantee. Revised Article 3 (A.C.A. § 4-3- 
101 et seq.) takes no position on the effect 
of the release of the grantee in this case. 
Section 3-605(b) (A.C.A. § 4-3-605(b)) 
does not apply because the holder has not 
discharged the obligation of a “party,” a 
term defined in Section 3-103(a)(8) (A.C.A. 
§ 4-3-103(a)(8)) as “party to an instru- 
ment.” The assuming grantee is not a 
party to the instrument. The resolution of 
this question is governed by general prin- 
ciples of law, including the law of surety- 
ship. See PEB Commentary No. 11, supra. 

7. Subsection (f) (A.C.A. § 4-3-605(f)) is 
illustrated by the following case. X and Y 
sign a note for $1,000 as co-makers. Nei- 
ther is an accommodation party. X grants 
a security interest in X’s property to se- 
cure the note. The collateral is worth more 
than $1,000. Payee fails to perfect the 
security interest in X’s property before X 
files in bankruptcy. As a result the secu- 
rity interest is not enforceable in bank- 
ruptcy. Had Payee perfected the security 
interest, Y could have paid the note and 
gained rights to X’s collateral by subroga- 
tion. If the security interest had been 
perfected, Y could have realized on the 
collateral to the extent of $500 to satisfy 
its right of contribution against X. Payee’s 
failure to perfect deprived Y of the benefit 
of the collateral. Subsection (f) (A.C.A. 
§ 4-3-605(f)) discharges Y to the extent of 
its loss. If there are no assets in the 
bankruptcy for unsecured claims, the loss 
is $500, the amount of Y’s contribution 
claim against X which now has a zero 
value. If some amount is payable on unse- 
cured claims, the loss is reduced by the 
amount receivable by Y. The same result 
follows if Y is an accommodation party but 
Payee has no knowledge of the accommo- 
dation or notice under Section 3-419(c) 
(A.C.A. § 4-3-419(c)). In that event Y is 
not discharged under subsection (e) 
(A.C.A. § 4-3-605(e)), but subsection (f) 
(A.C.A. § 4-3-605(f)) applies because X 
and Y are jointly and severally liable on 
the note. Under subsection (f) (A.C.A. § 4- 
3-605(f)), Y is treated as a co-maker with a 
right of contribution rather than an ac- 
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commodation party with a right of reim- 
bursement. Y is discharged to the extent 
of $500. If Y is the principal debtor and X 
is the accommodation party subsection (f) 
(A.C.A. § 4-3-605(f)) doesn’t apply. Y, as 
principal debtor, is not injured by the 
impairment of collateral because Y would 
have been obliged to reimburse X for the 
entire $1,000 even if Payee had obtained 
payment from sale of the collateral. 

8. Subsection (i) (A.C.A. § 4-3-605(i)) is 
a continuation of former law which al- 
lowed suretyship defenses to be waived. 
As the subsection provides, a party is not 
discharged under this section if the in- 
strument or a separate agreement of the 
party waives discharge either specifically 
or by general language indicating that 
defenses based on suretyship and impair- 
ment of collateral are waived. No particu- 
lar language or form of agreement is re- 
quired, and the standards for enforcing 
such a term are the same as the standards 
for enforcing any other term in an instru- 
ment of agreement. 

Subsection (i) (A.C.A. § 4-3-605(), how- 
ever, applies only to a “discharge under 
this section.” The right of an accommoda- 
tion party to be discharged under Section 
3-605(e) (A.C.A. § 4-3-605(e)) because of 
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an impairment of collateral can be waived. 
But with respect to a note secured by 
personal property collateral, Article 9 
(A.C.A. § 4-9-101 et seq.) also applies. If 
an accommodation party is a “debtor” un- 
der Section 9-105(1)(d) (A.C.A. § 4-9- 
105(1)(d)), the accommodation party has 
rights under Article 9 (A.C.A. § 4-9-101 et 
seq.). Under Section 9-501(3)(b) (A.C.A. 
§ 4-9-501(3)(b)) rights of an Article 9 
(A.C.A. § 4-9-101 et seq.) debtor under 
Section 9-504(3) and Section 9-505(1) 
(A.C.A. §§ 4-9-504(3) and 4-9-505(1)), 
which deal with disposition of collateral 
cannot be waived except as provided in 
Article 9 (A.C.A. § 4-9-101 et seq.). These 
Article 9 (A.C.A. § 4-9-101 et seq.) rights 
are independent of rights under Section 
3-605 (A.C.A. § 4-3-605). Since Section 
3-605(i) (A.C.A. § 4-3-605(i)) is specifi- 
cally limited to discharge under Section 
3-605 (A.C.A. § 4-3-605), a waiver of 
rights with respect to Section 3-605 
(A.C.A. § 4-3-605) has no effect on rights 
under Article 9 (A.C.A. § 4-9-101 et seq.). 
With respect to Article 9 (A.C.A. § 4-9-101 
et seq.) rights, Section 9-501(3)(b) (A.C.A. 
§ 9-501(3)(b)) controls. See PEB Com- 
mentary No. 11, supra. 


ARTICLE 4 
(A.C.A. § 4-4-101 ET SEQ.)* 


* A revised Article 4 (A.C.A. § 4-4-101 et seq.) with conforming amendments to revised 
Article 3 (A.C.A. § 4-3-101 et seq.) and other miscellaneous amendments, was approved 
by the National Conference of Commissioners on Uniform State Laws in 1990. The 
General Assembly by Acts 1991, No. 572, § 6, enacted the amendments to Article 4 


(A.C.A. § 4-4-101 et seq.). 


Comment to § 4-101 (A.C.A. § 4-4-101) 


1. The great number of checks handled 
by banks and the country-wide nature of 
the bank collection process require unifor- 
mity in the law of bank collections. There 
is needed a uniform statement of the prin- 
cipal rules of the bank collection process 
with ample provision for flexibility to meet 
the needs of the large volume handled and 
the changing needs and conditions that 
are bound to come with the years. This 
Article (Chapter) meets that need. 

2. In 1950 at the time Article 4 was 
drafted, 6.7 billion checks were written 
annually. By the time of the 1990 revision 
of Article 4 (A.C.A. § 4-4-101 et seq.) an- 
nual volume was estimated by the Amer- 
ican Bankers Association to be about 50 
billion checks. The banking system could 
not have coped with this increase in check 
volume had it not developed in the late 
1950s and early 1960s an automated sys- 
tem for check collection based on encoding 
checks with machine-readable informa- 
tion by Magnetic Ink Character Recogni- 
tion (MICR). An important goal of the 
1990 revision of Article 4 (A.C.A. § 4-4- 
101 et seq.) is to promote the efficiency of 
the check collection process by making the 
provisions of Article 4 (A.C.A. § 4-4-101 et 
seq.) more compatible with the needs of an 
automated system and, by doing so, in- 
crease the speed and lower the cost of 
check collection for those who write and 
receive checks. An additional goal of the 
1990 revision of Article 4 (A.C.A. § 4-4- 
101 et seq.) is to remove any statutory 
barriers in the Article (Chapter) (A.C.A. 
§ 4-4-101 et seq.) to the ultimate adoption 
of programs allowing the presentment of 
checks to payor banks by electronic trans- 


mission of information captured from the 
MICR line on the checks. The potential of 
these programs for saving the time and 
expense of transporting the huge volume 
of checks from depositary to payor banks 
is evident. 

3. Article 4 (A.C.A. § 4-4-101 et seq.) 
defines rights between parties with re- 
spect to bank deposits and collections. It is 
not a regulatory statute. It does not regu- 
late the terms of the bank-customer 
agreement, nor does it prescribe what 
constraints different jurisdictions may 
wish to impose on that relationship in the 
interest of consumer protection. The revi- 
sions in Article 4 (A.C.A. § 4-4-101 et seq.) 
are intended to create a legal framework 
that accommodates automation and trun- 
cation for the benefit of all bank custom- 
ers. This may raise consumer problems 
which enacting jurisdictions may wish to 
address in individual legislation. For ex- 
ample, with respect to Section 4-401(c) 
(A.C.A. § 4-4-401(c)), jurisdictions may 
wish to examine their unfair and decep- 
tive practices laws to determine whether 
they are adequate to protect drawers who 
postdate checks from unscrupulous prac- 
tices that may arise on the part of persons 
who induce drawers to issue postdated 
checks in the erroneous belief that the 
checks will not be immediately payable. 
Another example arises from the fact that 
under various truncation plans customers 
will no longer receive their canceled 
checks and will no longer have the can- 
celed check to prove payment. Individual 
legislation might provide that a copy of a 
bank statement along with a copy of the 
check is prima facie evidence of payment. 
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Comment to § 4-102 (A.C.A. § 4-4-102) 


1. The rules of Article 3 (A.C.A. § 4-3- 
101 et seq.) governing negotiable instru- 
ments, their transfer, and the contracts of 
the parties thereto apply to the items 
collected through banking channels wher- 
ever no specific provision is found in this 
Article (Chapter) (A.C.A. § 4-4-101 et 
seq.). In the case of conflict, this Article 
(Chapter) (A.C.A. § 4-4-101 et seq.) gov- 
erns. See Section 3-102(b) (A.C.A. § 4-3- 
102(b)). 

Bonds and like instruments constitut- 
ing investment securities under Article 8 
(A.C.A. § 4-8-101 et seq.) may also be 
handled by banks for collection purposes. 
Various sections of Article 8 (A.C.A. § 4- 
8-101 et seq.) prescribe rules of transfer 
some of which (see Sections 8-304 and 
8-306) (A.C.A. §§ 4-8-304 and 4-8-306) 
may conflict with provisions of this Article 
(Chapter) (A.C.A. § 4-4-101 et seq.) (Sec- 
tions 4-205, 4-207, and 4-208) (A.C.A. 
8§ 4-4-205, 4-4-207, and 4-4-208). In the 
case of conflict, Article 8 (A.C.A. § 4-8-101 
et seq.) governs. 

Section 4-210 (A.C.A. § 4-4-210) deals 
specifically with overlapping problems 
and possible conflicts between this Article 
(Chapter) and Article 9 (A.C.A. § 4-9-101 
et seq.). However, similar reconciling pro- 
visions are not necessary in the cases of 
Articles 5 and 7 (A.C.A. §§ 4-5-101 et seq. 
and 4-7-101 et seq.). Sections 4-301 and 
4-302 (A.C.A. §§ 4-4-301 and 4-4-302) are 
consistent with Section 5-112 (A.C.A. § 4- 
5-112). In the case of Article 7 (A.C.A. 
§ 4-7-101 et seq.) documents of title fre- 
quently accompany items but they are not 
themselves items. See Section 4-104(a)(9) 
(A.C.A. § 4-4-104(a)(9)). 

In Clearfield Trust Co. v. United States, 
318 U.S. 363 (1943), the Court held that if 
the United States is a party to an instru- 
ment, its rights and duties are governed 
by federal common law in the absence of a 
specific federal statute or regulation. In 
United States v. Kimbell Foods, Inc., 440 
U.S. 715 (1979), the Court stated a three- 
pronged test to ascertain whether the fed- 
eral common-law rule should follow the 
state rule. In most instances courts under 
the Kimbell test have shown a willingness 
to adopt UCC rules in formulating federal 
common law on the subject. In Kimbell the 
Court adopted the priorities rules of Arti- 
cle 9 (A.C.A. § 4-9-101 et seq.). 


In addition, applicable federal law may 
supersede provisions of this Article (Chap- 
ter) (A.C.A. § 4-4-101 et seq.). One federal 
law that does so is the Expedited Funds 
Availability Act, 12 U.S.C. § 4001 et seq., 
and its implementing Regulation CC, 12 
CFR pt. 229. In some instances this law is 
alluded to in the statute, e.g., Section 
4-215(e) and (f) (A.C.A. § 4-4-215(e) and 
(f)). In other instances, although not re- 
ferred to in this Article (Chapter) (A.C.A. 
§ 4-4-101 et seq.), the provisions of the 
EFAA and Regulation CC control with 
respect to checks. For example, except 
between the depositary bank and its cus- 
tomer, all settlements are final and not 
provisional (Regulation CC, Section 
229.36(d)), and the midnight deadline 
may be extended (Regulation CC, Section 
229.30(c)). The comments to this Article 
(Chapter) (A.C.A. § 4-4-101 et seq.) sug- 
gest in most instances the relevant Regu- 
lation CC provisions. 

2. Subsection (b) (A.C.A. § 4-4-102(b)) 
is designed to state a workable rule for the 
solution of otherwise vexatious problems 
of the conflicts of laws: 

a. The routine and mechanical nature 
of bank collections make it imperative 
that one law govern the activities of one 
office of a bank. The requirement found in 
some cases that to hold an indorser notice 
must be given in accordance with the law 
of the place of indorsement, since that 
method of notice became an implied term 
of the indorser’s contract, is more theoret- 
ical than practical. 

b. Adoption of what is in essence a tort 
theory of the conflict of laws is consistent 
with the general theory of this Article 
(Chapter) (A.C.A. § 4-4-101 et seq.) that 
the basic duty of a collecting bank is one of 
good faith and the exercise of ordinary 
care. Justification lies in the fact that, in 
using an ambulatory instrument, the 
drawer, payee, and indorsers must know 
that action will be taken with respect to it 
in other jurisdictions. This is especially 
pertinent with respect to the law of the 
place of payment. 

c. The phrase “action or non-action 
with respect to any item handled by it for 
purposes of presentment, payment, or col- 
lection” is intended to make the conflicts 
rule of subsection (b) (A.C.A. § 4-4-102(b)) 
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apply from the inception of the collection 
process of an item through all phases of 
deposit, forwarding, presentment, pay- 
ment and remittance or credit of proceeds. 
Specifically the subsection applies to the 
initial act of a depositary bank in receiv- 
ing an item and to the incidents of such 
receipt. The conflicts rule of Weissman v. 
Banque de Bruxelles, 254 N.Y. 488, 173 
N.E. 835 (1930), is rejected. The subsec- 
tion (A.C.A. § 4-4-102(b)) applies to ques- 
tions of possible vicarious liability of a 
bank for action or non-action of sub- 
agents (see Section 4-202(c)) (A.C.A. § 4- 
4-202(c)), and tests these questions by the 
law of the state of the location of the bank 
which uses the sub-agent. The conflicts 
rule of St. Nicholas Bank of New York v. 
State Nat. Bank, 128 N.Y. 26, 27 N.E. 849, 
13 L.R.A. 241 (1891), is rejected. The 
subsection (A.C.A. § 4-4-102(b)) applies to 
action or non-action of a payor bank in 
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connection with handling an item (see 
Sections 4-215(a), 4-301, 4-302, 4-303) 
(A.C.A. §§ 4-4-215(a), 4-4-301, 4-4-302, 
and 4-4-303) as well as action or non- 
action of a collecting bank (Sections 4-201 
through 4-216) (A.C.A. §§ 4-4-201 — 4-4- 
216); to action or non-action of a bank 
which suspends payment or is affected by 
another bank suspending payment (Sec- 
tion 4-216) (A.C.A. § 4-4-216); to action or 
non-action of a bank with respect to an 
item under the rule of Part 4 of Article 4 
(A.C.A. § 4-4-401 et seq.). 

d. In a case in which subsection (b) 
(A.C.A. § 4-4-102(b)) makes this Article 
(Chapter) applicable, Section 4-103(a) 
(A.C.A. § 4-4-103(a)) leaves open the pos- 
sibility of an agreement with respect to 
applicable law. This freedom of agreement 
follows the general policy of Section 1-105 
(A.C.A. § 4-1-105). 


Comment to § 4-103 (A.C.A. § 4-4-103) 


1. Section 1-102 (A.C.A. § 4-1-102) 
states the general principles and rules for 
variation of the effect of this Act by agree- 
ment and the limitations to this power. 
Section 4-103 (A.C.A. § 4-4-103) states 
the specific rules for variation of Article 4 
(A.C.A. § 4-4-101 et seq.) by agreement 
and also certain standards of ordinary 
care. In view of the technical complexity of 
the field of bank collections, the enormous 
number of items handled by banks, the 
certainty that there will be variations 
from the normal in each day’s work in 
each bank, the certainty of changing con- 
ditions and the possibility of developing 
improved methods of collection to speed 
the process, it would be unwise to freeze 
present methods of operation by manda- 
tory statutory rules. This section, (A.C.A. 
§ 3-4-103) therefore, permits within wide 
limits variation of the effect of provisions 
of the Article (Chapter) by agreement. 

2. Subsection (a) (A.C.A. § 4-4-103(a)) 
confers blanket power to vary all provi- 
sions of the Article (Chapter) (A.C.A. § 4- 
4-101 et seq.) by agreements of the ordi- 
nary kind. The agreements may not 
disclaim a bank’s responsibility for its own 
lack of good faith or failure to exercise 
ordinary care and may not limit the mea- 
sure of damages for the lack or failure, but 
this subsection like Section 1-102(3) 


(A.C.A. § 4-1-102(3)) approves the prac- 
tice of parties determining by agreement 
the standards by which the responsibility 
is to be measured. In the absence of a 
showing that the standards manifestly 
are unreasonable, the agreement controls. 
Owners of items and other interested par- 
ties are not affected by agreements under 
this subsection unless they are parties to 
the agreement or are bound by adoption, 
ratification, estoppel or the like. 

As here used “agreement” has the 
meaning given to it by Section 1-201(3) 
(A.C.A. § 4-1-201(3)). The agreement may 
be direct, as between the owner and the 
depositary bank; or indirect, as in the case 
in which the owner authorizes a particu- 
lar type of procedure and any bank in the 
collection chain acts pursuant to such au- 
thorization. It may be with respect to a 
single item; or to all items handled for a 
particular customer, e.g., a general agree- 
ment between the depositary bank and 
the customer at the time a deposit account 
is opened. Legends on deposit tickets, col- 
lection letters and acknowledgments of 
items, coupled with action by the affected 
party constituting acceptance, adoption, 
ratification, estoppel or the like, are 
agreements if they meet the tests of the 
definition of “agreement.” See Section 
1-201(3) (A.C.A. § 4-1-201(3)). First Nat. 
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Bank of Denver v. Federal Reserve Bank, 
6 F.2d 339 (8th Cir. 1925) (deposit slip); 
Jefferson County Bldg. Ass’n v. Southern 
Bank & Trust Co., 225 Ala. 25, 142 So. 66 
(1932) (signature card and deposit slip); 
Semingson v. Stock Yards Nat. Bank, 162 
Minn. 424, 203 N.W. 412 (1925) (pass- 
book); Farmers State Bank v. Union Nat. 
Bank, 42 N.D. 449, 454, 173 N.W. 789, 790 
(1919) (acknowledgment of receipt of 
item). 

3. Subsection (a) (A.C.A. § 4-4-103(a)) 
(subject to its limitations with respect to 
good faith and ordinary care) goes far to 
meet the requirements of flexibility. How- 
ever, it does not by itself confer fully 
effective flexibility. Since it is recognized 
that banks handle a great number of 
items every business day and that the 
parties interested in each item include the 
owner of the item, the drawer (if it is a 
check), all nonbank indorsers, the payor 
bank and from one to five or more collect- 
ing banks, it is obvious that it is impossi- 
ble, practically, to obtain direct agree- 
ments from all of these parties on all 
items. In total, the interested parties con- 
stitute virtually every adult person and 
business organization in the United 
States. On the other hand they may be- 
come bound to agreements on the princi- 
ple that collecting banks acting as agents 
have authority to make binding agree- 
ments with respect to items being han- 
dled. This conclusion was assumed but 
was not flatly decided in Federal Reserve 
Bank of Richmond v. Malloy, 264 U.S. 160, 
at 167, 44 S.Ct. 296, at 298, 68 L.Ed. 617, 
31 A.L.R. 1261 (1924). 

To meet this problem subsection (b) 
(A.C.A. § 4-4-103(b)) provides that official 
or quasi-official rules of collection, that is 
Federal Reserve regulations and operat- 
ing circulars, clearing-house rules, and 
the like, have the effect of agreements 
under subsection (a) (A.C.A. § 4-4- 
103(a)), whether or not specifically as- 
sented to by all parties interested in items 
handled. Consequently, such official or 
quasi-official rules may, standing by them- 
selves but subject to the good faith and 
ordinary care limitations, vary the effect 
of the provisions of Article 4 (A.C.A. § 4- 
4-101 et seq.). 

Federal Reserve regulations. Various 
sections of the Federal Reserve Act (12 
U.S.C. § 221 et seq.) authorize the Board 
of Governors of the Federal Reserve Sys- 


269 


tem to direct the Federal Reserve banks to 
exercise bank collection functions. For ex- 
ample, Section 16 (12 U.S.C. § 248(0)) 
authorizes the Board to require each Fed- 
eral Reserve bank to exercise the func- 
tions of a clearing-house for its members 
and Section 13 (12 U.S.C. § 342) autho- 
rizes each Federal Reserve bank to receive 
deposits from non-member banks solely 
for the purposes of exchange or of collec- 
tion. Under this statutory authorization 
the Board has issued Regulation J (Sub- 
part A—Collection of Checks and Other 
Items). Under the supremacy clause of the 
Constitution, federal regulations prevail 
over state statutes. Moreover, the Expe- 
dited Funds Availability Act, 12 U.S.C. 
Section 4007(b) provides that the Act and 
Regulation CC, 12 CFR 229, supersede 
“any provision of the law of any State, 
including the Uniform Commercial Code 
as in effect in such State, which is incon- 
sistent with this chapter or such regula- 
tions.” See Comment 1 to Section 4-102 
(A.C.A. § 4-4-102). 

Federal Reserve operating circulars. 
The regulations of the Federal Reserve 
Board authorize the Federal Reserve 
banks to promulgate operating circulars 
covering operating details. Regulation J, 
for example, provides that “Each Reserve 
Bank shall receive and handle items in 
accordance with this subpart, and shall 
issue operating circulars governing the 
details of its handling of items and other 
matters deemed appropriate by the Re- 
serve Bank.” This Article (Chapter) 
(A.C.A. § 4-4-101 et seq.) recognizes that 
“operating circulars” issued pursuant to 
the regulations and concerned with oper- 
ating details as appropriate may, within 
their proper sphere, vary the effect of the 
Article (Chapter) (A.C.A. § 4-4-101 et 
seq.). 

Clearing-House Rules. Local clearing 
houses have long issued rules governing 
the details of clearing; hours of clearing, 
media of remittance, time for return of 
mis-sent items and the like. The case law 
has recognized these rules, within their 
proper sphere, as binding on affected par- 
ties and as appropriate sources for the 
courts to look to in filling out details of 
bank collection law. Subsection (b) (A.C.A. 
§ 4-4-103(b)) in recognizing clearing- 
house rules as a means of preserving 
flexibility continues the sensible approach 
indicated in the cases. Included in the 


270 


term “clearing houses” are county and 
regional clearing houses as well as those 
within a single city or town. There is, of 
course, no intention of authorizing a local 
clearing house or a group of clearing 
houses to rewrite the basic law generally. 
The term “clearing-house rules” should be 
understood in the light of functions the 
clearing houses have exercised in the 
past. 

And the like. This phrase is to be con- 
strued in the light of the foregoing. “Fed- 
eral Reserve regulations and operating 
circulars” cover rules and regulations is- 
sued by public or quasi-public agencies 
under statutory authority. “Clearing- 
house rules” cover rules issued by a group 
of banks which have associated them- 
selves to perform through a clearing house 
some of their collection, payment and 
clearing functions. Other agencies or as- 
sociations of this kind may be established 
in the future whose rules and regulations 
could be appropriately looked on as con- 
stituting means of avoiding absolute stat- 
utory rigidity. The phrase “and the like” 
leaves open possibilities for future devel- 
opment. An agreement between a number 
of banks or even all the banks in an area 
simply because they are banks, would not 
of itself, by virtue of the phrase “and the 
like,” meet the purposes and objectives of 
subsection (b) (A.C.A. § 4-4-103(b)). 

4. Under this Article (Chapter) (A.C.A. 
§ 4-4-101 et seq.) banks come under the 
general obligations of the use of good faith 
and the exercise of ordinary care. “Good 
faith” is defined in Section 3-103(a)(4) 
(A.C.A. § 4-3-103(a)(4)). The term “ordi- 
nary care’ is defined in Section 3-103(a)(7) 
(A.C.A. § 4-3-103(a)(7)). These definitions 
are made to apply to Article 4 (A.C.A. 
§ 4-4-101 et seq.) by Section 4-104(c) 
(A.C.A. § 4-4-104(c)). Section 4-202 
(A.C.A. § 4-4-202) states respects in 
which collecting banks must use ordinary 
care. Subsection (c) of Section 4-103 
(A.C.A. § 4-4-103(c)) provides that action 
or non-action approved by the Article 
(Chapter) (A.C.A. § 4-4-101 et seq.) or 
pursuant to Federal Reserve regulations 
or operating circulars constitutes the ex- 
ercise of ordinary care. Federal Reserve 
regulations and operating circulars con- 
stitute an affirmative standard of ordi- 
nary care equally with the provisions of 
Article 4 (A.C.A. § 4-4-101 et seq.) itself. 

Subsection (c) (A.C.A. § 4-4-103(c)) fur- 
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ther provides that, absent special instruc- 
tions, action or non-action consistent with 
clearing-house rules and the like or witha 
general banking usage not disapproved by 
the Article (Chapter) (A.C.A. § 4-4-101 et 
seq.), prima facie constitutes the exercise 
of ordinary care. Clearing-house rules and 
the phrase “and the like” have the signif- 
icance set forth above in these Comments. 
The term “general banking usage” is not 
defined but should be taken to mean a 
general usage common to banks in the 
area concerned. See Section 1-205(2) 
(A.C.A. § 4-1-205(2)). In a case in which 
the adjective “general” is used, the inten- 
tion is to require a usage broader than a 
mere practice between two or three banks 
but it is not intended to require anything 
as broad as a country-wide usage. A usage 
followed generally throughout a state, a 
substantial portion of a state, a metropol- 
itan area or the like would certainly be 
sufficient. Consistently with the principle 
of Section 1-205(3) (A.C.A. § 4-1-205(8)), 
action or non-action consistent with clear- 
ing-house rules or the like or with banking 
usages prima facie constitutes the exer- 
cise of ordinary care. However, the phrase 
“in the absence of special instructions” 
affords owners of items an opportunity to 
prescribe other standards and although 
there may be no direct supervision or 
control of clearing houses or banking us- 
ages by official supervisory authorities, 
the confirmation of ordinary care by com- 
pliance with these standards is prima 
facie only, thus conferring on the courts 
the ultimate power to determine ordinary 
care in any case in which it should appear 
desirable to do so. The prima facie rule 
does, however, impose on the party con- 
testing the standards to establish that 
they are unreasonable, arbitrary or unfair 
as used by the particular bank. 

5. Subsection (d) (A.C.A. § 4-4-103(d)), 
in line with the flexible approach required 
for the bank collection process is designed 
to make clear that a novel procedure 
adopted by a bank is not to be considered 
unreasonable merely because that proce- 
dure is not specifically contemplated by 
this Article (Chapter) (A.C.A. § 4-4-101 et 
seq.) or by agreement, or because it has 
not yet been generally accepted as a bank 
usage. Changing conditions constantly 
call for new procedures and someone has 
to use the new procedure first. If this 
procedure is found to be reasonable under 
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the circumstances, provided, of course, 
that it is not inconsistent with any provi- 
sion of the Article (Chapter) (A.C.A. § 4- 
4-101 et seq.) or other law or agreement, 
the bank which has followed the new 
procedure should not be found to have 
failed in the exercise of ordinary care. 

6. Subsection (e) (A.C.A. § 4-4-103(e)) 
sets forth a rule for determining the mea- 
sure of damages for failure to exercise 
ordinary care which, under subsection (a) 
(A.C.A. § 4-4-103(a)), cannot be limited by 
agreement. In the absence of bad faith the 
maximum recovery is the amount of the 
item concerned. The term “bad faith” is 
not defined; the connotation is the absence 
of good faith (Section 3-103) (A.C.A. § 4- 
3-103). When it is established that some 
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part or all of the item could not have been 
collected even by the use of ordinary care 
the recovery is reduced by the amount 
that would have been in any event uncol- 
lectible. This limitation on recovery fol- 
lows the case law. Finally, if bad faith is 
established the rule opens to allow the 
recovery of other damages, whose “proxi- 
mateness” is to be tested by the ordinary 
rules applied in comparable cases. Of 
course, it continues to be as necessary 
under subsection (e) (A.C.A. § 4-4-103(e)) 
as it has been under ordinary common law 
principles that, before the damage rule of 
the subsection becomes operative, liability 
of the bank and some loss to the customer 
or owner must be established. 


Comment to § 4-104 (A.C.A. § 4-4-104) 


1. Paragraph (a)(1) (A.C.A. § 4-4-104- 
(a)(1)): “Account” is defined to include both 
asset accounts in which a customer has 
deposited money and accounts from which 
a customer may draw on a line of credit. 
The limiting factor is that the account 
must be in a bank. 

2. Paragraph (a)(3) (A.C.A. § 4-4-104- 
(a)(3)): “Banking day.” Under this defini- 
tion that part of a business day when a 
bank is open only for limited functions, 
e.g., to receive deposits and cash checks, 
but with loan, bookkeeping and other de- 
partments closed, is not part of a banking 
day. 

3. Paragraph (a)(4) (A.C.A. § 4-4-104- 
(a)(4)): “Clearing House.” Occasionally ex- 
press companies, governmental agencies 
and other nonbanks deal directly with a 
clearing house; hence the definition does 
not limit the term to an association of 
banks. 

4, Paragraph (a)(5) (A.C.A. § 4-4-104- 
(a)(5)): “Customer.” It is to be noted that 
this term includes a bank carrying an 
account with another bank as well as the 
more typical nonbank customer or depos- 
itor. 

5. Paragraph (a)(6) (A.C.A. § 4-4-104- 
(a\(6)): “Documentary draft” applies even 
though the documents do not accompany 
the draft but are to be received by the 
drawee or other payor before acceptance 
or payment of the draft. 

6. Paragraph (a)(7) (A.C.A. § 4-4-104- 
(a)(7)): “Draft” is defined in Section 3-104 


(A.C.A. § 4-3-104) as a form of instru- 
ment. Since Article 4 (A.C.A. § 4-4-101 et 
seq.) applies to items that may not fall 
within the definition of instrument, the 
term is defined here to include an item 
that is a written order to pay money, even 
though the item may not qualify as an 
instrument. The term “order” is defined in 
Section 3-103 (A.C.A. § 4-3-103). 

7. Paragraph (a)(8) (A.C.A. § 4-4-104- 
(a)(8)): “Drawee” is defined in Section 
3-103 (A.C.A. § 4-3-103) in terms of an 
Article 3 (A.C.A. § 4-3-101 et seq.) draft 
which is a form of instrument. Here 
“drawee’ is defined in terms of an Article 4 
(A.C.A. § 4-4-101 et seq.) draft which in- 
cludes items that may not be instruments. 

8. Paragraph (a)(9) (A.C.A. § 4-4-104- 
(a)(9)): “Item” is defined broadly to include 
an instrument, as defined in Section 3-104 
(A.C.A. § 4-3-104), as well as promises or 
orders that may not be within the defini- 
tion of “instrument.” The terms “promise” 
and “order” are defined in Section 3-103 
(A.C.A. § 4-3-103). A promise is a written 
undertaking to pay money. An order is a 
written instruction to pay money. But see 
Section 4-110(c) (A.C.A. § 4-4-110(c)). 
Since bonds and other investment securi- 
ties under Article 8 (A.C.A. § 4-8-101 et 
seq.) may be within the term “instrument” 
or “promise,” they are items and when 
handled by banks for collection are subject 
to this Article (Chapter) (A.C.A. § 4-4-101 
et seq.). See Comment 1 to Section 4-102 
(A.C.A. § 4-4-102). The functional limita- 
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tion on the meaning of this term is the 
willingness of the banking system to han- 
dle the instrument, undertaking or in- 
struction for collection or payment. 

9. Paragraph (a)(10) (A.C.A. § 4-4-104- 
(a)(10)): “Midnight deadline.” The use of 
this phrase is an example of the more 
mechanical approach used in this Article 
(Chapter) (A.C.A. § 4-4-101 et seq.). Mid- 
night is selected as a termination point or 
time limit to obtain greater uniformity 
and definiteness than would be possible 
from other possible terminating points, 
such as the close of the banking day or 
business day. 

10. Paragraph (a)(11) (A.C.A. § 4-4- 
104(a)(11)): The term “settle” has substan- 
tial importance throughout Article 4 
(A.C.A. § 4-4-101 et seq.). In the Ameri- 
can Bankers Association Bank Collection 
Code, in deferred posting statutes, in Fed- 
eral Reserve regulations and operating 
circulars, in clearing-house rules, in 
agreements between banks and customers 
and in legends on deposit tickets and 
collection letters, there is repeated refer- 
ence to “conditional” or “provisional” cred- 
its or payments. Tied in with this concept 
of credits or payments being in some way 
tentative, has been a related but some- 
what different problem as to when an item 
is “paid” or “finally paid” either to deter- 
mine the relative priority of the item as 
against attachments, stop-payment or- 
ders and the like or in insolvency situa- 
tions. There has been extensive litigation 
in the various states on these problems. To 
a substantial extent the confusion, the 
litigation and even the resulting court 
decisions fail to take into account that in 
the collection process some debits or cred- 
its are provisional or tentative and others 
are final and that very many debits or 
credits are provisional or tentative for 
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awhile but later become final. Similarly, 
some cases fail to recognize that within a 
single bank, particularly a payor bank, 
each item goes through a series of pro- 
cesses and that in a payor bank most of 
these processes are preliminary to the 
basic act of payment or “final payment.” 

The term “settle” is used as a convenient 
term to characterize a broad variety of 
conditional, provisional, tentative and 
also final payments of items. Such a com- 
prehensive term is needed because it is 
frequently difficult or unnecessary to de- 
termine whether a particular action is 
tentative or final or when a particular 
credit shifts from the tentative class to the 
final class. Therefore, its use throughout 
the Article (Chapter) (A.C.A. § 4-4-101 et 
seq.) indicates that in that particular con- 
text it is unnecessary or unwise to deter- 
mine whether the debit or the credit or the 
payment is tentative or final. However, if 
qualified by the adjective “provisional” its 
tentative nature is intended, and if qual- 
ified by the adjective “final” its permanent 
nature is intended. 

Examples of the various types of settle- 
ment contemplated by the term include 
payments in cash; the efficient but some- 
what complicated process of payment 
through the adjustment and offsetting of 
balances through clearing houses; debit or 
credit entries in accounts between banks; 
the forwarding of various types of remit- 
tance instruments, sometimes to cover a 
particular item but more frequently to 
cover an entire group of items received on 
a particular day. 

11. Paragraph (a)(12) (A.C.A. § 4-4- 
104(a)(12)): “Suspends payments.” This 
term is designed to afford an objective test 
to determine when a bank is no longer 
operating as a part of the banking system. 


Comment to § 4-105 (A.C.A. § 4-4-105) 


1. The definitions in general exclude a 
bank to which an item is issued, as this 
bank does not take by transfer except in 
the particular case covered in which the 
item is issued to a payee for collection, as 
in the case in which a corporation is 
transferring balances from one account to 
another. Thus, the definition of “deposi- 
tary bank” does not include the bank to 
which a check is made payable if a check 


is given in payment of a mortgage. This 
bank has the status of a payee under 
Article 3 (A.C.A. § 4-3-101 et seq.) on 
Negotiable Instruments and not that of a 
collecting bank. 

2. Paragraph (1) (A.C.A. § 4-4-105(1)): 
“Bank” is defined in Section 1-201(4) 
(A.C.A. § 4-1-201(4)) as meaning “any 
person engaged in the business of bank- 
ing.” The definition in paragraph (1) 
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(A.C.A. § 4-4-105(1)) makes clear that 
“bank” includes savings banks, savings 
and loan associations, credit unions and 
trust companies, in addition to the com- 
mercial banks commonly denoted by use 
of the term “bank.” 3 

3. Paragraph (2) (A.C.A. § 4-4-105(2)): 
A bank that takes an “on use” item for 
collection, for application to a customer’s 
loan, or first handles the item for other 
reasons is a depositary bank even though 
it is also the payor bank. However, if the 
holder presents the item for immediate 
payment over the counter, the payor bank 
is not a depositary bank. 

4, Paragraph (3) (A.C.A. § 4-4-105(3)): 
The definition of “payor bank” is clarified 
by use of the term “drawee.” That term is 
defined in Section 4-104 (A.C.A. § 4-4- 
104) as meaning “a person ordered in a 
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draft to make payment.” An “order” is 
defined in Section 3-103 (A.C.A. § 4-3- 
103) as meaning “a written instruction to 
pay money.... An authorization to pay is 
not an order unless the person authorized 
to pay is also instructed to pay.” The 
definition of order is incorporated into 
Article 4 (A.C.A. § 4-4-101 et seq.) by 
Section 4-104(c) (A.C.A. § 4-4-104(c)). 
Thus a payor bank is one instructed to pay 
in the item. A bank does not become a 
payor bank by being merely authorized to 
pay or by being given an instruction to pay 
not contained in the item. 

5. Paragraph (4) (A.C.A. § 4-4-105(4)): 
The term “intermediary bank” includes 
the last bank in the collection process if 
the drawee is not a bank. Usually the last 
bank is also a presenting bank. 


Comment to § 4-106 (A.C.A. § 4-4-106)* 


1. This section (A.C.A. § 4-4-106) re- 
places former Sections 3-120 and 3-121. 
Some items are made “payable through” a 
particular bank. Subsection (a) (A.C.A. 
§ 4-4-106(a)) states that such language 
makes the bank a collecting bank and not 
a payor bank. An item identifying a “pay- 
able through” bank can be presented for 
payment to the drawee only by the “pay- 
able through” bank. The item cannot be 
presented to the drawee over the counter 
for immediate payment or by a collecting 
bank other than the “payable through” 
bank. 

2. Subsection (b) (A.C.A. § 4-4-106(b)) 
retains the alternative approach of the 
present law. Under Alternative A a note 
payable at a bank is the equivalent of a 
draft drawn on the bank and the midnight 
deadline provisions of Sections 4-301 and 


4-302 (A.C.A. §§ 4-4-301 and 4-4-302) ap- 
ply. Under Alternative B* a “payable at” 
bank is in the same position as a “payable 
through” bank under subsection (a) 
(A.C.A. § 4-4-106(a)). 

3. Subsection (c) (A.C.A. § 4-4-106(c)) 
rejects the view of some cases that a bank 
named below the name of a drawee is 
itself a drawee. The commercial under- 
standing is that this bank is a collecting 
bank and is not accountable under Section 
4-302 (A.C.A. § 4-4-302) for holding an 
item beyond its deadline. The liability of 
the bank is governed by Sections 4-202(a) 
and 4-103(e) (A.C.A. §§ 4-4-202(a) and 
4-4-103(e)). 


* Arkansas has enacted Alternative B. 


Comment to § 4-107 (A.C.A. § 4-4-107) 


1. Arule with respect to the status of a 
branch or separate office of a bank as a 
part of any statute on bank collections is 
highly desirable if not absolutely neces- 
sary. However, practices in the operations 
of branches and separate offices vary sub- 
stantially in the different states and it has 
not been possible to find any single rule 
that is logically correct, fair in all situa- 
tions and workable under all different 
types of practices. The decision not to 


draft the section (A.C.A. § 4-4-107) with 
greater specificity leaves to the courts the 
resolution of the issues arising under this 
section on the basis of the facts of each 
case. 

2. In many states and for many pur- 
poses a branch or separate office of the 
bank should be treated as a separate 
bank. Many branches function as separate 
banks in the handling and payment of 
items and require time for doing so simi- 
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lar to that of a separate bank. This is 
particularly true if branch banking is per- 
mitted throughout a state or in different 
towns and cities. Similarly, if there is this 
separate functioning a particular branch 
or separate office is the only proper place 
for various types of action to be taken or 
orders or notices to be given. Examples 
include the drawing of a check on a par- 
ticular branch by a customer whose ac- 
count is carried at that branch; the pre- 
sentment of that same check at that 
branch; the issuance of an order to the 
branch to stop payment on the check. 

3. Section 1 of the American Bankers 
Association Bank Collection Code pro- 
vided simply: “A branch or office of any 
such bank shall be deemed a bank.” Al- 
though this rule appears to be brief and 
simple, as applied to particular sections of 
the ABA Code it produces illogical and, in 
some cases, unreasonable results. For ex- 
ample, under Section 11 of the ABA Code 
it seems anomalous for one branch of a 
bank to have charged an item to the 
account of the drawer and another branch 
to have the power to elect to treat the item 
as dishonored. Similar logical problems 
would flow from applying the same rule to 
Article 4 (A.C.A. § 4-4-101 et seq.). War- 
ranties by one branch to another branch 
under Sections 4-207 and 4-208 (A.C.A. 
§§ 4-4-207 and 4-4-208) (each considered 
a separate bank) do not make sense. 

4. Assuming that it is not desirable to 
make each branch a separate bank for all 
purposes, this section provides that a 
branch or separate office is a separate 
bank for certain purposes. In so doing the 
single legal entity of the bank as a whole 
is preserved, thereby carrying with it the 
liability of the institution as a whole on 
such obligations as it may be under. On 
the other hand, in cases in which the 
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Article (Chapter) (A.C.A. § 4-4-101 et 
seq.) provides a number of time limits for 
different types of action by banks, if a 
branch functions as a separate bank, it 
should have the time limits available to a 
separate bank. Similarly if in its relations 
to customers a branch functions as a sep- 
arate bank, notices and orders with re- 
spect to accounts of customers of the 
branch should be given at the branch. For 
example, whether a branch has notice 
sufficient to affect its status as a holder in 
due course of an item taken by it should 
depend upon what notice that branch has 
received with respect to the item. Simi- 
larly the receipt of a stop-payment order 
at one branch should not be notice to 
another branch so as to impair the right of 
the second branch to be a holder in due 
course of the item, although in circum- 
stances in which ordinary care requires 
the communication of a notice or order to 
the proper branch of a bank, the notice or 
order would be effective at the proper 
branch from the time it was or should 
have been received. See Section 1-201(27) 
(A.C.A. § 4-1-201(27)). 

5. The bracketed language (“maintain- 
ing its own deposit ledger”) in former 
Section 4-106 is deleted. Today banks 
keep records on customer accounts by 
electronic data storage. This has led most 
banks with branches to centralize to some 
degree their record keeping. The place 
where records are kept has little meaning 
if the information is electronically stored 
and is instantly retrievable at all 
branches of the bank. Hence, the infer- 
ence to be drawn from the deletion of the 
bracketed language is that where record 
keeping is done is no longer an important 
factor in determining whether a branch is 
a separate bank. 


Comment to § 4-108 (A.C.A. § 4-4-108) 


1. Each of the huge volume of checks 
processed each day must go though a 
series of accounting procedures that con- 
sume time. Many banks have found it 
necessary to establish a cutoff hour to 
allow time for these procedures to be com- 
pleted within the time limits imposed by 
Article 4 (A.C.A. § 4-4-101 et seq.). Sub- 
section (a) (A.C.A. § 4-4-108(a)) approves 
a cutoff hour of this type provided it is not 


earlier than 2 P.M. Subsection (b) (A.C.A. 
§ 4-4-108(b)) provides that if such a cutoff 
hour is fixed, items received after the 
cutoff hour may be treated as being re- 
ceived at the opening of the next banking 
day. If the number of items received either 
through the mail or over the counter tends 
to taper off radically as the afternoon 
hours progress, a 2 P.M. cutoff hour does 
not involve a large portion of the items 
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received but at the same time permits a 
bank using such a cutoff hour to leave its 
doors open later in the afternoon without 
forcing into the evening the completion of 
its settling and proving process. 

2. The provision in subsection (b) 
(A.C.A. § 4-4-108(b)) that items or depos- 
its received after the close of the banking 
day may be treated as received at the 
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opening of the next banking day is impor- 
tant in cases in which a bank closes at 
twelve or one o'clock, e.g., on a Saturday, 
but continues to receive some items by 
mail or over the counter if, for example, it 
opens Saturday evening for the limited 
purpose of receiving deposits and cashing 
checks. 


Comment to § 4-109 (A.C.A. § 4-4-109) 


1. Sections 4-202(b), 4-214, 4-301, and 
4-302 (A.C.A. §§ 4-4-202(b), 4-4-214, 4-4- 
301, and 4-4-302) prescribe various time 
limits for the handling of items. These are 
the limits of time within which a bank, in 
fulfillment of its obligation to exercise 
ordinary care, must handle items en- 
trusted to it for collection or payment. 
Under Section 4-103 (A.C.A. 4-4-103) they 
may be varied by agreement or by Federal 
Reserve regulations or operating circular, 
clearing-house rules, or the like. Subsec- 
tion (a) (A.C.A. § 4-4-109(a)) permits a 
very limited extension of these time lim- 
its. It authorizes a collecting bank to take 
additional time in attempting to collect 
drafts drawn on nonbank payors with or 
without the approval of any interested 
party. The right of a collecting bank to 
waive time limits under subsection (a) 
(A.C.A. § 4-4-109(a)) does not apply to 
checks. The two-day extension can only by 
granted in a good faith effort to secure 
payment and only with respect to specific 
items. It cannot be exercised if the cus- 
tomer instructs otherwise. Thus limited, 
the escape provision should afford a lim- 
ited degree of flexibility in special cases 
but should not interfere with the overall 
requirement and objective of speedy col- 
lections. 

2. An extension granted under subsec- 
tion (a) (A.C.A. § 4-4-109(a)) is without 
discharge of drawers or indorsers. It 
therefore extends the times for present- 


ment or payment as specified in Article 3 
(A.C.A. § 4-3-101 et seq.). 

3. Subsection (b) (A.C.A. § 4-4-109(b)) 
is another escape clause from time limits. 
This clause operates not only with respect 
to time limits imposed by the Article 
(Chapter) (A.C.A. § 4-4-101 et seq.) itself 
but also time limits imposed by special 
instructions, by agreement or by Federal 
regulations or operating circulars, clear- 
ing-house rules or the like. The latter time 
limits are “permitted” by the Code. For 
example, a payor bank that fails to make 
timely return of a dishonored item may be 
accountable for the amount of the item. 
Subsection (b) (A.C.A. § 4-4-109(b)) ex- 
cuses a bank from this lability when its 
failure to meet its midnight deadline re- 
sulted from, for example, a computer 
breakdown that was beyond the control of 
the bank, so long as the bank exercised 
the degree of diligence that the circum- 
stances required. In Port City State Bank 
v. American National Bank, 486 F.2d 196 
(10th Cir. 1973), the court held that a 
bank exercised sufficient diligence to be 
excused under this subsection. If delay is 
sought to be excused under this subsec- 
tion, the bank has the burden on proof on 
the issue of whether it exercised “such 
diligence as the circumstances require.” 
The subsection (A.C.A. § 4-4-109(b)) is 
consistent with Regulation CC, Section 
229.38(e). 


Comment to § 4-110 (A.C.A. § 4-4-110) 


1. “An agreement for electronic pre- 
sentment” refers to an agreement under 
which presentment may be made to a 
payor bank by a presentment notice 
rather than by presentment of the item. 
Under imaging technology now under de- 
velopment, the presentment notice might 


be an image of the item. The electronic 
presentment agreement may provide that 
the item may be retained by a depositary 
bank, other collecting bank, or it may 
provide that the item will follow the pre- 
sentment notice. The identifying charac- 
teristic of an electronic presentment 
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agreement is that presentment occurs 
when the presentment notice is received. 
“An agreement for electronic present- 
ment” does not refer to the common case of 
retention of items by payor banks because 
the item itself is presented to the payor 
bank in these cases. Payor bank check 
retention is a matter of agreement be- 
tween payor banks and their customers. 
Provisions on payor bank check retention 
are found in Section 4-406(b) (A.C.A. § 4- 
4-406(b)). 

2. The assumptions under which the 
electronic presentment amendments are 
based are as follows: No bank will partic- 
ipate in an electronic presentment pro- 
gram without an agreement. These agree- 
ments may be either bilateral (Section 
4-103(a)) (A.C.A. § 4-4-103(a)), under 
which two banks that frequently do busi- 
ness with each other may agree to depos- 
itary bank check retention, or multilateral 
(Section 4-103(b)) (A.C.A. § 4-4-103(b)), in 
which large segments of the banking in- 
dustry may participate in such a program. 
In the latter case, federal or other uniform 
regulatory standards would likely supply 
the substance of the electronic present- 
ment agreement, the application of which 
could be triggered by the use of some form 
of identifier on the item. Regulation CC, 
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Section 229.36(c) authorizes truncation 
agreements but forbids them from extend- 
ing return times or otherwise varying re- 
quirements of the part of Regulation CC 
governing check collection without the 
agreement of all parties interested in the 
check. For instance, an extension of re- 
turn time could damage a depositary bank 
which must make funds available to its 
customers under mandatory availability 
schedules. The Expedited Funds Avail- 
ability Act, 12 U.S.C. Section 4008(b)(2), 
directs the Federal Reserve Board to con- 
sider requiring that banks provide for 
check truncation. 

3. The parties affected by an agreement 
for electronic presentment, with the ex- 
ception of the customer, can be expected to 
protect themselves. For example, the 
payor bank can probably be expected to 
limit its risk of loss from drawer forgery 
by limiting the dollar amount of eligible 
items (Federal Reserve program), by rec- 
oncilement agreements (ABA Safekeeping 
program), by insurance (credit union 
share draft program), or by other means. 
Because agreements will exist, only mini- 
mal amendments are needed to make 
clear that the UCC does not prohibit elec- 
tronic presentment. 


Comment to § 4-111 (A.C.A. § 4-4-111) 


This section (A.C.A. § 4-4-111) con- 
forms to the period of limitations set by 
Section 3-118(g) (A.C.A. § 4-3-118(g)) for 
actions for breach of warranty and to 
enforce other obligations, duties or rights 


arising under Article 3 (A.C.A. § 4-3-101 
et seq.). Bracketing “cause of action” rec- 
ognizes that some states use a different 
term, such as “claim for relief.” 


Comment to § 4-201 (A.C.A. § 4-4-201) 


1. This section (A.C.A. § 4-4-201) 
states certain basic rules of the bank col- 
lection process. One basic rule, appearing 
in the last sentence of subsection (a) 
(A.C.A. § 4-4-201(a)), is that, to the extent 
applicable, the provisions of the Article 
(Chapter) (A.C.A. § 4-4-101 et seq.) gov- 
ern without regard to whether a bank 
handling an item owns the item or is an 
agent for collection. Historically, much 
time has been spent and effort expended 
in determining or attempting to deter- 
mine whether a bank was a purchaser of 
an item or merely an agent for collection. 
See discussion of this subject and cases 


cited in 11 A.L.R. 1048, 16 A.L.R. 1084, 42 
A.L.R. 492, 68 A.L.R. 725, 99 A.L.R. 486. 
See also Section 4 of the American Bank- 
ers Association Bank Collection Code. The 
general approach of Article 4 (A.C.A. § 4- 
4-101 et seq.), similar to that of other 
articles, is to provide, within reasonable 
limits, rules or answers to major problems 
known to exist in the bank collection pro- 
cess without regard to questions of status 
and ownership but to keep general princi- 
ples such as status and ownership avail- 
able to cover residual areas not covered by 
specific rules. In line with this approach, 
the last sentence of subsection (a) (A.C.A. 
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§ 4-4-201(a)) says in effect that Article 4 
(A.C.A. § 4-4-101 et seq.) applies to prac- 
tically every item moving through banks 
for the purpose of presentment, payment 
or collection. 

2. Within this general rule of broad 
coverage, the first two sentences of sub- 
section (a) (A.C.A. § 4-4-201(a)) state a 
rule of agency status. “Unless a contrary 
intent clearly appears” the status of a 
collecting bank is that of an agent or 
sub-agent for the owner of the item. Al- 
though as indicated in Comment 1 it is 
much less important under Article 4 
(A.C.A. § 4-4-101 et seq.) to determine 
status than has been the case heretofore, 
status may have importance in some re- 
sidual areas not covered by specific rules. 
Further, since status has been considered 
so important in the past, to omit all refer- 
ence to it might cause confusion. The 
status of agency “applies regardless of the 
form of indorsement or lack of indorse- 
ment and even though credit given for the 
item is subject to immediate withdrawal 
as of right or is in fact withdrawn.” Thus 
questions heretofore litigated as_ to 
whether ordinary indorsements “for de- 
posit,” “for collection” or in blank have the 
effect of creating an agency status or a 
purchase, no longer have significance in 
varying the prima facie rule of agency. 
Similarly, the nature of the credit given 
for an item or whether it is subject to 
immediate withdrawal as of right or is in 
fact withdrawn, does not alter the agency 
status. See A.L.R. references supra in 
Comment 1. 

A contrary intent can change agency 
status but this must be clear. An example 
of a clear contrary intent would be if 
collateral papers established or the item 
bore a legend stating that the item was 
sold absolutely to the depositary bank. 

3. The prima facie agency status of col- 
lecting banks is consistent with prevailing 
law and practice today. Section 2 of the 
American Bankers Association Bank Col- 
lection Code so provided. Legends on de- 
posit tickets, collection letters and ac- 
knowledgments of items and Federal 
Reserve operating circulars consistently 
so provide. The status is consistent with 
rights of charge-back (Section 4-214 
(A.C.A. § 4-4-214) and Section 11 of the 
ABA Code) and risk of loss in the event of 
insolvency (Section 4-216 (A.C.A. § 4-4- 
216) and Section 13 of the ABA Code). The 
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right of charge-back with respect to 
checks is limited by Regulation CC, Sec- 
tion 226.36(d). 

4. Affirmative statement of a prima fa- 
cie agency status for collecting banks re- 
quires certain limitations and qualifica- 
tions. Under current practices 
substantially all bank collections sooner 
or later merge into bank credits, at least if 
collection is effected. Usually, this takes 
place within a few days of the initiation of 
collection. An intermediary bank receives 
final collection and evidences the result of 
its collection by a “credit” on its books to 
the depositary bank. The depositary bank 
evidences the results of its collection by a 
“credit” in the account of its customer. As 
used in these instances the term “credit” 
clearly indicates a debtor-creditor rela- 
tionship. At some stage in the bank collec- 
tion process the agency status of a collect- 
ing bank changes to that of debtor, a 
debtor of its customer. Usually at about 
the same time it also becomes a creditor 
for the amount of the item, a creditor of 
some intermediary, payor or other bank. 
Thus the collection is completed, all 
agency aspects are terminated and the 
identity of the item has become com- 
pletely merged in bank accounts, that of 
the customer with the depositary bank 
and that of one bank with another. 

Although Section 4-215(a) (A.C.A. § 4- 
4-215(a)) provides that an item is finally 
paid when the payor bank takes or fails to 
take certain action with respect to the 
item, the final payment of the item may or 
may not result in the simultaneous final 
settlement for the item in the case of all 
prior parties. If a series of provisional 
debits and credits for the item have been 
entered in accounts between banks, the 
final payment of the item by the payor 
bank may result in the automatic firming 
up of all those provisional debits and cred- 
its under Section 4-215(c) (A.C.A. § 4-4- 
215(c)), and the consequent receipt of final 
settlement for the item by each collecting 
bank and the customer of the depositary 
bank simultaneously with such action of 
the payor bank. However, if the payor 
bank or some intermediary bank accounts 
for the item with a remittance draft, the 
next prior bank usually does not receive 
final settlement for the item until the 
remittance draft finally clears. See Sec- 
tion 4-213(c) (A.C.A. § 4-4-213(c)). The 
first sentence of subsection (a) (A.C.A. 
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§ 4-4-201(a)) provides that the agency 
status of a collecting bank (whether inter- 
mediary or depositary) continues until the 
settlement given by it for the item is or 
becomes final. In the case of the series of 
provisional credits covered by Section 
4-215(c) (A.C.A. § 4-4-215(c)), this could 
be simultaneously with the final payment 
of the item by the payor bank. In cases in 
which remittance drafts are used or in 
straight noncash collections, this would 
not be until the times specified in Sections 
4-213(c) and 4-215(d) (A.C.A. §§ 4-4- 
213(c) and 4-4-215(d)). With respect to 
checks Regulation CC Sections 229.31(c), 
229.32(b) and 229.36(d) provide that all 
settlements between banks are final in 
both the forward collection and return of 
checks. 

Under Section 4-213(a) (A.C.A. § 4-4- 
213(a)) settlements for items may be made 
by any means agreed to by the parties. 
Since it is impossible to contemplate all 
the kinds of settlements that will be uti- 
lized, no attempt is made in Article 4 
(A.C.A. § 4-4-101 et seq.) to provide when 
settlement is final in all cases. The guid- 
ing principle is that settlements should be 
final when the presenting person has re- 
ceived usable funds. Section 4-213(c) and 
(d) and Section 4-215(c) (A.C.A. § 4-4- 
213(c) and (d) and § 4-4-215(c)) provide 
when final settlement occurs with respect 
to certain kinds of settlement, but these 
provisions are not intended to be exclu- 
Sive. 

A number of practical results flow from 
the rule continuing the agency status of a 
collecting bank until its settlement for the 
item is or becomes final, some of which are 
specifically set forth in this Article (Chap- 
ter) (A.C.A. § 4-4-101 et seq.) One is that 
risk of loss continues in the owner of the 
item rather than the agent bank. See 
Section 4-214 (A.C.A. § 4-4-214). Offset- 
ting rights favorable to the owner are that 
pending such final settlement, the owner 
has the preference rights of Section 4-216 
(A.C.A. § 4-4-216) and the direct rights of 
Section 4-302 (A.C.A. § 4-4-302) against 
the payor bank. It also follows from this 
rule that the dollar limitations of Federal 
Deposit Insurance are measured by the 
claim of the owner of the item rather than 
that of the collecting bank. With respect to 
checks, rights of the parties in insolvency 
are determined by Regulation CC Section 
229.39 and the liability of a bank handling 
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a check to a subsequent bank that does 
not receive payment because of suspen- 
sion of payments by another bank is 
stated in Regulation CC _ Section 
229.35(b). 

5. In those cases in which some period 
of time elapses between the final payment 
of the item by the payor bank and the time 
that the settlement of the collecting bank 
is or becomes final, e.g., if the payor bank 
or an intermediary bank accounts for the 
item with a remittance draft or in straight 
noncash collections, the continuance of 
the agency status of the collecting bank 
necessarily carries with it the continuance 
of the owner’s status as principal. The 
second sentence of subsection (a) (A.C.A. 
§ 4-4-201(a)) provides that whatever 
rights the owner has to proceeds of the 
item are subject to the rights of collecting 
banks for outstanding advances on the 
item and other valid rights, if any. The 
rule provides a sound rule to govern cases 
of attempted attachment of proceeds of a 
noncash item in the hands of the payor 
bank as property of the absent owner. Ifa 
collecting bank has made an advance on 
an item which is still outstanding, its 
right to obtain reimbursement for this 
advance should be superior to the rights of 
the owner to the proceeds or to the rights 
of a creditor of the owner. An intentional 
crediting of proceeds of an item to the 
account of a prior bank known to be insol- 
vent, for the purpose of acquiring a right 
of setoff, would not produce a valid setoff. 
See 8 Zollman, Banks and Banking (1936) 
Sec. 5443. 

6. This section (A.C.A. § 4-4-201) and 
Article 4 (A.C.A. § 4-4-101 et seq.) as a 
whole represent an intentional abandon- 
ment of the approach to bank collection 
problems appearing in Section 4 of the 
American Bankers Association Bank Col- 
lection Code. Because the tremendous vol- 
ume of items handled makes impossible 
the examination by all banks of all 
indorsements on all items and thus in fact 
this examination is not made, except per- 
haps by depositary banks, it is unrealistic 
to base the rights and duties of all banks 
in the collection chain on variations in the 
form of indorsements. It is anomalous to 
provide throughout the ABA Code that the 
prima facie status of collecting banks is 
that of agent or sub-agent but in Section 4 
to provide that subsequent holders (sub- 
agents) shall have the right to rely on the 
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presumption that the bank of deposit (the 
primary agent) is the owner of the item. It 
is unrealistic, particularly in this back- 
ground, to base rights and duties on sta- 
tus of agent or owner. Thus Section 4-201 
(A.C.A. § 4-4-201) makes the pertinent 
provisions of Article 4 (A.C.A. § 4-4-101 et 
seq.) applicable to substantially all items 
handled by banks for presentment, pay- 
ment or collection, recognizes the prima 
facie status of most banks as agents, and 
then seeks to state appropriate limits and 
some attributes to the general rules so 
expressed. 

7. Subsection (b) (A.C.A. § 4-4-201(b)) 
protects the ownership rights with respect 
to an item indorsed “pay any bank or 
banker” or in similar terms of a customer 
initiating collection or of any bank acquir- 
ing a security interest under Section 4-210 
(A.C.A. § 4-4-210), in the event the item is 
subsequently acquired under improper 
circumstances by a person who is not a 
bank and transferred by that person to 
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another person, whether or not a bank. 
Upon return to the customer initiating 
collection of an item so indorsed, the in- 
dorsement may be canceled (Section 
3-207) (A.C.A. § 4-3-207). A bank holding 
an item so indorsed may transfer the item 
out of banking channels by special in- 
dorsement; however, under’ Section 
4-103(e) (A.C.A. § 4-4-103(e)), the bank 
would be liable to the owner of the item for 
any loss resulting therefrom if the trans- 
fer had been made in bad faith or with 
lack of ordinary care. If briefer and more 
simple forms of bank indorsements are 
developed under Section 4-206 (A.C.A. 
§ 4-4-206) (e.g., the use of bank transit 
numbers in lieu of present lengthy forms 
of bank indorsements), a depositary bank 
having the transit number “X100” could 
make subsection (b) (A.C.A. § 4-4-201(b)) 
operative by indorsements such as “Pay 
any bank—X100.” Regulation CC Section 
229.35(c) states the effect of an indorse- 
ment on a check by a bank. 


Comment to § 4-202 (A.C.A. § 4-4-202) 


1. Subsection (a) (A.C.A. § 4-4-202(a)) 
states the basic responsibilities of a col- 
lecting bank. Of course, under Section 
1-203 (A.C.A. § 4-1-203) a collecting bank 
is subject to the standard requirement of 
good faith. By subsection (a) (A.C.A. § 4- 
4-202(a)) it must also use ordinary care in 
the exercise of its basic collection tasks. 
By Section 4-103(a) (A.C.A. § 4-4-103(a)) 
neither requirement may be disclaimed. 

2. If the bank makes presentment it- 
self, subsection (a)(1) (A.C.A. § 4-4- 
202(a)(1)) requires ordinary care with re- 
spect both to the time and manner of 
presentment. (Sections 3-501 and 4-212.) 
(A.C.A. §§ 4-3-501 and 4-4-212) If it for- 
wards the item to be presented the sub- 
section requires ordinary care with re- 
spect to routing (Section 4-204) (A.C.A. 
§ 4-4-204), and also in the selection of 
intermediary banks or other agents. 

3. Subsection (a) (A.C.A. § 4-4-202(a)) 
describes types of basic action with re- 
spect to which a collecting bank must use 
ordinary care. Subsection (b) (A.C.A. § 4- 
4-202(b)) deals with the time for taking 
action. It first prescribes the general stan- 
dard for timely action, namely, for items 
received on Monday, proper action (such 
as forwarding or presenting) on Monday 


or Tuesday is timely. Although under cur- 
rent “production line” operations banks 
customarily move items along on regular 
schedules substantially briefer than two 
days, the subsection states an outside 
time within which a bank may know it has 
taken timely action. To provide flexibility 
from this standard norm, the subsection 
further states that action within a reason- 
ably longer time may be timely but the 
bank has the burden of proof. In the case 
of time items, action after the midnight 
deadline, but sufficiently in advance of 
maturity for proper presentation, is a 
clear example of a “reasonably longer 
time” that is timely. The standard of re- 
quiring action not later than Tuesday in 
the case of Monday items is also subject to 
possibilities of variation under the general 
provisions of Section 4-103 (A.C.A. § 4-4- 
103), or under the special provisions re- 
garding time of receipt of items (Section 
4-108) (A.C.A. § 4-4-108), and regarding 
delays (Section 4-109) (A.C.A. § 4-4-109). 
This subsection (b) (A.C.A. § 4-4-202(b)) 
deals only with collecting banks. The time 
limits applicable to payor banks appear in 
Sections 4-301 and 4-302 (A.C.A. §§ 4-4- 
301 and 4-4-302). 

4. At common law the so-called New 
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York collection rule subjected the initial 
collecting bank to liability for the actions 
of subsequent banks in the collection 
chain; the so-called Massachusetts rule 
was that each bank, subject to the duty of 
selecting proper intermediaries, was lia- 
ble only for its own negligence. Subsection 
(c) (A.C.A. § 4-4-202(c)) adopts the Mas- 
sachusetts rule. But since this is stated to 
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be subject to subsection (a)(1) (A.C.A. § 4- 
4-202(a)(1)) a collecting bank remains re- 
sponsible for using ordinary care in select- 
ing properly qualified intermediary banks 
and agents and in giving proper instruc- 
tions to them. Regulation CC Section 
229.36(d) states the liability of a bank 
during the forward collection of checks. 


Comment to § 4-203 (A.C.A. § 4-4-203) 


This section (A.C.A. § 4-4-203) adopts a 
“chain of command” theory which renders 
it unnecessary for an intermediary or col- 
lecting bank to determine whether its 
transferor is “authorized” to give the in- 
structions. Equally the bank is not put on 
notice of any “revocation of authority” or 
“lack of authority” by notice received from 
any other person. The desirability of speed 
in the collection process and the fact that, 
by reason of advances made, the trans- 
feror may have the paramount interest in 
the item requires the rule. 

The section is made subject to the pro- 
visions of Article 3 (A.C.A. § 4-3-101 et 
seq.) concerning conversion of instru- 
ments (Section 3-420) (A.C.A. § 4-3-420) 
and restrictive indorsements (Section 
3-206) (A.C.A. § 4-3-206). Of course in- 
structions from or an agreement with it 
transferor does not relieve a collecting 
bank of its general obligation to exercise 


good faith and ordinary care. See Section 
4-103(a) (A.C.A. § 4-4-103(a)). If in any 
particular case a bank has exercised good 
faith and ordinary care and is relieved of 
responsibility by reason of instructions of 
or an agreement with its transferor, the 
owner of the item may still have a remedy 
for loss against the transferor (another 
bank) if such transferor has given wrong- 
ful instructions. 

The rules of the section are applied only 
to collecting banks. Payor banks always 
have the problem of making proper pay- 
ment of an item; whether such payment is 
proper should be based upon all of the 
rules of Articles 3 and 4 (A.C.A. § 4-3-101 
et seq. and § 4-4-101 et seq.) and all of the 
facts of any particular case, and should 
not be dependent exclusively upon in- 
structions from or an agreement with a 
person presenting the item. 


Comment to § 4-204 (A.C.A. § 4-4-204) 


1. Subsection (a) (A.C.A. § 4-4-204(a)) 
prescribes the general standards applica- 
ble to proper sending or forwarding of 
items. Because of the many types of meth- 
ods available and the desirability of pre- 
serving flexibility any attempt to pre- 
scribe limited or precise methods is 
avoided. 

2. Subsection (b)(1) (A.C.A. § 4-4- 
204(b)(1)) codifies the practice of direct 
mail, express, messenger or like present- 
ment to payor banks. The practice is now 
country-wide and is justified by the need 
for speed, the general responsibility of 
banks, Federal Deposit Insurance protec- 
tion and other reasons. 

3. Full approval of the practice of direct 
sending is limited to cases in which a bank 
is a payor. Since nonbank drawees or 
payors may be of unknown responsibility, 


substantial risks may be attached to plac- 
ing in their hands the instruments calling 
for payments from them. This is obviously 
so in the case of documentary drafts. How- 
ever, in some cities practices have long 
existed under clearing-house procedures 
to forward certain types of items to certain 
nonbank payors. Examples include insur- 
ance loss drafts drawn by field agents on 
home offices. For the purpose of leaving 
the door open to legitimate practices of 
this kind, subsection (b)(3) (A.C.A. § 4-4- 
204(b)(3)) affirmatively approves direct 
sending of any item other than documen- 
tary drafts to any nonbank payor, if au- 
thorized by Federal Reserve regulation or 
operating circular, clearing-house rule or 
the like. 

On the other hand subsection (b)(2) 
(A.C.A. § 4-4-204(b)(2)) approves sending 
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any item directly to a nonbank payor if 
authorized by a collecting bank’s trans- 
feror. This permits special instructions or 
agreements out of the norm and is consis- 
tent with the “chain of command” theory 
of Section 4-203 (A.C.A. § 4-4-203). How- 
ever, if a transferor other than the owner 
of the item, e.g., a prior collecting bank, 
authorizes a direct sending to a nonbank 
payor, such transferor assumes responsi- 
bility for the propriety or impropriety of 
such authorization. 
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4. Section 3-501(b) (A.C.A. § 4-3- 
501(b)) provides where presentment may 
be made. This provision is expressly sub- 
ject to Article 4 (A.C.A. § 4-4-101 et seq.). 
Section 4-204(c) (A.C.A. § 4-4-204(c)) spe- 
cifically approves presentment by a pre- 
senting bank at any place requested by 
the payor bank or other payor. The time 
when a check is received by a payor bank 
for presentment is governed by Regula- 
tion CC Section 229.36(b). 


Comment to § 4-205 (A.C.A. § 4-4-205) 


Section 3-201(b) (A.C.A. § 4-3-201(b)) 
provides that negotiation of an instru- 
ment payable to order requires indorse- 
ment by the holder. The rule of former 
Section 4-205(1) was that the depositary 
bank may supply a missing indorsement 
of its customer unless the item contains 
the words “payee’s indorsement required” 
or the like. The cases have differed on the 
status of the depositary bank as a holder if 
it fails to supply its customer’s indorse- 
ment. Marine Midland Bank, N.A. v. 
Price, Miller, Evans & Flowers, 446 
N.Y.S.2d 797 (N.Y.App.Div.4th Dept. 
1981), rev'd, 455 N.Y.S.2d 565 (N.Y.1982). 
It is common practice for depositary banks 
to receive unindorsed checks under so- 
called “lock-box” agreements from custom- 
ers who receive a high volume of checks. 
No function would be served by requiring 
a depositary bank to run these items 


through a machine that would supply the 
customer’s indorsement except to afford 
the drawer and the subsequent banks 
evidence that the proceeds of the item 
reached the customer’s account. Para- 
graph (1) (A.C.A. § 4-4-205(1)) provides 
that the depositary bank becomes a holder 
when it takes the item for deposit if the 
depositor is a holder. Whether it supplies 
the customer’s indorsement is immaterial. 
Paragraph (2) (A.C.A. § 4-4-205(2)) satis- 
fies the need for a receipt of funds by the 
depositary bank by imposing on that bank 
a warranty that it paid the customer or 
deposited the item to the customer’s ac- 
count. This warranty runs not only to 
collecting banks and to the payor bank or 
nonbank drawee but also to the drawer, 
affording protection to these parties that 
the depositary bank received the item and 
applied it to the benefit of the holder. 


Comment to § 4-206 (A.C.A. § 4-4-206) 


This section (A.C.A. § 4-4-206) is de- 
signed to permit the simplest possible 
form of transfer from one bank to another, 
once an item gets in the bank collection 
chain, provided only identity of the trans- 
feror bank is preserved. This is important 
for tracing purposes and if recourse is 
necessary. However, since the responsibil- 
ities of the various banks appear in the 


Article (Chapter)(A.C.A. § 4-4-101 et seq.) 
it becomes unnecessary to have liability or 
responsibility depend on more formal 
indorsements. Simplicity in the form of 
transfer is conducive to speed. If the 
transfer is between banks, this section 
takes the place of the more formal require- 
ments of Section 3-201 (A.C.A. § 4-3-201). 


Comment to § 4-207 (A.C.A. § 4-4-207) 


Except for subsection (b) (A.C.A. § 4-4- 
207(b)), this section (A.C.A. § 4-4-207) 
conforms to Section 3-416 (A.C.A. § 4-3- 
416) and extends its coverage to items. 
The substance of this section is (A.C.A. 
§ 4-4-207) discussed in the Comment to 


Section 3-416 (A.C.A. § 4-3-416). Subsec- 
tion (b) (A.C.A. § 4-4-207(b)) provides 
that customers or collecting banks that 
transfer items, whether by indorsement or 
not, undertake to pay the item if the item 
is dishonored. This obligation cannot be 
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disclaimed by a “without recourse” in- 
dorsement or otherwise. With respect to 
checks, Regulation CC Section 229.34 
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states the warranties made by paying and 
returning banks. 


Comment to § 4-208 (A.C.A. § 4-4-208) 


This section (A.C.A. § 4-4-208) con- 
forms to Section 3-417 (A.C.A. § 4-3-417) 
and extends its coverage to items. The 
substance of this section (A.C.A. § 4-4- 
208) is discussed in the Comment to Sec- 
tion 3-417 (A.C.A. § 4-3-417). “Draft” is 
defined in Section 4-104 (A.C.A. § 4-4- 


104) as including an item that is an order 
to pay so as to make clear that the term 
“draft” in Article 4 (A.C.A. § 4-4-101 et 
seq.) may include items that are not in- 
struments within Section 3-104 (A.C.A. 
§ 4-3-104). 


Comment to § 4-209 (A.C.A. § 4-4-209) 


1. Encoding and retention warranties 
are included in Article 4 (A.C.A. § 4-4-101 
et seq.) because they are unique to the 
bank collection process. These warranties 
are breached only by the person doing the 
encoding or retaining the item and not by 
subsequent banks handling the item. En- 
coding and check retention may be done 
by customers who are payees of a large 
volume of checks; hence, this section im- 
poses warranties on customers as well as 
banks. If a customer encodes or retains, 
the depositary bank is also liable for any 
breach of this warranty. 

2. A misencoding of the amount on the 
MICR line is not an alteration under Sec- 
tion 3-407(a) (A.C.A. § 4-3-407(a)) which 
defines alteration as changing the con- 
tract of the parties. If a drawer wrote a 
check for $2,500 and the depositary bank 
encoded $25,000 on the MICR line, the 
payor bank could debit the drawer’s ac- 
count for only $2,500. This subsection 
(A.C.A. § 4-3-407(a)) would allow the 
payor bank to hold the depositary bank 
liable for the amount paid out over $2,500 
without first pursuing the person who 
received payment. Intervening collecting 
banks would not be liable to the payor 
bank for the depositary bank’s error. If a 
drawer wrote a check for $25,000 and the 


depositary bank encoded $2,500, the 
payor bank becomes liable for the full 
amount of the check. The payor bank’s 
rights against the depositary bank depend 
on whether the payor bank has suffered a 
loss. Since the payor bank can debit the 
drawer’s account for $25,000, the payor 
bank has a loss only to the extent that the 
drawer’s account is less than the full 
amount of the check. There is no require- 
ment that the payor bank pursue collec- 
tion against the drawer beyond the 
amount in the drawer’s account as a con- 
dition to the payor bank’s action against 
the depositary bank for breach of war- 
ranty. See Georgia Railroad Bank & Trust 
Co. v. First National Bank & Trust, 229 
S.E.2d 482 (Ga.App.1976), aff’d, 235 
S.E.2d 1 (Ga.1977), and First National 
Bank of Boston v. Fidelity Bank, National 
Association, 724 F.Supp. 1168 
(E.D.Pa.1989). 

3. A person retaining items under an 
electronic presentment agreement (Sec- 
tion 4-110) (A.C.A. § 4-4-110) warrants 
that it has complied with the terms of the 
agreement regarding its possession of the 
item and its sending a proper present- 
ment notice. If the keeper is a customer, 
its depositary bank also makes this war- 
ranty. 


Comment to § 4-210 (A.C.A. § 4-4-210) 


1. Subsection (a) (A.C.A. § 4-4-210(a)) 
states a rational rule for the interest of a 
bank in an item. The customer of the 
depositary bank is normally the owner of 
the item and the several collecting banks 
are agents of the customer (Section 4-201) 
(A.C.A. § 4-4-201). A collecting agent may 


properly make advances on the security of 
paper held for collection, and acquires at 
common law a possessory lien for these 
advances. Subsection (a) (A.C.A. § 4-4- 
210(a)) applies an analogous principle to a 
bank in the collection chain which extends 
credit on items in the course of collection. 
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The bank has a security interest to the 
extent stated in this section. To the extent 
of its security interest it is a holder for 
value (Sections 3-303, 4-211) (A.C.A. §§ 4- 
3-303 and 4-4-211) and a holder in due 
course if it satisfies the other require- 
ments for that status (Section 3-302) 
(A.C.A. § 4-3-302). Subsection (a) (A.C.A. 
§ 4-4-210(a)) does not derogate from the 
banker’s general common law lien or right 
of setoff against indebtedness owing in 
deposit accounts. See Section 1-103 
(A.C.A. § 4-1-103). Rather subsection (a) 
(A.C.A. § 4-4-210(a)) specifically imple- 
ments and extends the principle as a part 
of the bank collection process. 

2. Subsection (b) (A.C.A. § 4-4-210(b)) 
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spreads the security interest of the bank 
over all items in a single deposit or re- 
ceived under a single agreement and a 
single giving of credit. It also adopts the 
“first-in, first-out” rule. 

3. Collection statistics establish that 
the vast majority of items handled for 
collection are in fact collected. The first 
sentence of subsection (c) (A.C.A. § 4-4- 
210(c)) reflects the fact that in the normal 
case the bank’s security interest is self- 
liquidating. The remainder of the subsec- 
tion correlates the security interest with 
the provisions of Article 9 (A.C.A. § 4-9- 
101 et seq.), particularly for use in the 
cases of noncollection in which the secu- 
rity interest may be important. 


Comment to § 4-211 (A.C.A. § 4-4-211) 


The section (A.C.A. § 4-4-211) com- 
pletes the thought of the previous section 
and makes clear that a security interest in 
an item is “value” for the purpose of deter- 
mining the holder’s status as a holder in 
due course. The provision is in accord with 
the prior law (N.I.L. Section 27) and with 
Article 3 (A.C.A. § 4-3-101 et seq.) (Sec- 


tion 3-303) (A.C.A. § 4-3-303). The section 
(A.C.A. § 4-4-211) does not prescribe a 
security interest under Section 4-210 
(A.C.A. § 4-4-210) as a test of “value” 
generally because the meaning of “value” 
under other Articles (Chapters) is ade- 
quately defined in Section 1-201 (A.C.A. 
§ 4-1-201). 


Comment to § 4-212 (A.C.A. § 4-4-212) 


1. This section (A.C.A. § 4-4-212) codi- 
fies a practice extensively followed in pre- 
sentation of trade acceptances and docu- 
mentary and other drafts drawn on 
nonbank payors. It (A.C.A. § 4-4-212) im- 
poses a duty on the payor to respond to the 
notice of the item if the item is not to be 
considered dishonored. Notice of such a 
dishonor charges drawers and indorsers. 
Presentment under this section is good 
presentment under Article 3 (A.C.A. § 4- 


3-101 et seq.). See Section 3-501 (A.C.A. 
§ 4-3-501). 

2. A drawee not receiving notice is not, 
of course, liable to the drawer for wrongful 
dishonor. 

3. A bank so presenting an instrument 
must be sufficiently close to the drawee to 
be able to exhibit the instrument on the 
day it is requested to do so or the next 
business day at the latest. 


Comment to § 4-213 (A.C.A. § 4-4-213) 


1. Subsection (a) (A.C.A. § 4-4-213(a)) 
sets forth the medium of settlement that 
the person receiving settlement must ac- 
cept. In nearly all cases the medium of 
settlement will be determined by agree- 
ment or by Federal Reserve regulations 
and circulars, clearing-house rules, and 
the like. In the absence of regulations, 
rules or agreement, the person receiving 
settlement may demand cash or credit in a 
Federal Reserve bank. If the person re- 
ceiving settlement does not have an ac- 


count in a Federal Reserve bank, it may 
specify the account of another bank in a 
Federal Reserve bank. In the unusual 
case in which there is no agreement on the 
medium of settlement and the bank mak- 
ing settlement tenders settlement other 
than cash or Federal Reserve bank credit, 
no settlement has occurred under subsec- 
tion (b) (A.C.A. § 4-4-213(b)) unless the 
person receiving settlement accepts the 
settlement tendered. For example, if a 
payor bank, without agreement, tenders a 
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teller’s check, the bank receiving the set- 
tlement may reject the check and return it 
to the payor bank or it may accept the 
check as settlement. 

2. In several provisions of Article 4 
(A.C.A. § 4-4-101 et seq.) the time that a 
settlement occurs is relevant. Subsection 
(a) (A.C.A. § 4-4-213(a)) sets out a general 
rule that the time of settlement, like the 
means of settlement, may be prescribed by 
agreement. In the absence of agreement, 
the time of settlement for tender of the 
common agreed media of settlement is 
that set out in subsection (a)(2) (A.C.A. 
§ 4-4-213(a)(2)). The time of settlement 
by cash, cashier’s or teller’s check or au- 
thority to charge an account is the time 
the cash, check or authority is sent, unless 
presentment is over the counter in which 
case settlement occurs upon delivery to 
the presenter. If there is no agreement on 
the time of settlement and the tender of 
settlement is not made by one of the 
media set out in subsection (a) (A.C.A. 
§ 4-4-213(a)), under subsection (b) 
(A.C.A. § 4-4-213(b)) the time of settle- 
ment is the time the settlement is ac- 
cepted by the person receiving settlement. 

3. Subsections (c) and (d) (A.C.A. § 4- 
4-213(c) and (d)) are special provisions for 
settlement by remittance drafts and au- 
thority to charge an account in the bank 
receiving settlement. The relationship be- 
tween final settlement and final payment 
under Section 4-215 (A.C.A. § 4-4-215) is 
addressed in subsection (b) of Section 
4-215 (A.C.A. § 4-4-215(b)). With respect 
to settlement by cashier’s checks or tell- 
er’s checks, other than in response to 
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over-the-counter presentment, the bank 
receiving settlement can keep the risk 
that the check will not be paid on the bank 
tendering the check in settlement by act- 
ing to initiate collection of the check 
within the midnight deadline of the bank 
receiving settlement. If the bank fails to 
initiate settlement before its midnight 
deadline, final settlement occurs at the 
midnight deadline, and the bank receiving 
settlement assumes the risk that the 
check will not be paid. If there is no 
agreement that permits the bank tender- 
ing settlement to tender a cashier’s or 
teller’s check, subsection (b) (A.C.A. § 4- 
4-213(b)) allows the bank receiving the 
check to reject it, and, if it does, no settle- 
ment occurs. However, if the bank accepts 
the check, settlement occurs and the time 
of final settlement is governed by subsec- 
tion (c) (A.C.A. § 4-4-213(c)). 

With respect to settlement by tender of 
authority to charge the account of the 
bank making settlement in the bank re- 
ceiving settlement, subsection (d) (A.C.A. 
§ 4-4-213(d)) provides that final settle- 
ment does not take place until the account 
charged has available funds to cover the 
amount of the item. If there is no agree- 
ment that permits the bank tendering 
settlement to tender an authority to 
charge an account as settlement, subsec- 
tion (b) (A.C.A. § 4-4-213(b)) allows the 
bank receiving the tender to reject it. 
However, if the bank accepts the author- 
ity, settlement occurs and the time of final 
settlement is governed by subsection (d) 
(A.C.A. § 4-4-213(d)). 


Comment to § 4-214 (A.C.A. § 4-4-214) 


1. Under current bank practice, in a 
major portion of cases banks make provi- 
sional settlement for items when they are 
first received and then await subsequent 
determination of whether the item will be 
finally paid. This is the principal charac- 
teristic of what are referred to in banking 
parlance as “cash items.” Statistically, this 
practice of settling provisionally first and 
then awaiting final payment is justified 
because the vast majority of such cash 
items are finally paid, with the result that 
in this great preponderance of cases it 
becomes unnecessary for the banks mak- 
ing the provisional settlements to make 
any further entries. In due course the 


provisional settlements become final sim- 
ply with the lapse of time. However, in 
those cases in which the item being col- 
lected is not finally paid or if for various 
reasons the bank making the provisional 
settlement does not itself receive final 
payment, provision is made in subsection 
(a) (A.C.A. § 4-4-214(a)) for the reversal of 
the provisional settlements, charge-back 
of provisional credits and the right to 
obtain refund. 

2. Various causes of a bank’s not receiv- 
ing final payment, with the resulting right 
of charge-back or refund, are stated or 
suggested in subsection (a) (A.C.A. § 4-4- 
214(a)). These include dishonor of the 


COMMENTARIES 


original item; dishonor of a remittance 
instrument given for it; reversal of a pro- 
visional credit for the item; suspension of 
payments by another bank. The causes 
stated are illustrative; the right of charge- 
back or refund is stated to exist whether 
the failure to receive final payment in 
ordinary course arises through one of 
them or “otherwise.” 

3. The right of charge-back or refund 
exists if a collecting bank has made a 
provisional settlement for an item with its 
customer but terminates if and when a 
settlement received by the bank for the 
item is or becomes final. If the bank fails 
to receive such a final settlement the right 
of charge-back or refund must be exer- 
cised promptly after the bank learns the 
facts. The right exists Gif so promptly 
exercised) whether or not the bank is able 
to return the item. The second sentence of 
subsection (a) (A.C.A. § 4-4-214(a)) 
adopts the view of Appliance Buyers 
Credit Corp. v. Prospect National Bank, 
708 F.2d 290 (7th Cir.1983), that if the 
midnight deadline for returning an item 
or giving notice is not met, a collecting 
bank loses its rights only to the extent of 
damages for any loss resulting from the 
delay. 

4. Subsection (b) (A.C.A. § 4-4-214(b)) 
states when an item is returned by a 
collecting bank. Regulation CC, Section 
229.31 preempts this subsection with re- 
spect to checks by allowing direct return 
to the depositary bank. Because a re- 
turned check may follow a different path 
than in forward collection, settlement 
given for the check is final and not provi- 
sional except as between the depositary 
bank and its customer. Regulation CC 
Section 229.36(d). See also Regulations 
CC Sections 229.31(c) and 229.32(b). Thus 
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owing to the federal preemption, this sub- 
section applies only to noncheck items. 

5. The rule of subsection (d) (A.C.A. 
§ 4-4-214(d)) relating to charge-back (as 
distinguished from claim for refund) ap- 
plies irrespective of the cause of the non- 
payment, and of the person ultimately 
liable for nonpayment. Thus charge-back 
is permitted even if nonpayment results 
from the depositary bank’s own negli- 
gence. Any other rule would result in 
litigation based upon a claim for wrongful 
dishonor of other checks of the customer, 
with potential damages far in excess of 
the amount of the item. Any other rule 
would require a bank to determine diffi- 
cult questions of fact. The customer’s pro- 
tection is found in the general obligation 
of good faith (Sections 1-203 and 4-103) 
(A.C.A. §§ 4-1-203 and 4-4-103). If bad 
faith is established the customer’s recov- 
ery “includes other damages, if any, suf- 
fered by the party as a proximate conse- 
quence” (Section 4-103(e); see also Section 
4-402) (A.C.A. § 4-4-103(e); see also 
A.C.A. § 4-4-402). 

6. It is clear that the charge-back does 
not relieve the bank from any liability for 
failure to exercise ordinary care in han- 
dling the item. The measure of damages 
for such failure is stated in Section 
4-103(e) (A.C.A. § 4-4-103(e)). 

7. Subsection (f) (A.C.A. § 4-4-214(f) 
states a rule fixing the time for determin- 
ing the rate of exchange if there is a 
charge-back or refund of a credit given in 
dollars for an item payable in a foreign 
currency. Compare Section 3-107 (A.C.A. 
§ 4-3-107). Fixing such a rule is desirable 
to avoid disputes. If in any case the par- 
ties wish to fix a different time for deter- 
mining the rate of exchange, they may do 
so by agreement. 


Comment to § 4-215 (A.C.A. § 4-4-215) 


1. By the definition and use of the term 
“settle” (Section 4-104(a)(11)) (A.C.A. § 4- 
4-104(a)(11)) this Article (Chapter) 
(A.C.A. § 4-4-101 et seq.) recognizes that 
various debits or credits, remittances, set- 
tlements or payments given for an item 
may be either provisional or final, that 
settlements sometimes are provisional 
and sometimes are final and sometimes 
are provisional for awhile but later be- 
come final. Subsection (a) (A.C.A. § 4-4- 


215(a)) defines when settlement for an 
item constitutes final payment. 

Final payment of an item is important 
for a number of reasons. It is one of 
several factors determining the relative 
priorities between items and notices, stop- 
payment orders, legal process and setoffs 
(Section 4-303) (A.C.A. § 4-4-303). It is 
the “end of the line” in the collection 
process and the “turn around” point com- 
mencing the return flow of proceeds. It is 
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the point at which many provisional set- 
tlements become final. See Section 
4-215(c) (A.C.A. § 4-4-215(c)). Final pay- 
ment of an item by the payor bank fixes 
preferential rights under Section 4-216 
(A.C.A. § 4-4-216). 

2. If an item being collected moves 
through several states, e.g., is deposited 
for collection in California, moves through 
two or three California banks to the Fed- 
eral Reserve Bank of San Francisco, to the 
Federal Reserve Bank of Boston, to a 
payor bank in Maine, the collection pro- 
cess involves the eastward journey of the 
item from California to Maine and the 
westward journey of the proceeds from 
Maine to California. Subsection (a) 
(A.C.A. § 4-4-215(a)) recognizes that final 
payment does not take place, in this hy- 
pothetical case, on the journey of the item 
eastward. It also adopts the view that 
neither does final payment occur on the 
journey westward because what in fact is 
journeying westward are proceeds of the 
item. 

3. Traditionally and under various de- 
cisions payment in cash of an item by a 
payor bank has been considered final pay- 
ment. Subsection (a)(1) (A.C.A. § 4-4- 
215(a)(1)) recognizes and provides that 
payment of an item in cash by a payor 
bank is final payment. 

4. Section 4-104(a)(11) (A.C.A. § 4-4- 
104(a)(11)) defines “settle” as meaning “to 
pay in cash, by clearing-house settlement, 
in a charge or credit or by remittance, or 
otherwise as agreed. A settlement may be 
either provisional or final.” Subsection 
(ay(2) of Section 4-215 (A.C.A. § 4-4- 
215(a)(2)) provides that an item is finally 
paid by a payor bank when the bank has 
“settled for the item without having a 
right to revoke the settlement under stat- 
ute, clearing-house rule or agreement.” 
Former subsection (1)(b) is modified by 
subsection (a)(2) (A.C.A. § 4-4-215(a)(2)) 
to make clear that a payor bank cannot 
make settlement provisional by unilater- 
ally reserving a right to revoke the settle- 
ment. The right must come from a statute 
(e.g., Section 4-301) (A.C.A. § 4-4-301), 
clearing-house rule or other agreement. 
Subsection (a)(2) (A.C.A. § 4-4-215(a)(2)) 
provides in effect that if the payor bank 
finally settles for an item this constitutes 
final payment of the item. The subsection 
operates if nothing has occurred and no 
situation exists making the settlement 
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provisional. If under statute, clearing- 
house rule or agreement, a right of revo- 
cation of the settlement exists, the settle- 
ment is provisional. Conversely, if there is 
an absence of a right to revoke under 
statute, clearing-house rule or agreement, 
the settlement is final and such final set- 
tlement constitutes final payment of the 
item. 

A primary example of a statutory right 
on the part of the payor bank to revoke a 
settlement is the right to revoke conferred 
by Section 4-301 (A.C.A. § 4-4-301). The 
underlying theory and reason for deferred 
posting statutes (Section 4-301) (A.C.A. 
§ 4-4-301) is to require a settlement on 
the date of receipt of an item but to keep 
that settlement provisional with the right 
to revoke prior to the midnight deadline. 
In any case in which Section 4-301 (A.C.A. 
§ 4-4-301) is applicable, any settlement 
by the payor bank is provisional solely by 
virtue of the statute, subsection (a)(2) of 
Section 4-215 (A.C.A. § 4-4-215(a)(2)) 
does not operate, and such provisional 
settlement does not constitute final pay- 
ment of the item. With respect to checks, 
Regulation CC Section 229.36(d) provides 
that settlement between banks for the 
forward collection of checks is final. The 
relationship of this provision to Article 4 
(A.C.A. § 4-4-101 et seq.) is discussed in 
the Commentary to that section. 

A second important example of a right 
to revoke a settlement is that arising 
under clearing-house rules. It is very com- 
mon for clearing-house rules to provide 
that items exchanged and settled for ina 
clearing (e.g., before 10:00 a.m. on Mon- 
day) may be returned and the settlements 
revoked up to but not later than 2:00 p.m. 
on the same day (Monday) or under de- 
ferred posting at some hour on the next 
business day (e.g., 2:00 p.m. Tuesday). 
Under this type of rule the Monday morn- 
ing settlement is provisional and being 
provisional does not constitute a final pay- 
ment of the item. 

An example of an agreement allowing 
the payor bank to revoke a settlement is a 
case in which the payor bank is also the 
depositary bank and has signed a receipt 
or duplicate deposit ticket or has made an 
entry in a passbook acknowledging re- 
ceipt, for credit to the account of A, of a 
check drawn on it by B. If the receipt, 
deposit ticket, passbook or other agree- 
ment with Ais to the effect that any credit 
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so entered is provisional and may be re- 
voked pending the time required by the 
payor bank to process the item to deter- 
mine if it is in good form and there are 
funds to cover it, the agreement keeps the 
receipt or credit provisional and avoids its 
being either final settlement or final pay- 
ment. 

The most important application of sub- 
section (a)(2) (A.C.A. § 4-4-215(a)(2)) is 
that in which presentment of an item has 
been made over the counter for immediate 
payment. In this case Section 4-301(a) 
(A.C.A. § 4-4-301(a)) does not apply to 
make the settlement provisional, and final 
payment has occurred unless a rule or 
agreement provides otherwise. 

5. Former Section 4-213(1)(c) provided 
that final payment occurred when the 
payor bank completed the “process of post- 
ing.” The term was defined in former Sec- 
tion 4-109. In the present Article (Chap- 
ter), Section 4-109 has been deleted and 
the process-of-posting test has been aban- 
doned in Section 4-215(a) (A.C.A. § 4-4- 
215(a)) for determining when final pay- 
ment is made. Difficulties in determining 
when the events described in former Sec- 
tion 4-109 take place make the process-of- 
posting test unsuitable for a system of 
automated check collection or electronic 
presentment. 

6. The last sentence of former Section 
4-213(1) is deleted as an unnecessary 
source of confusion. Initially the view that 
payor bank may be accountable for, that 
is, liable for the amount of, an item that it 
has already paid seems incongruous. This 
is particularly true in the light of the 
language formerly found in Section 4-302 
stating that the payor bank can defend 
against liability for accountability by 
showing that it has already settled for the 
item. But, at least with respect to former 
Section 4-213(1)(c), such a provision was 
needed because under the process-of-post- 
ing test a payor bank may have paid an 
item without settling for it. Now that 
Article 4 (A.C.A. § 4-4-101 et seq.) has 
abandoned the process-of-posting test, the 
sentence is no longer needed. If the payor 
bank has neither paid the item nor re- 
turned it within its midnight deadline, the 
payor bank is accountable under Section 
4-302 (A.C.A. § 4-4-302). 

7. Subsection (a)(3) (A.C.A. § 4-4- 
215(aX(3)) covers the situation in which 
the payor bank makes a provisional set- 
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tlement for an item, and this settlement 
becomes final at a later time by reason of 
the failure of the payor bank to revoke it 
in the time and manner permitted by 
statute, clearing-house rule or agreement. 
An example of this type of situation is the 
clearing-house settlement referred to in 
Comment 4. In the illustration there given 
if the time limit for the return of items 
received in the Monday morning clearing 
is 2:00 p.m. on Tuesday and the provi- 
sional settlement has not been revoked at 
that time in a manner permitted by the 
clearing-house rules, the provisional set- 
tlement made on Monday morning be- 
comes final at 2:00 p.m. on Tuesday. Sub- 
section (a)(3) (A.C.A. § 4-4-215(a)(3)) 
provides specifically that in this situation 
the item is finally paid at 2:00 p.m. Tues- 
day. If on the other hand a payor bank 
receives an item in the mail on Monday 
and makes some provisional settlement 
for the item on Monday, it has until mid- 
night on Tuesday to return the item or 
give notice and revoke any settlement 
under Section 4-301 (A.C.A. § 4-4-301). In 
this situation subsection (a)(3) of Section 
4-215 (A.C.A. § 4-4-215(a)(3)) provides 
that if the provisional settlement made on 
Monday is not revoked before midnight on 
Tuesday as permitted by Section 4-301 
(A.C.A. § 4-4-301), the item is finally paid 
at midnight on Tuesday. With respect to 
checks, Regulation CC Section 229.30(c) 
allows an extension of the midnight dead- 
line under certain circumstances. If a 
bank does not expeditiously return a 
check liability may accrue under Regula- 
tion CC Section 229.38. For the relation- 
ship of that liability to responsibility un- 
der this Article (Chapter) (A.C.A. § 4-4- 
101 et seq.), see Regulation CC Sections 
229.30 and 229.38. 

8. Subsection (b) (A.C.A. § 4-4-215(b)) 
relates final settlement to final payment 
under Section 4-215 (A.C.A. § 4-4-215). 
For example, if a payor bank makes pro- 
visional settlement for an item by sending 
a cashier’s or teller’s check and that set- 
tlement fails to become final under Sec- 
tion 4-213(c) (A.C.A. § 4-4-213(c)), subsec- 
tion (b) (A.C.A. § 4-4-215(b)) provides 
that final payment has not occurred. If the 
item is not paid, the drawer remains lia- 
ble, and under Section 4-302(a) (A.C.A. 
§ 4-4-302(a)) the payor bank is account- 
able unless it has returned the item before 
its midnight deadline. In this regard, sub- 
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section (b) (A.C.A. § 4-4-215(b)) is an ex- 
ception to subsection (a)(3) (A.C.A. § 4-4- 
215(a)(3)). Even if the payor bank has not 
returned an item by its midnight deadline 
there is still no final payment if provi- 
sional settlement has been made and set- 
tlement failed to become final. However, if 
presentment of the item was over the 
counter for immediate payment, final pay- 
ment has occurred under Section 
4-215(a)(2) (A.C.A. § 4-4-215(a)(2)). Sub- 
section (b) (A.C.A. § 4-4-215(b)) does not 
apply because the settlement was not pro- 
visional. Section 4-301(a) (A.C.A. § 4-4- 
301(a)). In this case the presenting per- 
son, often the payee of the item, has the 
right to demand cash or the cash equiva- 
lent of federal reserve credit. If the pre- 
senting person accepts another medium of 
settlement such as a cashier’s or teller’s 
check, the presenting person takes the 
risk that the payor bank may fail to pay a 
cashier’s check because of insolvency or 
that the drawee of a teller’s check may 
dishonor it. 

9. Subsection (c) (A.C.A. § 4-4-215(c)) 
states the country-wide usage that when 
the item is finally paid by the payor bank 
under subsection (a) (A.C.A. § 4-4-215(a)) 
this final payment automatically without 
further action “firms up” other provisional 
settlements made for it. However, the sub- 
section (A.C.A. § 4-4-215(c)) makes clear 
that this “firming up” occurs only if the 
settlement between the presenting and 
payor banks was made either through a 
clearing house or by debits and credits in 
accounts between them. It does not take 
place if the payor bank remits for the item 
by sending some form of remittance in- 
strument. Further, the “firming up” con- 
tinues only to the extent that provisional 
debits and credits are entered seriatim in 
accounts between banks which are succes- 
sive to the presenting bank. The auto- 
matic “firming up” is broken at any time 
that any collecting bank remits for the 
item by sending a remittance draft, be- 
cause final payment to the remittee then 
usually depends upon final payment of the 
remittance draft. 

10. Subsection (d) (A.C.A. § 4-4-215(d)) 
states the general rule that if a collecting 
bank receives settlement for an item 
which is or becomes final, the bank is 
accountable to its customer for the 
amount of the item. One means of ac- 
counting is to remit to its customer the 
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amount it has received on the item. If 
previously it gave to its customer a provi- 
sional credit for the item in an account its 
receipt of final settlement for the item 
“firms up” this provisional credit and 
makes it final. When this credit given by it 
so becomes final, in the usual case its 
agency status terminates and it becomes a 
debtor to its customer for the amount of 
the item. See Section 4-201(a) (A.C.A. § 4- 
4-201(a)). If the accounting is by a remit- 
tance instrument or authorization to 
charge further time will usually be re- 
quired to complete its accounting (Section 
4-213) (A.C.A. § 4-4-2183). 

11. Subsection (e) (A.C.A. § 4-4-215(e)) 
states when certain credits given by a 
bank to its customer become available for 
withdrawal as of right. Subsection (e)(1) 
(A.C.A. § 4-4-215(e)(1)) deals with the sit- 
uation in which a bank has given a credit 
(usually provisional) for an item to its 
customer and in turn has received a pro- 
visional settlement for the item from an 
intermediary or payor bank to which it 
has forwarded the item. In this situation 
before the provisional credit entered by 
the collecting bank in the account of its 
customer becomes available for with- 
drawal as of right, it is not only necessary 
that the provisional settlement received 
by the bank for the item becomes final but 
also that the collecting bank has a reason- 
able time to receive return of the item and 
the item has not been received within that 
time. How much time is “reasonable” for 
these purposes will of course depend on 
the distance the item has to travel and the 
number of banks through which it must 
pass (having in mind not only travel time 
by regular lines of transmission but also 
the successive midnight deadlines of the 
several banks) and other pertinent facts. 
Also, if the provisional settlement re- 
ceived is some form of a remittance instru- 
ment or authorization to charge, the “rea- 
sonable” time depends on the identity and 
location of the payor of the remittance 
instrument, the means for clearing such 
instrument, and other pertinent facts. 
With respect to checks Regulation CC 
Sections 229.10—229.13 or similar appli- 
cable state law (Section 229.20) control. 
This is also time for the situation de- 
scribed in Comment 12. 

12. Subsection (e)(2) (A.C.A. § 4-4- 
215(e)(2)) deals with the situation of a 
bank that is both a depositary bank and a 
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payor bank. The subsection recognizes 
that if A and B are both customers of a 
depositary-payor bank and A deposits B’s 
check on the depositary-payor in A’s ac- 
count on Monday, time must be allowed to 
permit the check under the deferred post- 
ing rules of Section 4-301 (A.C.A. § 4-4- 
301) to reach the bookkeeper for B’s ac- 
count at some time on Tuesday, and, if 
there are insufficient funds in B’s account, 
to reverse or charge back the provisional 
credit in A’s account. Consequently this 
provisional credit in A’s account does not 
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become available for withdrawal as of 
right until the opening of business on 
Wednesday. If it is determined on Tuesday 
that there are insufficient funds in B’s 
account to pay the check, the credit to A’s 
account can be reversed on Tuesday. On 
the other hand if the item is in fact paid on 
Tuesday, the rule of subsection (e)(2) 
(A.C.A. § 4-4-215(e)(2)) is desirable to 
avoid uncertainty and possible disputes 
between the bank and its customer as to 
exactly what hour within the day the 
credit is available. 


Comment to § 4-216 (A.C.A. § 4-4-216) 


The underlying purpose of the provi- 
sions of this section (A.C.A. § 4-4-216) is 
not to confer upon banks, holders of items 
or anyone else preferential positions in 
the event of bank failures over general 
depositors or any other creditors of the 
failed banks. The purpose is to fix as 
definitely as possible the cut-off point of 
time for the completion or cessation of the 
collection process in the case of items that 
happen to be in the process at the time a 
particular bank suspends payments. It 
must be remembered that in bank collec- 
tions as a whole and in the handling of 
items by an individual bank, items go 
through a whole series of processes. It 
must also be remembered that at any 
particular point of time a particular bank 
(at least one of any size) is functioning as 
a depositary bank for some items, as an 
intermediary bank for others, as a pre- 
senting bank for still others and as a 
payor bank for still others, and that when 
it suspends payments it will have close to 
its normal load of items working through 
its various processes. For the convenience 
of receivers, owners of items, banks, and 
in fact substantially everyone concerned, 
it is recognized that at the particular 
moment of time that a bank suspends 
payment, a certain portion of the items 
being handled by it have progressed far 
enough in the bank collection process that 
it is preferable to permit them to continue 
the remaining distance, rather than to 
send them back and reverse the many 
entries that have been made or the steps 
that have been taken with respect to 


them. Therefore, having this background 
and these purposes in mind, the section 
(A.C.A. § 4-4-216) states what items must 
be turned backward at the moment sus- 
pension intervenes and what items have 
progressed far enough that the collection 
process with respect to them continues, 
with the resulting necessary statement of 
rights of various parties flowing from this 
prescription of the cut-off time. 

2. The rules stated are similar to those 
stated in the American Bankers Associa- 
tion Bank Collection Code, but with the 
abandonment of any theory of trust. On 
the other hand, some law previous to this 
Act (A.C.A. § 4-4-101 et seq.) may be 
relevant. See Note, Uniform Commercial 
Code: Stopping Payment of an Item De- 
posited with an Insolvent Depositary 
Bank, 40 Okla.L.Rev. 689 (1987). Al- 
though for practical purposes Federal De- 
posit Insurance affects materially the re- 
sult of bank failures on holders of items 
and banks, no attempt is made to vary the 
rules of the section by reason of such 
insurance. 

3. It is recognized that in view of 
Jennings v. United States Fidelity & 
Guaranty Co., 294 U.S. 216, 55 S.Ct. 394, 
79 L.Ed. 869, 99 A.L.R. 1248 (1935), 
amendment of the National Bank Act 
would be necessary to have this section 
(A.C.A. § 4-4-216) apply to national 
banks. But there is no reason why it 
(A.C.A. § 4-4-216) should not apply to 
others. See Section 1-108 (A.C.A. § 4-1- 
108). 
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Comment to § 4-301 (A.C.A. § 4-4-301) 


1. The term “deferred posting” appears 
in the caption of Section 4-301 (A.C.A. 
§ 4-4-301). This refers to the practice per- 
mitted by statute in most of the states 
before the UCC (A.C.A. § 4-1-101 et seq.) 
under which a payor bank receives items 
on one day but does not post the items to 
the customer’s account until the next day. 
Items dishonored were then returned af- 
ter the posting on the day after receipt. 
Under Section 4-301 (A.C.A. § 4-4-301) 
the concept of “deferred posting” merely 
allows a payor bank that has settled for an 
item on the day of receipt to return a 
dishonored item on the next day before its 
midnight deadline, without regard to 
when the item was actually posted. With 
respect to checks Regulation CC Section 
229.30(c) extends the midnight deadline 
under the UCC (A.C.A. § 4-1-101 et seq.) 
under certain circumstances. See the 
Commentary to Regulation CC Section 
229.38(d) on the relationship between the 
UCC (A.C.A. § 4-1-101 et seq.) and Regu- 
lation CC on settlement. 

2. The function of this section is to 
provide the circumstances under which a 
payor bank that has made timely settle- 
ment for an item may return the item and 
revoke the settlement so that it may re- 
cover any settlement made. These circum- 
stances are: (1) the item must be a de- 
mand item other than a documentary 
draft; (2) the item must be presented 
otherwise than for immediate payment 
over the counter; and (3) the payor bank 
must return the item (or give notice if the 
item is unavailable for return) before its 
midnight deadline and before it has paid 
the item. With respect to checks, see Reg- 
ulation CC Section 229.31(f) on notice in 
lieu of return and Regulation CC Section 
229.33 as to the different requirement of 
notice of nonpayment. An instance of 
when an item may be unavailable for 
return arises under a collecting bank 
check retention plan under which present- 
ment is made by a presentment notice and 
the item is retained by the collecting 
bank. Section 4-215(a)(2) (A.C.A. § 4-4- 
215(a)(2)) provides that final payment oc- 
curs if the payor bank has settled for an 
item without a right to revoke the settle- 
ment under statute, clearing-house rule 
or agreement. In any case in which Sec- 


tion 4-301(a) (A.C.A. § 4-4-301(a)) is ap- 
plicable, the payor bank has a right to 
revoke the settlement by statute; there- 
fore, Section 4-215(a)(2) (A.C.A. § 4-4- 
215(a)(2)) is inoperable, and the settle- 
ment is. provisional. Hence, if the 
settlement is not over the counter and the 
payor bank settles in a manner that does 
not constitute final payment, the payor 
bank can revoke the settlement by return- 
ing the item before its midnight deadline. 

3. The relationship of Section 4-301(a) 
(A.C.A. § 4-4-301(a)) to final settlement 
and final payment under Section 4-215 
(A.C.A. § 4-4-215) is illustrated by the 
following case. Depositary Bank sends by 
mail an item to Payor Bank with instruc- 
tions to settle by remitting a teller’s check 
drawn on a bank in the city where Depos- 
itary Bank is located. Payor Bank sends 
the teller’s check on the day the item was 
presented. Having made timely settle- 
ment, under the deferred posting provi- 
sions of Section 4-301(a) (A.C.A. § 4-4- 
301(a)), Payor Bank may revoke that 
settlement by returning the item before 
its midnight deadline. If it fails to return 
the item before its midnight deadline, it 
has finally paid the item if the bank on 
which the teller’s check was drawn honors 
the check. But if the teller’s check is 
dishonored there has been no final settle- 
ment under Section 4-213(c) (A.C.A. § 4- 
4-213(c)) and no final payment under Sec- 
tion 4-215(b) (A.C.A. § 4-4-215(b)). Since 
the Payor Bank has neither paid the item 
nor made timely return, it is accountable 
for the item under Section 4-302(a) 
(A.C.A, § 4-4-302(a)). 

4. The time limits for action imposed by 
subsection (a) (A.C.A. § 4-4-301(a)) are 
adopted by subsection (b) (A.C.A. § 4-4- 
301(b)) for cases in which the payor bank 
is also the depositary bank, but in this 
case the requirement of a settlement on 
the day of receipt is omitted. 

5. Subsection (c) (A.C.A. § 4-4-301(c)) 
fixes a base point from which to measure 
the time within which notice of dishonor 
must be given. See Section 3-503 (A.C.A. 
§ 4-3-503). 

6. Subsection (d) (A.C.A. § 4-4-301(d)) 
leaves banks free to agree upon the man- 
ner of returning items but establishes a 
precise time when an item is “returned.” 
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For definition of “sent” as used in para- 
graphs (1) and (2) (A.C.A. § 4-4-301(d)(1) 
and (2)) see Section 1-201(38) (A.C.A. § 4- 
1-201(38)). Obviously the subsection as- 
sumes that the item has not been “finally 
paid” under Section 4-215(a) (A.C.A. § 4- 
4-215(a)). If it has been, this provision has 
no operation. 

7. The fact that an item has been paid 
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under proposed Section 4-215 (A.C.A. § 4- 
4-215) does not preclude the payor bank 
from asserting rights of restitution or re- 
vocation under Section 3-418 (A.C.A. § 4- 
3-418). National Savings and Trust Co. v. 
Park Corp., 722 F.2d 1303 (6th Cir. 1983), 
cert. denied, 466 U.S. 939 (1984), is the 
correct interpretation of the present law 
on this issue. 


Comment to § 4-302 (A.C.A. § 4-4-302) 


1. Subsection (a)(1) (ACC.A. § 4-4- 
302(a)(1)) continues the former law distin- 
guishing between cases in which the 
payor bank is not also the depositary bank 
and those in which the payor bank is also 
the depositary bank (“on us” items). For 
“on us” items the payor bank is account- 
able if it retains the item beyond its mid- 
night deadline without settling for it. If 
the payor bank is not the depositary bank 
it is accountable if it retains the item 
beyond midnight of the banking day of 
receipt without settling for it. It may avoid 
accountability either by settling for the 
item on the day of receipt and returning 
the item before its midnight deadline un- 
der Section 4-301 (A.C.A. § 4-4-301) or by 
returning the item on the day of receipt. 
This rule is consistent with the deferred 
posting practice authorized by Section 
4-301 (A.C.A. § 4-4-301) which allows the 
payor bank to make provisional settle- 
ment for an item on the day of receipt and 
to revoke that settlement by returning the 
item on the next day. With respect to 
checks, Regulation CC Section 229.36(d) 
provides that settlements between banks 
for forward collection of checks are final 
when made. See the Commentary on that 
provision for its effect on the UCC (A.C.A. 
§ 4-1-101 et seq.). 

2. If the settlement given by the payor 
bank does not become final, there has 
been no payment under Section 4-215(b) 
(A.C.A. § 4-4-215(b)), and the payor bank 
giving the failed settlement is accountable 
under subsection (a)(1) of Section 4-302 
(A.C.A. § 4-4-302(a)(1)). For instance, the 
payor bank makes provisional settlement 
by sending a teller’s check that is dishon- 
ored. In such a case settlement is not final 
under Section 4-213(c) (A.C.A. § 4-4- 


213(c)) and no payment occurs under Sec- 
tion 4-215(b) (A.C.A. § 4-4-215(b)). Payor 
bank is accountable on the item. The gen- 
eral principle is that unless settlement 
provides the presenting bank with usable 
funds, settlement has failed and the payor 
bank is accountable for the amount of the 
item. 

3. Subsection (b) (A.C.A. § 4-4-302(b)) 
is an elaboration of the deleted introduc- 
tory language of former Section 4-302: “In 
the absence of a valid defense such as 
breach of a presentment warranty (sub- 
section (1) of Section 4-207) (A.C.A. § 4-4- 
207(1)), settlement effected or the like ....” 
A payor bank can defend an action against 
it based on accountability by showing that 
the item contained a forged indorsement 
or a fraudulent alteration. Subsection (b) 
(A.C.A. § 4-4-302(b)) drops the ambigu- 
ous “or the like” language and provides 
that the payor bank may also raise the 
defense of fraud. Decisions that hold an 
accountable bank’s liability to be “abso- 
lute” are rejected. A payor bank that 
makes a late return of an item should not 
be liable to a defrauder operating a check 
kiting scheme. In Bank of Leumi Trust Co. 
v. Bally’s Park Place Inc., 528 F.Supp. 349 
(S.D.N.Y. 1981), and American National 
Bank v. Foodbasket, 497 P.2d 546 (Wyo. 
1972), banks that were accountable under 
Section 4-302 (A.C.A. § 4-4-302) for miss- 
ing their midnight deadline were success- 
ful in defending against parties who initi- 
ated collection knowing that the check 
would not be paid. The “settlement effect- 
ed” language is deleted as unnecessary. If 
a payor bank is accountable for an item it 
is liable to pay it. If it has made final 
payment for an item, it is no longer ac- 
countable for the item. 
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Comment to § 4-303 (A.C.A. § 4-4-303) 


1. While a payor bank is processing an 
item presented for payment, it may re- 
ceive knowledge or a legal notice affecting 
the item, such as knowledge or a notice 
that the drawer has filed a petition in 
bankruptcy or made an assignment for 
the benefit of creditors; may receive an 
order of the drawer stopping payment on 
the item; may have served on it an attach- 
ment of the account of the drawer; or the 
bank itself may exercise a right of setoff 
against the drawer’s account. Each of 
these events affects the account of the 
drawer and may eliminate or freeze all or 
part of whatever balance is available to 
pay the item. Subsection (a) (A.C.A. § 4- 
4-303(a)) states the rule for determining 
the relative priorities between these vari- 
ous legal events and the item. 

2. The rule is that if any one of several 
things has been done to the item or if it 
has reached any one of several stages in 
its processing at the time the knowledge, 
notice, stop-payment order or legal pro- 
cess is received or served and a reasonable 
time for the bank to act thereon expires or 
the setoff is exercised, the knowledge, 
notice, stop-payment order, legal process 
or setoff comes too late, the item has 
priority and a charge to the customer’s 
account may be made and is effective. 
With respect to the effect of the customer’s 
bankruptcy, the bank’s rights are gov- 
erned by Bankruptcy Code Section 542(c) 
which codifies the result of Bank of Marin 
v. England, 385 U.S. 99 (1966). Section 
4-405 (A.C.A. § 4-4-405) applies to the 
death or incompetence of the customer. 

3. Once a payor bank has accepted or 
certified an item or has paid the item in 
cash, the event has occurred that deter- 
mines priorities between the item and the 
various legal events usually described as 
the “four legals.” Paragraphs (1) and (2) of 
subsection (a) (A.C.A. § 4-4-303(a)(1) and 
(2)) so provide. If a payor bank settles for 
an item presented over the counter for 
immediate payment by a cashier’s check 
or teller’s check which the presenting per- 
son agrees to accept, paragraph (3) of 
subsection (a) (A.C.A. § 4-4-303(a)(3)) 
would control and the event determining 
priority has occurred. Because present- 
ment was over the counter, Section 
4-301(a) (A.C.A. § 4-4-301(a)) does not 


apply to give the payor bank the statutory 
right to revoke the settlement. Thus the 
requirements of paragraph (3) (A.C.A. 
§ 4-4-303(a)(3)) have been met unless a: 
clearing-house rule or agreement of the 
parties provides otherwise. 

4. In the usual case settlement for 
checks is by entries in bank accounts. 
Since the process-of-posting test has been 
abandoned as inappropriate for auto- 
mated check collection, the determining 
event for priorities is a given hour on the 
day after the item is received. (Paragraph 
(5) of subsection (a).) (A.C.A. § 4-4- 
303(a)(5)). The hour may be fixed by the 
bank no earlier than one hour after the 
opening on the next banking day after the 
bank received the check and no later than 
the close of that banking day. If an item is 
received after the payor bank’s regular 
Section 4-108 (A.C.A. § 4-4-108) cutoff 
hour, it is treated as received the next 
banking day. If a bank receives an item 
after its regular cutoff hour on Monday 
and an attachment is levied at noon on 
Tuesday, the attachment is prior to the 
item if the bank had not before that hour 
taken the action described in paragraphs 
(1), (2), and (3) of subsection (a) (A.C.A. 
§ 4-4-303(a)(1), (2), and (3)). The Com- 
mentary to Regulation CC Section 
229.36(d) explains that even though set- 
tlement by a paying bank for a check is 
final for Regulation CC purposes, the pay- 
ing bank’s right to return the check before 
its midnight deadline under the UCC 
(A.C.A. § 4-1-101 et seq.) is not affected. 

5. Another event conferring priority for 
an item and a charge to the customer’s 
account based upon the item is stated by 
the language “become accountable for the 
amount of the item under Section 4-302 
(A.C.A. § 4-4-302) dealing with the payor 
bank’s responsibility for late return of 
items.” Expiration of the deadline under 
Section 4-302 (A.C.A. § 4-4-302) with re- 
sulting accountability by the payor bank 
for the amount of the item, establishes 
priority of the item over notices, stop- 
payment orders, legal process or setoff. 

6. In the case of knowledge, notice, 
stop-payment orders and legal process the 
effective time for determining whether 
they were received too late to affect the 
payment of an item and a charge to the 
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customer’s account by reason of such pay- 
ment, is receipt plus a reasonable time for 
the bank to act on any of these communi- 
cations. Usually a relatively short time is 
required to communicate to the account- 
ing department advice of one of these 
events but certainly some time is neces- 
sary. Compare Sections 1-201(27) and 
4-403 (A.C.A. §§ 4-1-201(27) and 4-4- 
403). In the case of setoff the effective time 
is when the setoff is actually made. 

7. As between one item and another no 
priority rule is stated. This is justified 
because of the impossibility of stating a 
rule that would be fair in all cases, having 
in mind the almost infinite number of 
combinations of large and small checks in 
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relation to the available balance on hand 
in the drawer’s account; the possible 
methods of receipt; and other variables. 
Further, the drawer has drawn all the 
checks, the drawer should have funds 
available to meet all of them and has no 
basis for urging one should be paid before 
another; and the holders have no direct 
right against the payor bank in any event, 
unless of course, the bank has accepted, 
certified or finally paid a particular item, 
or has become liable for it under Section 
4-302 (A.C.A. § 4-4-302). Under subsec- 
tion (b) (A.C.A. § 4-4-303(b)) the bank has 
the right to pay items for which it is itself 
liable ahead of those for which it is not. 


Comment to § 4-401 (A.C.A. § 4-4-401) 


1. An item is properly payable from a 
customer’s account if the customer has 
authorized the payment and the payment 
does not violate any agreement that may 
exist between the bank and its customer. 
For an example of a payment held to 
violate an agreement with a customer, see 
Torrance National Bank v. Enesco Federal 
Credit Union, 285 P2d 737 (Cal.App. 
1955). An item drawn for more than the 
amount of a customer’s account may be 
properly payable. Thus under subsection 
(a) (A.C.A. § 4-4-401(a)) a bank may 
charge the customer’s account for an item 
even though payment results in an over- 
draft. An item containing a forged draw- 
er’s signature or forged indorsement is not 
properly payable. Concern has arisen 
whether a bank may require a customer to 
execute a stop-payment order when the 
customer notifies the bank of the loss of an 
unindorsed or specially indorsed check. 
Since such a check cannot be properly 
payable from the customer’s account, it is 
inappropriate for a bank to require stop- 
payment order in such a case. 

2. Subsection (b) (A.C.A. § 4-4-401(b)) 
adopts the view of case authority holding 
that if there is more than one customer 
who can draw on an account, the 
nonsigning customer is not liable for an 
overdraft unless that person benefits from 
the proceeds of the item. 

3. Subsection (c) (A.C.A. § 4-4-401(c)) 
is added because the automated check 
collection system cannot accommodate 
postdated checks. A check is usually paid 


upon presentment without respect to the 
date of the check. Under the former law, if 
a payor bank paid a postdated check be- 
fore its stated date, it could not charge the 
customer’s account because the check was 
not “properly payable.” Hence, the bank 
might have been liable for wrongfully dis- 
honoring subsequent checks of the drawer 
that would have been paid had the post- 
dated check not been prematurely paid. 
Under subsection (c) (A.C.A. § 4-4-401(c)) 
a customer wishing to postdate a check 
must notify the payor bank of its postdat- 
ing in time to allow the bank to act on the 
customer’s notice before the bank has to 
commit itself to pay the check. If the bank 
fails to act on the customer’s timely notice, 
it may be liable for damages for the result- 
ing loss which may include damages for 
dishonor of subsequent items. This Act 
(A.C.A. § 4-4-101 et seq.) does not regu- 
late fees that banks charge their custom- 
ers for a notice of postdating or other 
services covered by the Act (A.C.A. § 4-4- 
101 et seq.), but under principles of law 
such as unconscionability or good faith 
and fair dealing, courts have reviewed 
fees and the bank’s exercise of a discretion 
to set fees. Perdue v. Crocker National 
Bank, 38 Cal.3d 913 (1985) (unconsciona- 
bility); Best v. United Bank of Oregon, 739 
P.2d 554, 562—566 (1987) (good faith and 
fair dealing). In addition, Section 1-203 
(A.C.A. § 4-1-203) provides that every 
contract or duty within this Act imposes 
an obligation of good faith in its perfor- 
mance or enforcement. 
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4. Section 3-407(c) (A.C.A. § 4-3- 
407(c)) states that a payor bank or drawee 
which pays a fraudulently altered instru- 
ment in good faith and without notice of 
the alteration may enforce rights with 
respect to the instrument according to its 
original terms or, in the case of an incom- 
plete instrument altered by unauthorized 
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completion, according to its terms as com- 
pleted. Section 4-401(d) (A.C.A. § 4-4- 
401(d)) follows the rule stated in Section 
3-407(c) (A.C.A. § 4-3-407(c)) by applying 
it to an altered item and allows the bank 
to enforce rights with respect to the al- 
tered item by charging the customer’s 
account. 


Comment to § 4-402 (A.C.A. § 4-4-402) 


1. Subsection (a) (A.C.A. § 4-4-402(a)) 
states positively what has been assumed 
under the original Article: that if a bank 
fails to honor a properly payable item it 
may be liable to its customer for wrongful 
dishonor. Under subsection (b) (A.C.A. 
§ 4-4-402(b)) the payor bank’s wrongful 
dishonor of an item gives rise to a statu- 
tory cause of action. Damages may include 
consequential damages. Confusion has re- 
sulted from the attempts of courts to rec- 
oncile the first and second sentences of 
former Section 4-402. The second sentence 
implied that the bank was liable for some 
form of damages other than those proxi- 
mately caused by the dishonor if the dis- 
honor was other than by mistake. But 
nothing in the section described what 
these noncompensatory damages might 
be. Some courts have held that in distin- 
guishing between mistaken dishonors and 
nonmistaken dishonors, the _ so-called 
“trader” rule has been retained that al- 
lowed a “merchant or trader” to recover 
substantial damages for wrongful dis- 
honor without proof of damages actually 
suffered. Comment 3 to former Section 
4-402 indicated that this was not the 
intent of the drafters. White & Summers, 
Uniform Commercial Code, Section 18-4 
(1988), states: “The negative implication 
is that when wrongful dishonors occur not 
‘through mistake’ but willfully, the court 
may impose damages greater than ‘actual 
damages’.... Certainly the reference to 
‘mistake’ in the second sentence of 4-402 
invites a court to adopt the relevant pre- 
Code distinction.” Subsection (b) (A.C.A. 
§ 4-4-402(b)) by deleting the reference to 
mistake in the second sentence precludes 
any inference that Section 4-402 (A.C.A. 
§ 4-4-402) retains the “trader” rule. 
Whether a bank is liable for noncompen- 
satory damages, such as punitive dam- 
ages, must be decided by Section 1-103 
and Section 1-106 (A.C.A. § 4-1-103 and 
§ 4-1-106) (“by other rule of law”). 


2. Wrongful dishonor is different from 
“failure to exercise ordinary care in han- 
dling an item,” and the measure of dam- 
ages is that stated in this section (A.C.A. 
§ 4-4-402), not that stated in Section 
4-1038(e) (A.C.A. § 4-4-103(e)). By the 
same token, if a dishonor comes within 
this section, the measure of damages of 
this section applies and not another mea- 
sure of damages. If the wrongful refusal of 
the beneficiary’s bank to make funds 
available from a funds transfer causes the 
beneficiary's check to be dishonored, no 
specific guidance is given as to whether 
recovery is under this section (A.C.A. § 4- 
4-402) or Article 4A (A.C.A. § 4-4A-101 et 
seq.). In each case this issue must be 
viewed in its factual context, and it was 
thought unwise to seek to establish cer- 
tainty at the cost of fairness. 

3. The second and third sentences of 
the subsection (b) (A.C.A. § 4-4-402(b)) 
reject decisions holding that as a matter of 
law the dishonor of a check is not the 
“proximate cause” of the arrest and pros- 
ecution of the customer and leave to de- 
termination in each case as a question of 
fact whether the dishonor is or may be the 
“proximate cause.” 

4, Banks commonly determine whether 
there are sufficient funds in an account to 
pay an item after the close of banking 
hours on the day of presentment when 
they post debit and credit items to the 
account. The determination is made on 
the basis of credits available for with- 
drawal as of right or made available for 
withdrawal by the bank as an accommo- 
dation to its customer. When it is deter- 
mined that payment of the item would 
overdraw the account, the item may be 
returned at any time before the bank’s 
midnight deadline the following day. Be- 
fore the item is returned new credits that 
are withdrawable as of right may have 
been added to the account. Subsection (c) 
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(A.C.A. § 4-4-402(c)) eliminates uncer- 
tainty under Article 4 (A.C.A. § 4-4-101 et 
seq.) as to whether the failure to make a 
second determination before the item is 
returned on the day following present- 
ment is a wrongful dishonor if new credits 
were added to the account on that day 
that would have covered the amount of 
the check. 

5. Section 4-402 (A.C.A. § 4-4-402) has 
been construed to preclude an action for 
wrongful dishonor by a plaintiff other 
than the bank’s customer. Loucks v. Albu- 
querque National Bank, 418 P2d 191 
(N.Mex. 1966). Some courts have allowed 
a plaintiff other than the customer to sue 
when the customer is a business entity 
that is one and the same with the individ- 
ual or individuals operating it. Murdaugh 
Volkswagen, Inc. v. First National Bank, 
801 F.2d 719 (4th Cir. 1986) and Karsh v. 
American City Bank, 113 Cal.App.3d 419, 
169 Cal.Rptr. 851 (1980). However, where 
the wrongful dishonor impugns the repu- 
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tation of an operator of the business, the 
issue is not merely, as the court in Koger v. 
East First National Bank, 443 So.2d 141 
(Fla.App. 1983), put it, one of a literal 
versus a liberal interpretation of Section 
4-402 (A.C.A. § 4-4-402). Rather the issue 
is whether the statutory cause of action in 
Section 4-402 (A.C.A. § 4-4-402) dis- 
places, in accordance with Section 1-103 
(A.C.A. § 4-1-103), any cause of action 
that existed at common law in a person 
who is not the customer whose reputation 
was damaged. See Marcum v. Security 
Trust and Savings Co., 221 Ala. 419, 129 
So. 74 (1930). While Section 4-402 (A.C.A. 
§ 4-4-402) should not be interpreted to 
displace the latter cause of action, the 
section itself gives no cause of action to 
other than a “customer,” however that 
definition is construed, and thus confers 
no cause of action on the holder of a 
dishonored item. First American National 
Bank v. Commerce Union Bank, 692 
S.W.2d 642 (Tenn.App. 1985). 


Comment to § 4-403 (A.C.A. § 4-4-403) 


1. The position taken by this section 
(A.C.A. § 4-4-4038) is that stopping pay- 
ment or closing an account is a service 
which depositors expect and are entitled 
to receive from banks notwithstanding its 
difficulty, inconvenience and expense. The 
inevitable occasional losses through fail- 
ure to stop or close should be borne by the 
banks as a cost of the business of banking. 

2. Subsection (a) (A.C.A. § 4-4-403(a)) 
follows the decisions holding that a payee 
or indorsee has no right to stop payment. 
This is consistent with the provision gov- 
erning payment or satisfaction. See Sec- 
tion 3-602 (A.C.A. § 4-3-602). The sole 
exception to this rule is found in Section 
4-405 (A.C.A. § 4-4-405) on payment after 
notice of death, by which any person 
claiming an interest in the account can 
stop payment. 

3. Payment is commonly stopped only 
on checks; but the right to stop payment is 
not limited to checks, and extends to any 
item payable by any bank. If the maker of 
a note payable at a bank is in a position 
analogous to that of a drawer (Section 
4-106) (A.C.A. § 4-4-106) the maker may 
stop payment of the note. By analogy the 
rule extends to drawees other than banks. 

4. A cashier’s check or teller’s check 


purchased by a customer whose account is 
debited in payment for the check is not a 
check drawn on the customer’s account 
within the meaning of subsection (a) 
(A.C.A. § 4-4-403(a)); hence, a customer 
purchasing a cashier’s check or teller’s 
check has no right to stop payment of such 
a check under subsection (a) (A.C.A. § 4- 
4-403(a)). If a bank issuing a cashier’s 
check or teller’s check refuses to pay the 
check as an accommodation to its cus- 
tomer or for other reasons, its liability on 
the check is governed by Section 3-411 
(A.C.A. § 4-3-411). There is no right to 
stop payment after certification of a check 
or other acceptance of a draft, and this is 
true no matter who procures the certifica- 
tion. See Sections 3-411 and 4-303 (A.C.A. 
8§ 4-3-411 and 4-4-303). The acceptance 
is the drawee’s own engagement to pay, 
and it is not required to impair its credit 
by refusing payment for the convenience 
of the drawer. 

5. Subsection (a) (A.C.A. § 4-4-403(a)) 
makes clear that if there is more than one 
person authorized to draw on a customer’s 
account any one of them can stop payment 
of any check drawn on the account or can 
order the account closed. Moreover, if 
there is a customer, such as a corporation, 
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that requires its checks to bear the signa- 
tures of more than one person, any of 
these persons may stop payment on a 
check. In describing the item, the cus- 
tomer, in the absence of a contrary agree- 
ment, must meet the standard of what 
information allows the bank under the 
technology then existing to identify the 
item with reasonable certainty. 

6. Under subsection (b) (A.C.A. § 4-4- 
403(b)), a stop-payment order is effective 
after the order, whether written or oral, is 
received by the bank and the bank has a 
reasonable opportunity to act on it. If the 
order is written it remains in effect for six 
months from that time. If the order is oral 
it lapses after 14 days unless there is 
written confirmation. If there is written 
confirmation with the 14-day period, the 
six-month period dates from the giving of 
the oral order. A stop-payment order may 
be renewed any number of times by writ- 
ten notice given during a six-month period 
while a stop order is in effect. A new 
stop-payment order may be given after a 
six-month period expires, but such a no- 
tice takes effect from the date given. When 
a stop-payment order expires it is as 
though the order had never been given, 
and the payor bank may pay the item in 
good faith under Section 4-404 (A.C.A. 
§ 4-4-404) even though a stop-payment 
order had once been given. 

7. Apayment in violation of an effective 
direction to stop payment is an improper 
payment, even though it is made by mis- 
take or inadvertence. Any agreement to 
the contrary is invalid under Section 
4-103(a) (A.C.A. § 4-4-103(a)) if in paying 
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the item over the stop-payment order the 
bank has failed to exercise ordinary care. 
An agreement to the contrary which is 
imposed upon a customer as part of a 
standard form contract would have to be 
evaluated in the light of the general obli- 
gation of good faith. Sections 1-203 and 
4-104(c) (A.C.A. §§ 4-1-203 and 4-4- 
104(c)). The drawee is, however, entitled 
to subrogation to prevent unjust enrich- 
ment (Section 4-407) (A.C.A. § 4-4-407); 
retains common law defenses, e.g., that by 
conduct in recognizing the payment the 
customer has ratified the bank’s action in 
paying over a stop-payment order (Section 
1-103) (A.C.A. § 4-1-103); and retains 
common law rights, e.g., to recover money 
paid under a mistake under Section 3-418 
(A.C.A. § 4-3-418). It has sometimes been 
said that payment cannot be stopped 
against a holder in due course, but the 
statement is inaccurate. The payment can 
be stopped but the drawer remains liable 
on the instrument to the holder in due 
course (Sections 3-305, 3-414) (A.C.A. 
§§ 4-3-305 and 4-3-414) and the drawee, 
if it pays, becomes subrogated to the 
rights of the holder in due course against 
the drawer. Section 4-407 (A.C.A. § 4-4- 
407). The relationship between Sections 
4-403 and 4-407 (A.C.A. §§ 4-4-403 and 
4-4-407) is discussed in the comments to 
Section 4-407 (A.C.A. § 4-4-407). Any de- 
fenses available against a holder in due 
course remain available to the drawer, but 
other defenses are cut off to the same 
extent as if the holder were bringing the 
action. 


Comment to § 4-404 (A.C.A. § 4-4-404) 


This section (A.C.A. § 4-4-404) incorpo- 
rates a type of statute that has been 
adopted in 26 jurisdictions before the 
Code (A.C.A. § 4-1-101 et seq.). The time 
limit is set at six months because banking 
and commercial practice regards a check 
outstanding for longer than that period as 
stale, and a bank will normally not pay 
such a check without consulting the de- 
positor. It is therefore not required to do 
so, but is given the option to pay because it 


may be in a position to know, as in the 
case of dividend checks, that the drawer 
wants payment made. 

Certified checks are excluded from the 
section because they are the primary ob- 
ligation of the certifying bank (Sections 
3-409 and 3-413) (A.C.A. §§ 4-3-409 and 
4-3-413). The obligation runs directly to 
the holder of the check. The customer’s 
account was presumably charged when 
the check was certified. 
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Comment to § 4-405 (A.C.A. § 4-4-405) 


1. Subsection (a) (A.C.A. § 4-4-405(a)) 
follows existing decisions holding that a 
drawee (payor) bank is not liable for the 
payment of a check before it has notice of 
the death or incompetence of the drawer. 
The justice and necessity of the rule are 
obvious. A check is an order to pay which 
the bank must obey under penalty of pos- 
sible liability for dishonor. Further, with 
the tremendous volume of items handled 
any rule that required banks to verify the 
continued life and competency of drawers 
would be completely unworkable. 

One or both of these same reasons apply 
to other phases of the bank collection and 
payment process and the rule is made 
wide enough to apply to these other 
phases. It applies to all kinds of “items”; to 
“customers” who own items as well as 
“customers” who draw or make them; to 
the function of collecting items as well as 
the function of accepting or paying them; 
to the carrying out of instructions to ac- 
count for proceeds even though these may 
involve transfers to third parties; to de- 
positary and intermediary banks as well 
as payor banks; and to incompetency ex- 
isting at the time of the issuance of an 
item or the commencement of the collec- 
tion or payment process as well as to 
incompetency occurring thereafter. Fur- 
ther, the requirement of actual knowledge 
makes inapplicable the rule of some cases 
that an adjudication of incompetency is 
constructive notice to all the world be- 
cause obviously it is as impossible for 
banks to keep posted on such adjudica- 
tions (in the absence of actual knowledge) 
as it is to keep posted as to death of 
immediate or remote customers. 


2. Subsection (b) (A.C.A. § 4-4-405(b)) 
provides a limited period after death dur- 
ing which a bank may continue to pay 
checks (as distinguished from other items) 
even though it has notice. The purpose of 
the provision, as of the existing statutes, 
is to permit holders of checks drawn and 
issued shortly before death to cash them 
without the necessity of filing a claim in 
probate. The justification is that these 
checks normally are given in immediate 
payment of an obligation, that there is 
almost never any reason why they should 
not be paid, and that filing in probate is a 
useless formality, burdensome to the 
holder, the executor, the court and the 
bank. 

This section (A.C.A. § 4-4-405) does not 
prevent an executor or administrator from 
recovering the payment from the holder of 
the check. It (A.C.A. § 4-4-405) is not 
intended to affect the validity of any gift 
causa mortis or other transfer in contem- 
plation of death, but merely to relieve the 
bank of liability for the payment. 

3. Any surviving relative, creditor or 
other person who claims an interest in the 
account may give a direction to the bank 
not to pay checks, or not to pay a particu- 
lar check. Such notice has the same effect 
as a direction to stop payment. The bank 
has no responsibility to determine the 
validity of the claim or even whether it is 
“colorable.” But obviously anyone who has 
an interest in the estate, including the 
person named as executor in a will, even if 
the will has not yet been admitted to 
probate, is entitled to claim an interest in 
the account. 


Comment to § 4-406 (A.C.A. § 4-4-406) 


1. In order to impose on its customer 
the duty stated in subsection (c) (A.C.A. 
§ 4-4-406(c)) to examine a statement or 
the returned items and report unautho- 
rized signatures of the customer or alter- 
ations, the bank must comply with subsec- 
tion (a) (A.C.A. § 4-4-406(a)) in sending or 
making available to the customer a state- 
ment of account. Whether the bank re- 
turns to the customer the item paid is a 
matter for bank-customer agreement. If 
the agreement is that the bank does not 


return the items paid, a general standard 
is stated that the customer must be given 
information “sufficient to allow the cus- 
tomer reasonably to identify the items 
paid.” If the bank supplies its customer 
with an image of an item, it complies with 
this standard. But a safe harbor rule is 
provided. If the item is described by item 
number, amount, and date of payment, 
the bank does comply. This information 
was chosen because it can be obtained by 
the bank’s computer from the check’s 
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MICR line without examination of the 
items involved. The other two items of 
information that the customer would nor- 
mally want to know—the name of the 
payee and the date of the item—cannot 
currently be obtained from the MICR line. 
The safe harbor rule is important in de- 
termining the feasibility of payor or col- 
lecting bank check retention plans. A cus- 
tomer who keeps a record of items written 
will have sufficient information to identify 
the item on the basis of item number, 
amount and date of payment. But custom- 
ers who don’t keep records may not. The 
policy decision is that accommodating 
these customers is not as desirable as 
accommodating others who keep more 
careful records at less cost to the check 
collection system and, thus, to all custom- 
ers of the system. It is expected that 
technological advances may make it pos- 
sible for banks to give customers more 
information in the future in a manner 
that is fully compatible with automation 
or truncation systems. At that time the 
Permanent Editorial Board may wish to 
make recommendations for an amend- 
ment revising the safe harbor require- 
ments in the light of these advances. 

2. Subsection (b) (A.C.A. § 4-4-406(b)) 
applies if the items are not returned to the 
customer. Check retention plans may in- 
clude a simple payor bank check retention 
plan or the kind of check retention plan 
that would be authorized by a truncation 
agreement in which a collecting bank or 
the payee may retain the items. Even 
after agreeing to a check retention plan, a 
customer may need to see one or more 
checks for litigation or other purposes. 
The customer’s request for the check may 
always be made to the payor bank. Under 
subsection (b) (A.C.A. § 4-4-406(b)) re- 
taining banks may destroy items but must 
maintain the capacity to furnish legible 
copies for seven years. A legible copy may 
include an image of an item. This Act 
(A.C.A. § 4-4-101 et seq.) does not define 
the length of the reasonable period of time 
for a bank to provide the check or copy of 
the check. What is reasonable depends on 
the capacity of the bank and the needs of 
the customer. This Act (A.C.A. § 4-4-101 
et seq.) does not specify sanctions for 
failure to retain or furnish the items or 
legible copies; this is left to other laws 
regulating banks. See Comment 3 to Sec- 
tion 4-101 (A.C.A. § 4-4-101). Moreover, 
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this Act (A.C.A. § 4-4-101 et seq.) does not 
regulate fees that banks charge their cus- 
tomers for furnishing items or copies or 
other services covered by the Act (A.C.A. 
§ 4-4-101 et seq.), but under principles of 
law such as unconscionability or good 
faith and fair dealing, courts have re- 
viewed fees and the bank’s exercise of a 
discretion to set fees. Perdue v. Crocker 
National Bank, 38 Cal.3d 913 (1985) (un- 
conscionability); Best v. United Bank of 
Oregon, 739 P.2d 554, 562—566 (1987) 
(good faith and fair dealing). In addition, 
Section 1-203 (A.C.A. § 4-1-203) provides 
that every contract or duty within this Act 
(A.C.A. § 4-4-101 et seq.) imposes an ob- 
ligation of good faith in its performance or 
enforcement. 

3. Subsection (c) (A.C.A. § 4-4-406(c)) 
imposes on the customer the duty to ex- 
amine for and report unauthorized pay- 
ments. Subsection (d)(2) (A.C.A. § 4-4- 
406(d)(2)) changes former subsection 
(2)(b) by adopting a 30-day period in place 
of a 14-day period. Although the 14-day 
period may have been sufficient when the 
original version of Article 4 was drafted in 
the 1950s, given the much greater volume 
of checks at the time of the revision, a 
longer period was viewed as more appro- 
priate. The rule of subsection (d)(2) 
(A.C.A. § 4-4-406(d)(2)) follows pre-Code 
case law that payment of an additional 
item or items bearing an unauthorized 
signature or alteration by the same 
wrongdoer is a loss suffered by the bank 
traceable to the customer’s failure to ex- 
ercise reasonable care in examining the 
statement and notifying the bank of objec- 
tions to it. One of the most serious conse- 
quences of failure of the customer to com- 
ply with the requirements of subsection 
(c) (A.C.A. § 4-4-406(c)) is the opportunity 
presented to the wrongdoer to repeat the 
misdeeds. Conversely, one of the best 
ways to keep down losses in this type of 
situation is for the customer to promptly 
examine the statement and notify the 
bank of an unauthorized signature or al- 
teration so that the bank will be alerted to 
stop paying further items. Hence, the rule 
of subsection (d)(2) (A.C.A. § 4-4- 
406(d)(2)) is prescribed, and to avoid dis- 
pute a specific time limit, 30 days, is 
designated for cases to which the subsec- 
tion applies. These considerations are not 
present if there are no losses resulting 
from the payment of additional items. In 
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these circumstances, a reasonable period 
for the customer to comply with its duties 
under subsection (c) (A.C.A. § 4-4-406(c)) 
would depend on the circumstances (Sec- 
tions 1-204(2)) (A.C.A. § 4-1-204(2)) and 
the subsection (d)(2) (A.C.A. § 4-4- 
406(d)(2)) time limit should not be im- 
ported by analogy into subsection (c) 
(A.C.A. § 4-4-406(c)). 

4. Subsection (e) (A.C.A. § 4-4-406(e)) 
replaces former subsection (3) and poses a 
modified comparative negligence test for 
determining liability. See the discussion 
on this point in the Comments to Sections 
3-404, 3-405 and 3-406 (A.C.A. §§ 4-3- 
404, 4-3-405, and 4-3-406). The term “good 
faith” is defined in Section 3-103(a)(4) 
(A.C.A. § 4-3-103(a)(4)) as including “ob- 
servance of reasonable commercial stan- 
dards of fair dealing.” The connotation of 
this standard is fairness and not absence 
of negligence. 

The term “ordinary care” used in sub- 
section (e) (A.C.A. § 4-4-406(e)) is defined 
in Section 3-103(a)(7) (A.C.A. § 4-3- 
103(a)(7)), made applicable to Article 4 
(A.C.A. § 4-4-101 et seq.) by Section 
4-104(c) (A.C.A. § 4-4-104(c)), to provide 
that sight examination by a payor bank is 
not required if its procedure is reasonable 
and is commonly followed by other compa- 
rable banks in the area. The case law is 
divided on this issue. The definition of 
“ordinary care” in Section 3-103 (A.C.A. 
§ 4-3-103) rejects those authorities that 
hold, in effect, that failure to use sight 
examination is negligence as a matter of 
law. The effect of the definition of “ordi- 
nary care” on Section 4-406 (A.C.A. § 4-4- 
406) is only to provide that in the small 
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percentage of cases in which a customer’s 
failure to examine its statement or re- 
turned items has led to loss under subsec- 
tion (d) (A.C.A. § 4-4-406(d)) a bank 
should not have to share that loss solely 
because it has adopted an automated col- 
lection or payment procedure in order to 
deal with the great volume of items at a 
lower cost to all customers. 

5. Several changes are made in former 
Section 4-406(5). First, former subsection 
(5) is deleted and its substance is made 
applicable only to the one-year notice pre- 
clusion in former subsection (4) (subsec- 
tion (f)) (A.C.A. § 4-4-406(f)). Thus if a 
drawer has not notified the payor bank of 
an unauthorized check or material alter- 
ation within the one-year period, the 
payor bank may not choose to recredit the 
drawer’s account and pass the loss to the 
collecting banks on the theory of breach of 
warranty. Second, the reference in former 
subsection (4) to unauthorized 
indorsements is deleted. Section 4-406 
(A.C.A. § 4-4-406) imposes no duties on 
the drawer to look for unauthorized 
indorsements. Section 4-111 (A.C.A. § 4- 
4-111) sets out a statute of limitations 
allowing a customer a three-year period to 
seek a credit to an account improperly 
charged by payment of an item bearing an 
unauthorized indorsement. Third, subsec- 
tion (c) is added to Section 4-208 (A.C.A. 
§ 4-4-208(c)) to assure that if a depositary 
bank is sued for breach of a presentment 
warranty, it can defend by showing that 
the drawer is precluded by Section 3-406 
(A.C.A. § 4-3-406) or Section 4-406(c) and 
(d) (A.C.A. § 4-4-406(c) and (d)). 


Revised Official Comment 


1. Under subsection (a) (A.C.A. § 4-4- 
406(a)), if a bank that has paid a check or 
other item for the account of a customer 
makes available to the customer a state- 
ment of account showing payment of the 
item, the bank must either return the 
item to the customer or provide a descrip- 
tion of the item sufficient to allow the 
customer to identify it. Under subsection 
(c), the customer has a duty to exercise 
reasonable promptness in examining the 
statement or the returned item to discover 
any unauthorized signature of the cus- 
tomer or any alteration and to promptly 
notify the bank if the customer should 


reasonably have discovered the unautho- 
rized signature or alteration. 

The duty stated in subsection (c) (A.C.A. 
§ 4-4-406(c)) becomes operative only if the 
“bank sends or makes available a state- 
ment of account or items pursuant to 
subsection (a) (A.C.A. § 4-4-406(a)).” A 
bank is not under a duty to send a state- 
ment of account or the paid items to the 
customer; but, if it does not do so, the 
customer does not have any duties under 
subsection (c) (A.C.A. § 4-4-406(c)). 

Under subsection (a) (A.C.A. § 4-4- 
406(a)), a statement of account must pro- 
vide information “sufficient to allow the 
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customer reasonably to identify the items 
paid.” If the bank supplies its customer 
with an image of the paid item, it complies 
with this standard. But a safe harbor rule 
is provided. The bank complies with the 
standard of providing “sufficient informa- 
tion” if “the item is described by item 
number, amount, and date of payment.” 
This means that the customer’s duties 
under subsection (c) (A.C.A. § 4-4-406(c)) 
are triggered if the bank sends a state- 
ment of account complying with the safe 
harbor rule without returning the paid 
items. A bank does not have to return the 
paid items unless it has agreed with the 
customer to do so. Whether there is such 
an agreement depends upon the particu- 
lar circumstances. See Section 1-201(3) 
(A.C.A. § 4-1-201(3)). If the bank elects to 
provide the minimum information that is 
“sufficient” under subsection (a) (A.C.A. 
§ 4-4-406(a)) and, as a consequence, the 
customer could not “reasonably have dis- 
covered the unauthorized payment,” there 
is no preclusion under subsection (d) 
(A.C.A. § 4-4-406(d)). If the customer 
made a record of the issued checks on the 
check stub or carbonized copies furnished 
by the bank in the checkbook, the cus- 
tomer should usually be able to verify the 
paid items shown on the statement of 
account and discover any unauthorized or 
altered checks. But there could be excep- 
tional circumstances. For example, if a 
check is altered by changing the name of 
the payee, the customer could not nor- 
mally detect the fraud unless the cus- 
tomer is given the paid check or the state- 
ment of account discloses the name of the 
payee of the altered check. If the customer 
could not “reasonably have discovered the 
unauthorized payment” under subsection 
(c) (A.C.A. § 4-4-406(c)) there would not 
be a preclusion under subsection (d) 
(A.C.A. § 4-4-406(d)). 

The “safe harbor” provided by subsec- 
tion (a) (A.C.A. § 4-4-406(a)) serves to 
permit a bank, based on the state of exist- 
ing technology, to trigger the customer’s 
duties under subsection (c) (A.C.A. § 4-4- 
406(c)) by providing a “statement of ac- 
count showing payment of items” without 
having to return the paid items, in any 
case in which the bank has not agreed 
with the customer to return the paid 
items. The “safe harbor” does not, how- 
ever, preclude a customer under subsec- 
tion (d) (A.C.A. § 4-4-406(d)) from assert- 


UNIFORM COMMERCIAL CODE 


ing its unauthorized signature or an 
alteration against a bank in those circum- 
stances in which under subsection (c) 
(A.C.A. § 4-4-406(c)) the customer should 
not “reasonably have discovered the unau- 
thorized payment.” Whether the customer 
has failed to comply with its duties under 
subsection (c) (A.C.A. § 4-4-406(c)) is de- 
termined on a case-by-case basis. 

The provision in subsection (a) (A.C.A. 
§ 4-4-406(a)) that a statement of account 
contains “sufficient information if the item 
is described by item number, amount, and 
date of payment” is based upon the exist- 
ing state of technology. This information 
was chosen because it can be obtained by 
the bank’s computer from the check’s 
MICR line without examination of the 
items involved. The other two items of 
information that the customer would nor- 
mally want to know — the name of the 
payee and the date of the item — cannot 
currently be obtained from the MICR line. 
The safe harbor rule is important in de- 
termining the feasiblity of payor or collect- 
ing bank check retention plans. A cus- 
tomer who keeps a record of checks 
written, e.g., on the check stubs or carbon- 
ized copies of the checks supplied by the 
bank in the checkbook, will usually have 
sufficient information to identify the items 
on the basis of item number, amount, and 
date of payment. But customers who do 
not utilize these record-keeping methods 
may not. The policy decision is that ac- 
commodating customers who do not keep 
adequate records is not as desirable as 
accommodating customers who keep more 
careful records. This policy results in less 
cost to the check collection system and 
thus to all customers of the system. It is 
expected that technological advances such 
as image processing may make it possible 
for banks to give customers more informa- 
tion in the future in a manner that is fully 
compatible with automation or truncation 
systems. At that time the Permanent Ed- 
itorial Board may wish to make recom- 
mendations for an amendment revising 
the safe harbor requirements in the light 
of those advances. 

2. Subsection (d) (A.C.A. § 4-4-406(d)) 
states the consequences of a failure by the 
customer to perform its duty under sub- 
section (c) (A.C.A. § 4-4-406(c)) to report 
an alteration or the customer’s unautho- 
rized signature. Subsection (d)(1) (A.C.A. 
§ 4-4-406(d)(1)) applies to the unautho- 
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rized payment of the item to which the 
duty to report under subsection (c) (A.C.A. 
§ 4-4-406(c)) applies. If the bank proves 
that the customer “should reasonably 
have discovered the unauthorized pay- 
ment” (See Comment 1) and did not notify 
the bank, the customer is precluded from 
asserting against the bank the alteration 
or the customer’s unauthorized signature 
if the bank proves that it suffered a loss as 
a result of the failure of the customer to 
perform its subsection (c) (A.C.A. § 4-4- 
406(c)) duty. Subsection (d)(2) (A.C.A. § 4- 
4-406(d)(2)) applies to cases in which the 
customer fails to report an unauthorized 
signature or alteration with respect to an 
item in breach of the subsection (c) (A.C.A. 
§ 4-4-406(c)) duty (See Comment 1) and 
the bank subsequently pays other items of 
the customer with respect to which there 
is an alteration or unauthorized signature 
of the customer and the same wrongdoer 
is involved. If the payment of the subse- 
quent items occurred after the customer 
has had a reasonable time (not exceeding 
30 days) to report with respect to the first 
item and before the bank received notice 
of the unauthorized signature or alter- 
ation of the first item, the customer is 
precluded from asserting the alteration or 
unauthorized signature with respect to 
the subsequent items. 

If the customer is precluded in a single 
or multiple item unauthorized payment 
situation under subsection (d) (A.C.A. 
§ 4-4-406(d)), but the customer proves 
that the bank failed to exercise ordinary 
care in paying the item or items and that 
the failure substantially contributed to 
the loss, subsection (e) (A.C.A. § 4-4- 
406(e)) provides a comparative negligence 
test for allocating loss between the cus- 
tomer and the bank. Subsection (e) 
(A.C.A. § 4-4-406(e)) also states that, if 
the customer proves that the bank did not 
pay the item in good faith, the preclusion 
under subsection (d) (A.C.A. § 4-4-406(d)) 
does not apply. 

Subsection (d)(2) (A.C.A. § 4-4- 
406(d)(2)) changes former subsection 
(2)(b) by adopting a 30-day period in place 
of a 14-day period. Although the 14-day 
period may have been sufficient when the 
original version of Article 4 (A.C.A. § 4-4- 
101 et seq.) was drafted in the 1950s, 
given the much greater volume of checks 
at the time of the revision, a longer period 
was viewed as more appropriate. The rule 
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of subsection (d)(2) (A.C.A. § 4-4-406 
(d)(2)) follows pre-Code case law that pay- 
ment of an additional item or items bear- 
ing an unauthorized signature or alter- 
ation by the same wrongdoer is a loss 
suffered by the bank traceable to the cus- 
tomer’s failure to exercise reasonable care 
(See Comment 1) in examining the state- 
ment and notifying the bank of objections 
to it. One of the most serious conse- 
quences of failure of the customer to com- 
ply with the requirements of subsection 
(c)(A.C.A. § 4-4-406(c)) is the opportunity 
presented to the wrongdoer to repeat the 
misdeeds. Conversely, one of the best 
ways to keep down losses in this type of 
situation is for the customer to promptly 
examine the statement and notify the 
bank of an unauthorized signature or al- 
teration so that the bank will be alerted to 
stop paying further items. Hence, the rule 
of subsection (d)(2) (A.C.A. § 4-4- 
406(d)(2)) is prescribed, and to avoid dis- 
pute a specific time limit, 30 days, is 
designated for cases to which the subsec- 
tion applies. These considerations are not 
present if there are no losses resulting 
from the payment of additional items. In 
these circumstances, a reasonable period 
for the customer to comply with its duties 
under subsection (c) (A.C.A. § 4-4-406(c)) 
would depend on the circumstances (Sec- 
tion 1-204(2)) (A.C.A. § 4-1-204(2)) and 
the subsection (d)(2) (A.C.A. § 4-4- 
406(d)(2)) time limit should not be im- 
ported by analogy into subsection (c) 
(A.C.A. § 4-4-406(c)). 

3. Subsection (b) (A.C.A. § 4-4-406(b)) 
applies if the items are not returned to the 
customer. Check retention plans may in- 
clude a simple payor bank check retention 
plan or the kind of check retention plan 
that would be authorized by a truncation 
agreement in which a collecting bank or 
the payee may retain the items. Even 
after agreeing to a check retention plan, a 
customer may need to see one or more 
checks for litigation or other purposes. 
The customer’s request for the check may 
always be made to the payor bank. Under 
subsection (b) (A.C.A. § 4-4-406(b)) re- 
taining banks may destroy items but must 
maintain the capacity to furnish legible 
copies for seven years. A legible copy may 
include an image of an item. This Act does 
not define the length of the reasonable 
period of time for a bank to provide the 
check or copy of the check. What is rea- 
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sonable depends on the capacity of the 
bank and the needs of the customer. This 
Act (A.C.A. § 4-4-101 et seq.) does not 
specify sanctions for failure to retain or 
furnish the items or legible copies; this is 
left to other laws regulating banks. See 
Comment 3 to Section 4-101 (A.C.A. § 4- 
4-101). Moreover, this Act (A.C.A. § 4-1- 
101 et seq.) does not regulate fees that 
banks charge their customers for furnish- 
ing items or copies or other services cov- 
ered by the Act (A.C.A. § 4-1-101 et seq.), 
but under principles of law such as uncon- 
scionability or good faith and fair dealing, 
courts have reviewed fees and the bank’s 
exercise of a discretion to set fees. Perdue 
v. Crocker National Bank, 38 Cal.3d 913 
(1985) (unconscionability); Best v. United 
Bank of Oregon, 739 P.2d 554, 562-566 
(1987) (good faith and fair dealing). In 
addition, Section 1-203 (A.C.A. § 4-1-2083) 
provides that every contract or duty 
within this Act (A.C.A. § 4-1-101 et seq.) 
imposes an obligation of good faith in its 
performance or enforcement. 

4. Subsection (e) (A.C.A. § 4-4-406(e)) 
replaces former subsection (3) and poses a 
modified comparative negligence test for 
determining liability. See the discussion 
on this point in the Comments to Sections 
3-404, 3-405, and 3-406 (A.C.A. 8§ 4-3- 
404, 4-3-405, and 4-3-406). The term “good 
faith” is defined in Section 3-103(a)(4) 
(A.C.A. § 4-3-103(a)(4)) as including “ob- 
servance of reasonable commercial stan- 
dards of fair dealing.” The connotation of 
this standard is fairness and not absence 
of negligence. 

The term “ordinary care” used in sub- 
section (e) (A.C.A. § 4-4-406(e)) is defined 
in Section 3-103(a)(7) (A.C.A. § 4-3- 
103(a)(7)), made applicable to Article 4 
(A.C.A. § 4-1-101 et seq.) by Section 
4-104(c) (A.C.A. § 4-4-104(c)), to provide 
that sight examination by a payor bank is 
not required if its procedure is reasonable 
and is commonly followed by other compa- 
rable banks in the area. The case law is 
divided on this issue. The definition of 
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“ordinary care” in Section 3-103 (A.C.A. 
§ 4-3-103) rejects those authorities that 
hold, in effect, that failure to use sight 
examination is negligence as a matter of 
law. The effect of the definition of “ordi- 
nary care” on Section 4-406 (A.C.A. § 4-4- 
406) is only to provide that in the small 
percentage of cases in which a customer’s 
failure to examine its statement or re- 
turned items has led to loss under subsec- 
tion (d) (A.C.A. § 4-4-406(d)) a bank 
should not have to share that loss solely 
because it has adopted an automated col- 
lection or payment procedure in order to 
deal with the great volume of items at a 
lower cost to all customers. 

5. Several changes are made in former 
Section 4-406(5). First, former subsection 
(5) is deleted and its substance is made 
applicable only to the one-year notice pre- 
clusion in former subsection (4) subsection 
(f) (A.C.A. § 4-4-406(f)). Thus if a drawer 
has not notified the payor bank of an 
unauthorized check or material alteration 
within the one-year period, the payor 
bank may not choose to recredit the draw- 
er’s account and pass the loss to the col- 
lecting banks on the theory of breach of 
warranty. Second, the reference in former 
subsection (4) to unauthorized indorse- 
ments is deleted. Section 4-406 (A.C.A. 
§ 4-4-406) imposes no duties on the 
drawer to look for unauthorized 
indorsements. Section 4-111 (A.C.A. § 4- 
4-111) sets out a statute of limitations 
allowing a customer a three-year period to 
seek a credit to an account improperly 
charged by payment of an item bearing an 
unauthorized indorsement. Third, subsec- 
tion (c) is added to Section 4-208 (A.C.A. 
§ 4-4-208(c)) to assure that if a depositary 
bank is sued for breach of a presentment 
warranty, it can defend by showing that 
the drawer is precluded by Section 3-406 
(A.C.A. § 4-3-406) or Section 4-406(c) and 
(d) (A.C.A. § 4-4-406(c)and (d)). Revisions 
approved by the Permanent Editorial 
Board for the Uniform Commercial Code 
March 16, 1991. 


Comment to § 4-407 (A.C.A. § 4-4-407) 


1. Section 4-403 (A.C.A. § 4-4-403) 
states that a stop-payment order or an 
order to close an account is binding on a 
bank. If a bank pays an item over such an 
order it is prima facie liable, but under 


subsection (c) of Section 4-403 (A.C.A. 
§ 4-4-403(c)) the burden of establishing 
the fact and amount of loss from such 
payment is on the customer. A defense 
frequently interposed by a bank in an 
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action against it for wrongful payment 
Over a stop-payment order is that the 
drawer or maker suffered no loss because 
it would have been liable to a holder in 
due course in any event. On this argument 
some cases have held that payment can- 
not be stopped against a holder in due 
course. Payment can be stopped, but if it 
is, the drawer or maker is liable and the 
sound rule is that the bank is subrogated 
to the rights of the holder in due course. 
The preamble and paragraph (1) (A.C.A. 
§ 4-4-407(1)) of this section state this 
rule. 

2. Paragraph (2) (A.C.A. § 4-4-407(2)) 
also subrogates the bank to the rights of 
the payee or other holder against the 
drawer or maker either on the item or 
under the transaction out of which it 
arose. It may well be that the payee is not 
a holder in due course but still has good 
rights against the drawer. These may be 
on the check but also may not be as, for 
example, where the drawer buys goods 
from the payee and the goods are partially 
defective so that the payee is not entitled 
to the full price, but the goods are still 
worth a portion of the contract price. If the 
drawer retains the goods it is obligated to 
pay a part of the agreed price. If the bank 
has paid the check it should be subrogated 
to this claim of the payee against the 
drawer. 

3. Paragraph (3) (A.C.A. § 4-4-407(3)) 
subrogates the bank to the rights of the 
drawer or maker against the payee or 
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other holder with respect to the transac- 
tion out of which the item arose. If, for 
example, the payee was a fraudulent 
salesman inducing the drawer to issue a 
check for defective securities, and the 
bank pays the check over a stop-payment 
order but reimburses the drawer for such 
payment, the bank should have a basis for 
getting the money back from the fraudu- 
lent salesman. 

4. The limitations of the preamble pre- 
vent the bank itself from getting any dou- 
ble recovery or benefits out of its subroga- 
tion rights conferred by the section. 

5. The spelling out of the affirmative 
rights of the bank in this section (A.C.A. 
§ 4-4-407) does not destroy other existing 
rights (Section 1-103) (A.C.A. § 4-1-1083). 
Among others these may include the de- 
fense of a payor bank that by conduct in 
recognizing the payment a customer has 
ratified the bank’s action in paying in 
disregard of a stop-payment order or right 
to recover money paid under a mistake. 


Cross References: 
Section 4-403 (A.C.A. § 4-4-403). 


Definitional Cross References: 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Holder in due course”. Section 3-302 
(A.C.A. § 4-3-302). 

“Item”. Section 4-104 (A.C.A. § 4-4- 
104). 

“Payor bank”. Section 4-105 (A.C.A. 
§ 4-4-105). 


Comment to § 4-501 (A.C.A. § 4-4-501) 


This section (A.C.A. § 4-4-501) states 
the duty of a bank handling a documen- 
tary draft for a customer. “Documentary 
draft” is defined in Section 4-104 (A.C.A. 
§ 4-4-104). The duty stated exists even if 
the bank has bought the draft. This is 


because to the customer the draft nor- 
mally represents an underlying commer- 
cial transaction, and if that is not going 
through as planned the customer should 
know it promptly. 


Comment to § 4-502 (A.C.A. § 4-4-502) 


The section (A.C.A. § 4-4-502) is de- 
signed to establish a definite rule for “on 
arrival” drafts. The term includes not only 
drafts drawn payable “on arrival” but also 
drafts forwarded with instructions to 
present “on arrival.” The term refers to 
the arrival of the relevant goods. Unless a 
bank has actual knowledge of the arrival 
of the goods, as for example, when it is the 


“notify” party on the bill of lading, the 
section (A.C.A. § 4-4-502) only requires 
the exercise of such judgment in estimat- 
ing time as a bank may be expected to 
have. Commonly the buyer-drawee will 
want the goods and will therefore call for 
the documents and take up the draft when 
they do arrive. 
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Comment to § 4-503 (A.C.A. § 4-4-503) 


1. This. section (A.C.A. § 4-4-503) 
states the rules governing, in the absence 
of instructions, the duty of the presenting 
bank in case either of honor or of dishonor 
of a documentary draft. The section 
(A.C.A. § 4-4-503) should be read in con- 
nection with Section 2-514 (A.C.A. § 4-2- 


514) on when documents are deliverable 
on acceptance, when on payment. 

2. If the draft is drawn under a letter of 
credit, Article 5 (A.C.A. § 4-5-101 et seq.) 
controts. See Sections 5-109 through 5-114 
(A.C.A. §§ 4-5-109—4-5-114). 


Comment to § 4-504 (A.C.A. § 4-4-504) 


The section (A.C.A. § 4-4-504) gives the 
presenting bank, after dishonor, a privi- 
lege to deal with the goods in any commer- 
cially reasonable manner pending instruc- 
tions from its transferor and, if still 
unable to communicate with its principal 
after a reasonable time, a right to realize 
its expenditures as if foreclosing on an 
unpaid seller’s lien (Section 2-706) (A.C.A. 
§ 4-2-706). The provision includes situa- 


tions in which storage of goods or other 
action becomes commercially necessary 
pending receipt of any requested instruc- 
tions, even if the requested instructions 
are later received. 

The “reasonable manner” referred to 
means one reasonable in the light of busi- 
ness factors and the judgment of a busi- 
ness man. 
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ARTICLE 4A 
(A.C.A. § 4-4A-101 ET SEQ.)* 


* Article 4A (A.C.A. § 4-4A-101 et seq.) with conforming amendments was enacted by 


Acts 1991, No. 540. 


Prefatory Note 


The National Conference of Commis- 
sioners on Uniform State laws and The 
American Law Institute have approved a 
new Article 4A (A.C.A. § 4-4A-101 et seq.) 
to the Uniform Commercial Code. Com- 
ments that follow each of the sections of 
the statute are intended as official com- 
ments. They explain in detail the purpose 
and meaning of the various sections and 
the policy considerations on which they 
are based. 


Description of transaction covered by Arti- 
cle 4A (A.C.A. § 4-4A-101 et seq.). 
There are a number of mechanisms for 

making payments through the banking 

system. Most of these mechanisms are 
covered in whole or part by state or fed- 
eral statutes. In terms of number of trans- 
actions, payments made by check or credit 
card are the most common payment meth- 
ods. Payment by check is covered by Arti- 
cle 3 and 4 (A.C.A. § 4-3-101 et seq. and 
§ 4-4-101 et seq.) of the UCC and some 
aspects of payment by credit card are 
covered by federal law. In recent years 
electronic funds transfers have been in- 
creasingly common in consumer transac- 
tions. For example, in some cases a retail 
customer can pay for purchases by use of 
an access or debit card inserted in a ter- 
minal at the retail store that allows the 
bank account of the customer to be in- 
stantly debited. Some aspects of these 
point-of-sale transactions and other con- 
sumer payments that are effected elec- 
tronically are covered by a federal statute, 
the Electronic Fund Transfer Act (EFTA). 

If any part of a funds transfer is covered 

by EFTA, the entire funds transfer is 

excluded from Article 4A (A.C.A. § 4-4A- 

101 et seq.). 

Another type of payment, commonly re- 
ferred to as a wholesale wire transfer, is 
the primary focus of Article 4A (A.C.A. 
§ 4-4A-101 et seq.). Payments that are 
covered by Article 4A (A.C.A. § 4-4A-101 
et seq.) are overwhelmingly between busi- 
ness or financial institutions. The dollar 
volume of payments made by wire trans- 


fer far exceeds the dollar volume of pay- 
ments made by other means. The volume 
of payments by wire transfer over the two 
principal wire payment systems—the 
Federal Reserve wire transfer network 
(Fedwire) and the New York Clearing 
House Interbank Payments Systems 
(CHIPS)—exceeds one trillion dollars per 
day. Most payments carried out by use of 
automated clearing houses are consumer 
payments covered by EFTA and therefore 
not covered by Article 4A (A.C.A. § 4-4A- 
101 et seq.). There is, however, a signifi- 
cant volume of nonconsumer ACH pay- 
ments that closely resemble wholesale 
wire transfers. These payments are also 
covered by Article 4A (A.C.A. § 4-4A-101 
et seq.). 

There is some resemblance between 
payments made by other means such as 
paper-based checks and credit cards or 
electronically-based consumer payments, 
but there are also many differences. Arti- 
cle 4A(A.C.A. § 4-4A-101 et seq.) excludes 
from its coverage these other payment 
mechanisms. Article 4A (A.C.A. § 4-4A- 
101 et seq.) follows a policy of treating the 
transaction that it covers—a “funds trans- 
fer”—as a unique method of payment that 
is governed by unique principles of law 
that address the operational and policy 
issues presented by this kind of payment. 

The funds transfer that is covered by 
Article 4A (A.C.A. § 4-4A-101 et seq.) is 
not a complex transaction and can be 
illustrated by the following example 
which used throughout the Prefatory Note 
as a basis for discussion. X, a debtor, 
wants to pay an obligation owed to Y. 
Instead of delivering to Y a negotiable 
instrument such as a check or some other 
writing such as a credit card slip that 
enables Y to obtain payment from a bank, 
X transmits an instruction to X’s bank to 
credit a sum of money to the bank account 
of Y. In most cases X’s bank and Y’s bank 
are different banks. X’s bank may carry 
out X’s instruction by instructing Y’s bank 
to credit Y’s account in the amount that X 
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requested. The instruction that X issues 
to its bank is a “payment order.” X is the 
“sender” of the payment order and X’s 
bank is the “receiving bank” with respect 
to X’s order. Y is the “beneficiary” of X’s 
order. When X’s bank issues an instruc- 
tion to Y’s bank to carry out X’s payment 
order, X’s bank “executes” X’s order. The 
instruction of X’s bank to Y’s bank is also 
a payment order. With respect to that 
order, X’s bank is the sender, Y’s bank is 
the receiving bank, and Y is the benefi- 
ciary. The entire series of transactions by 
which X pays Y is known as the “funds 
transfer.” With respect to the funds trans- 
fer, X is the “originator,” X’s bank is the 
“originator bank,” Y is the “beneficiary” 
and Y’s bank is the “beneficiary’s bank.” In 
more complex transactions there are one 
or more additional banks known as “inter- 
mediary banks” between X’s bank and Y’s 
bank. In the funds transfer the instruc- 
tion contained in the payment order of X 
to its bank is carried out by a series of 
payment orders by each bank in the trans- 
mission chain to the next bank in the 
chain until Y’s bank receives a payment 
order to make the credit to Y’s account. In 
most cases, the payment order of each 
bank to the next bank in the chain is 
transmitted electronically, and often the 
payment order of X to its bank is also 
transmitted electronically, but the means 
of transmission does not have any legal 
significance. A payment order may be 
transmitted by any means, and in some 
cases the payment order is transmitted by 
a slow means such as first class mail. To 
reflect this fact, the broader term “funds 
transfer” rather than the narrower term 
“wire transfer” is used in Article 4A 
(A.C.A. § 4-4A-101 et seq.) to describe the 
overall payment transaction. 

Funds transfers are divided into two 
categories determined by whether the in- 
struction to pay is given by the person 
making payment or the person receiving 
payment. If the instruction is given by the 
person making the payment, the transfer 
is commonly referred to as a “credit trans- 
fer.” If the instruction is given by the 
person receiving payment, the transfer is 
commonly referred to as a “debit transfer.” 
Article 4A (A.C.A. § 4-4A-101 et seq.) gov- 
erns credit transfers and excludes debit 
transfers. 


Why is Article 4A (A.C.A. $ 4-4A-101 et 
seq.) needed? 
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There is no comprehensive body of law 
that defines the rights and obligations 
that arise from wire transfers. Some as- 
pects of wire transfers are governed by 
rules of the principal transfer systems. 
Transfers made by Fedwire are governed 
by Federal Reserve Regulation J and 
transfers over CHIPS are governed by the 
CHIPS rules. Transfers made by means of 
automated clearing houses are governed 
by uniform rules adopted by various asso- 
ciations of banks in various parts of the 
nation or by Federal Reserve rules or 
operating circulars. But the various funds 
transfer system rules apply to only limited 
aspects of wire transfer transactions. The 
resolution of the many issues that are not 
covered by funds transfer system rules 
depends on contracts of the parties, to the 
extent that they exist, or principles of law 
applicable to other payment mechanisms 
that might be applied by analogy. The 
result is a great deal of uncertainty. There 
is no consensus about the juridical nature 
of a wire transfer and consequently of the 
rights and obligations that are created. 
Article 4A (A.C.A. § 4-4A-101 et seq.) is 
intended to provide the comprehensive 
body of law that we do not have today. 


Characteristics of a funds transfer. 

There are a number of characteristics of 
funds transfers covered by Article 4A 
(A.C.A. § 4-4A-101 et seq.) that have in- 
fluenced the drafting of the statute. The 
typical funds transfer involves a large 
amount of money. Multimillion dollar 
transactions are commonplace. The origi- 
nator of the transfer and the beneficiary 
are typically sophisticated business or fi- 
nancial organizations. High speed is an- 
other predominant characteristic. Most 
funds transfers are completed on the same 
day, even in complex transactions in 
which there are several intermediary 
banks in the transmission chain. A funds 
transfer is a highly efficient substitute for 
payments made by the delivery of paper 
instruments. Another characteristic is ex- 
tremely low cost. A transfer that involves 
many millions of dollars can be made for a 
price of a few dollars. Price does not nor- 
mally vary very much or at all with the 
amount of the transfer. This system of 
pricing may not be feasible if the bank is 
exposed to very large liabilities in connec- 
tion with the transaction. The pricing sys- 
tem assumes that the price reflects prima- 
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rily the cost of the mechanical operation 
performed by the bank, but in fact, a bank 
may have more or less potential liability 
with respect to a funds transfer depending 
upon the amount of the transfer. Risk of 
loss to banks carrying out a funds transfer 
may arise from a variety of causes. In 
some funds transfers, there may be exten- 
sions of very large amounts of credit for 
short periods of time by the banks that 
carry out a funds transfer. If a payment 
order is issued to the beneficiary’s bank, it 
is normal for the bank to release funds to 
the beneficiary immediately. Sometimes, 
payment to the beneficiary’s bank by the 
bank that issued the order to the benefi- 
ciary’s bank is delayed until the end of the 
day. If that payment is not received be- 
cause of the insolvency of the bank that is 
obliged to pay, the beneficiary’s bank may 
suffer a loss. There is also risk of loss if a 
bank fails to execute the payment order of 
a customer, or if the order is executed late. 
There also may be an error in the payment 
order issued by a bank that is executing 
the payment order of its customer. For 
example, the error might relate to the 
amount to be paid or to the identity of the 
person to be paid. Because the dollar 
amounts involved in funds transfers are 
so large, the risk of loss if something goes 
wrong in a transaction may also be very 
large. A major policy issue in the drafting 
of Article 4A (A.C.A. § 4-4A-101 et seq.) is 
that of determining how risk of loss is to 
be allocated given the price structure in 
the industry. 


Concept of acceptance and effect of accep- 
tance by the beneficiary’s bank. 

Rights and obligations under Article 4A 
(A.C.A. § 4-4A-101 et seq.) arise as the 
result of “acceptance” of a payment order 
by the bank to which the order is ad- 
dressed. Section 4A-209 (A.C.A. § 4-4A- 
209). The effect of acceptance varies de- 
pending upon whether the payment order 
is issued to the beneficiary’s bank or to a 
bank other than the beneficiary’s bank. 
Acceptance by the beneficiary’s bank is 
particularly important because it defines 
when the beneficiary’s bank becomes obli- 
gated to the beneficiary to pay the amount 
of the payment order. Although Article 4A 
(A.C.A. § 4-4A-101 et seq.) follows con- 
vention in using the term “funds transfer” 
to identify the payment from X to Y that is 
described above, no money or property 
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right of X is actually transferred to Y. X 
pays Y by causing Y’s bank to become 
indebted to Y in the amount of the pay- 
ment. This debt arises when Y’s bank 
accepts the payment order that X’s bank 
issued to Y’s bank to execute X’s order. If 
the funds transfer was carried out by use 
of one or more intermediary banks be- 
tween X’s bank and Y’s bank, Y’s bank 
becomes indebted to Y when Y’s bank 
accepts the payment order issued to it by 
an intermediary bank. The funds transfer 
is completed when this debt is incurred. 
Acceptance, the event that determines 
when the debt of Y’s bank to Y arises, 
occurs (i) when Y’s bank pays Y or notifies 
Y of receipt of the payment order, or (ii) 
when Y’s bank receives payment from the 
bank that issued a payment order to Y’s 
bank. 

The only obligation of the beneficiary’s 
bank that results from acceptance of a 
payment order is to pay the amount of the 
order to the beneficiary. No obligation is 
owed to either the sender of the payment 
order accepted by the beneficiary’s bank or 
to the originator of the funds transfer. The 
obligation created by acceptance by the 
beneficiary’s bank is for the benefit of the 
beneficiary. The purpose of the sender’s 
payment order is to effect payment by the 
originator to the beneficiary and that pur- 
pose is achieved when the beneficiary’s 
bank accepts the payment order. Section 
4A-405 (A.C.A. § 4-4A-405) states rules 
for determining when the obligation of the 
beneficiary’s bank to the beneficiary has 
been paid. 


Acceptance by a bank other than the ben- 
eficiary’s bank. 

In the funds transfer described above, 
what is the obligation of X’s bank when it 
receives X’s payment order? Funds trans- 
fers by a bank on behalf of its customer 
are made pursuant to an agreement or 
arrangement that may or may not be 
reduced to a formal document signed by 
the parties. It is probably true that in 
most cases there is either no express 
agreement or the agreement addresses 
only some aspects of the transaction. Sub- 
stantial risk is involved in funds transfers 
and a bank may not be willing to give this 
service to all customers, and may not be 
willing to offer it to any customer unless 
certain safeguards against loss such as 
security procedures are in effect. Funds 
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transfers often involve the giving of credit 
by the receiving bank to the customer, and 
that also may involve an agreement. 
These considerations are reflected in Arti- 
cle 4A (A.C.A. § 4-4A-101 et seq.) by the 
principle that, in the absence of a contrary 
agreement, a receiving bank does not in- 
cur liability with respect to a payment 
order until it accepts it. If X and X’s bank 
in the hypothetical case had an agreement 
that obliged the bank to act on X’s pay- 
ment orders and the bank failed to comply 
with the agreement, the bank can be held 
liable for breach of the agreement. But 
apart from any obligation arising by 
agreement, the bank does not incur any 
liability with respect to X’s payment order 
until the bank accepts the order. X’s pay- 
ment order is treated by Article 4A (A.C.A. 
§ 4-4A-101 et seq.) as a request by X to 
the bank to take action that will cause X’s 
payment order to be carried out. That 
request can be accepted by X’s bank by 
“executing” X’s payment order. Execution 
occurs when X’s bank sends a payment 
order to Y’s bank intended by X’s bank to 
carry out the payment order of X. X’s bank 
could also execute X’s payment order by 
issuing a payment order to an intermedi- 
ary bank instructing the intermediary 
bank to instruct Ys bank to make the 
credit to Y’s account. In that case execu- 
tion and acceptance of X’s order occur 
when the payment order of X’s bank is 
sent to the intermediary bank. When X’s 
bank executes X’s payment order the bank 
is entitled to receive payment from X and 
may debit an authorized account of X. If 
X’s bank does not execute X’s order and 
the amount of the order is covered by a 
withdrawable credit balance in X’s autho- 
rized account, the bank must pay X inter- 
est on the money represented by X’s order 
unless X is given prompt notice of rejec- 
tion of the order. Section 4A-210(b) 
(A.C.A. § 4-4A-210(b)). 


Bank error in funds transfers. 

If a bank, other than the beneficiary’s 
bank, accepts a payment order, the obliga- 
tions and liabilities are owed to the origi- 
nator of the funds transfer. Assume in the 
example stated above, that X’s bank exe- 
cutes X’s payment order by issuing a pay- 
ment order to an intermediary bank that 
executes the order of X’s bank by issuing a 
payment order to Y’s bank. The obliga- 
tions of X’s bank with respect to execution 
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are owed to X. The obligations of the 
intermediary bank with respect to execu- 
tion are also owed to X. Section 4A-302 
(A.C.A. § 4-4A-302) states standards with 
respect to the time and manner of execu- 
tion of payment orders. Section 4A-305 
(A.C.A. § 4-4A-305) states the measure of 
damages for improper execution. It also 
states that a receiving bank is liable for 
damages if it fails to execute a payment 
order that it was obliged by express agree- 
ment to execute. In each case consequen- 
tial damages are not recoverable unless 
an express agreement of the receiving 
bank provides for them. The policy basis 
for this limitation is discussed in Com- 
ment 2 to Section 4A-305 (A.C.A. § 4-4A- 
305). 

Error in the consummation of a funds 
transfer is not uncommon. There may be a 
discrepancy in the amount that the origi- 
nator orders to be paid to the beneficiary 
and the amount that the beneficiary’s 
bank is ordered to pay. For example, if the 
originator’s payment order instructs pay- 
ment of $100,000 and the payment order 
of the originator’s bank instructs payment 
of $1,000,000, the originator’s bank is en- 
titled to receive only $100,000 from the 
originator and has the burden of recover- 
ing the additional $900,000 paid to the 
beneficiary by mistake. In some cases the 
originator’s bank or an intermediary bank 
instructs payment to a beneficiary other 
than the beneficiary stated in the origina- 
tor’s payment order. If the wrong benefi- 
ciary is paid the bank that issued the 
erroneous payment order is not entitled to 
receive payment of the payment order 
that it executed and has the burden of 
recovering the mistaken payment. The 
originator is not obliged to pay its pay- 
ment order. Section 4A-303 and Section 
4A-207 (A.C.A. §§ 4-4A-303 and 4-4A- 
207) state rules for determining the rights 
and obligations of the various parties to 
the funds transfer in these cases and in 
other typical cases in which error is made. 

Pursuant to Section 4A-402(c) (A.C.A. 
§ 4-4A-402(c)) the originator is excused 
from the obligation to pay the originator’s 
bank if the funds transfer is not com- 
pleted, i.e. payment by the originator to 
the beneficiary is not made. Payment by 
the originator to the beneficiary occurs 
when the beneficiary’s bank accepts a pay- 
ment order for the benefit of the benefi- 
ciary of the originator’s payment order. 
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Section 4A-406 (A.C.A. § 4-4A-406). If for 
any reason that acceptance does not occur, 
the originator is not required to pay the 
payment order that it issued or, if it al- 
ready paid, is entitled to refund of the 
payment with interest. This “money-back 
guarantee” is an important protection of 
the originator of a funds transfer. The 
same rule applies to any other sender in 
the funds transfer. Each sender’s obliga- 
tion to pay is excused if the beneficiary’s 
bank does not accept a payment order for 
the benefit of the beneficiary of that send- 
er’s order. There is an important exception 
to this rule. It is common practice for the 
originator of a funds transfer to designate 
the intermediary bank or banks through 
which the funds transfer is to be routed. 
The originator’s bank is required by Sec- 
tion 4A-302 (A.C.A. § 4-4A-302) to follow 
the instruction of the originator with re- 
spect to intermediary banks. If the origi- 
nator’s bank sends a payment order to the 
intermediary bank designated in the orig- 
inator’s order and the intermediary bank 
causes the funds transfer to miscarry by 
failing to execute the payment order or by 
instructing payment to the wrong benefi- 
ciary, the originator’s bank is not required 
to pay its payment order and if it has 
already paid it is entitled to recover pay- 
ment from the intermediary bank. This 
remedy is normally adequate, but if the 
originator’s bank already paid its order 
and the intermediary bank has suspended 
payments or is not permitted by law to 
refund payment, the originator’s bank will 
suffer a loss. Since the originator required 
the originator’s bank to use the failed 
intermediary bank, Section 4A-402(e) 
(A.C.A. § 4-4A-402(e)) provides that in 
this case the originator is obliged to pay 
its payment order and has a claim against 
the intermediary bank for the amount of 
the order. The same principle applies to 
any other sender that designates a subse- 
quent intermediary bank. 


Unauthorized payment orders. 

An important issue addressed in Sec- 
tion 4A-202 and Section 4A-203 (A.C.A. 
8§ 4-4A-202 and 4-4A-203) is how the risk 
of loss from unauthorized payment orders 
is to be allocated. In a large percentage of 
cases, the payment order of the originator 
of the funds transfer is transmitted elec- 
tronically to the originator’s bank. In 
these cases it may not be possible for the 


309 


bank to know whether the electronic mes- 
sage has been authorized by its customer. 
To ensure that no unauthorized person is 
transmitting messages to the bank, the 
normal practice is to establish security 
procedures that usually involve the use of 
codes or identifying numbers or words. If 
the bank accepts a payment order that 
purports to be that of its customer after 
verifying its authenticity by complying 
with a security procedure agreed to by the 
customer and the bank, the customer is 
bound to pay the order even if it was not 
authorized. But there is an important 
limitation on this rule. The bank is enti- 
tled to payment in the case of an unautho- 
rized order only if the court finds that the 
security procedure was a commercially 
reasonable method of providing security 
against unauthorized payment orders. 
The customer can also avoid liability if it 
can prove that the unauthorized order 
was not initiated by an employee or other 
agent of the customer having access to 
confidential security information or by a 
person who obtained that information 
from a source controlled by the customer. 
The policy issues are discussed in the 
comments following Section 4A-203 
(A.C.A. § 4-4A-203). If the bank accepts 
an unauthorized payment order without 
verifying it in compliance with a security 
procedure, the loss falls on the bank. 

Security procedures are also important 
in cases of error in the transmission of 
payment orders. There may be an error by 
the sender in the amount of the order, or a 
sender may transmit a payment order and 
then erroneously transmit a duplicate of 
the order. Normally, the sender is bound 
by the payment order even if it is issued 
by mistake. But in some cases an error of 
this kind can be detected by a security 
procedure. Although the receiving bank is 
not obliged to provide a security procedure 
for the detection of error, if such a proce- 
dure is agreed to be the bank Section 
4A-205 (A.C.A. § 4-4A-205) provides that 
if the error is not detected because the 
receiving bank does not comply with the 
procedure, any resulting loss is borne by 
the bank failing to comply with the secu- 
rity procedure. 


Insolvency losses. 

Some payment orders do not involve the 
granting of credit to the sender by the 
receiving bank. In those cases, the receiv- 
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ing bank accepts the sender’s order at the 
same time the bank receives payment of 
the order. This is true of a transfer of 
funds by Fedwire or of cases in which the 
receiving bank can debit a funded account 
of the sender. But in some cases the grant- 
ing of credit is the norm. This is true of a 
payment order over CHIPS. In a CHIPS 
transaction the receiving bank usually 
will accept the order before receiving pay- 
ment from the sending bank. Payment is 
delayed until the end of the day when 
settlement is made through the Federal 
Reserve System. If the receiving bank is 
an intermediary bank, it will accept by 
issuing a payment order to another bank 
and the intermediary bank is obliged to 
pay that payment order. If the receiving 
bank is the beneficiary’s bank, the bank 
usually will accept by releasing funds to 
the beneficiary before the bank has re- 
ceived payment. If a sending bank sus- 
pends payments before settling its liabili- 
ties at the end of the day, the financial 
stability of banks that are net creditors of 
the insolvent bank may also be put into 
jeopardy, because the dollar volume of 
funds transfers between the banks may be 
extremely large. With respect to two 
banks that are dealing with each other in 
a series of transactions in which each 
bank is sometimes a receiving bank and 
sometimes a sender, the risk of insolvency 
can be managed if amounts payable as a 
sender and amounts receivable as a re- 
ceiving bank are roughly equal. But if 
these amounts are significantly out of 
balance, a net creditor bank may have a 
very significant credit risk during the day 
before settlement occurs. The Federal Re- 
serve System and the banking community 
are greatly concerned with this risk, and 
various measures have been instituted to 
reduce this credit exposure. Article 4A 
(A.C.A. § 4-4A-101 et seq.) also addresses 
this problem. A receiving bank can always 
avoid this risk by delaying acceptance of a 
payment order until after the bank has 
received payment. For example, if the 
beneficiary’s bank credits the beneficiary’s 
account it can avoid acceptance by not 
notifying the beneficiary of the receipt of 
the order or by notifying the beneficiary 
that the credit may not be withdrawn 
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until the beneficiary’s bank receives pay- 
ment. But if the beneficiary's bank re- 
leases funds to the beneficiary before re- 
ceiving settlement, the result in a funds 
transfer other than a transfer by means of 
an automated clearing house or similar 
provisional settlement system is that the 
beneficiary’ bank may not recover the 
funds if it fails to receive settlement. This 
rule encourages the banking system to 
impose credit limitations on banks that 
issue payment orders. These limitations 
are already in effect. CHIPS has also 
proposed a loss-sharing plan to be adopted 
for implementation in the second half of 
1990 under which CHIPS participants 
will be required to provide funds neces- 
sary to complete settlement of the obliga- 
tions of one or more participants that are 
unable to meet settlement obligations. 
Under this plan, it will be a virtual cer- 
tainty that there will be settlement on 
CHIPS in the event of a failure by a single 
bank. Section 4A-403(b) and (c) (A.C.A. 
§ 4-4A-403(b) and (c)) are also addressed 
to reducing risks of insolvency. Under 
these provisions the amount owed by a 
failed bank with respect to payment or- 
ders it issued is the net amount owing 
after setting off amounts owed to the 
failed bank with respect to payment or- 
ders it received. This rule allows credit 
exposure to be managed by limitations on 
the net debit position of a bank. 


International transfers. 

The major international legal document 
dealing with the subject of electronic 
funds transfers is the Model Law on In- 
ternational Credit Transfers adopted in 
1992 by the United Nations Commission 
on International Trade Law. It covers ba- 
sically the same type of transaction as 
does Article 4A (A.C.A. § 4-4A-101 et 
seq.), although it requires the funds trans- 
ferred to have an international compo- 
nent. The Model Law and Article 4A 
(A.C.A. § 4-4A-101 et seq.) basically live 
together in harmony, but to the extent 
there are differences they must be recog- 
nized and, to the extent possible, avoided 
or adjusted by agreement. See PEB Com- 
mentary No. 13, dated February 16, 1994 
[Appendix II at end of Volume 3B]. 
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Comment to § 4A-102 (A.C.A. § 4-4A-102) 


Article 4A (A.C.A. § 4-4A-101 et seq.) 
governs a specialized method of payment 
referred to in the article as a funds trans- 
fer but also commonly referred to in the 
commercial community as a wholesale 
wire transfer. A funds transfer is made by 
means of one or more payment orders. The 
scope of Article 4A (A.C.A. § 4-4A-101 et 
seq.) is determined by the definitions of 
“payment order” and “funds transfer” 
found in Section 4A-103 and Section 4A- 
104 (A.C.A. §§ 4-4A-103 and 4-4A-104). 

The funds transfer governed by Article 
4A (A.C.A. § 4-4A-101 et seq.) is in large 
part a product of recent and developing 
technological changes. Before this Article 
(Chapter) (A.C.A. § 4-4A-101 et seq.) was 
drafted there was no comprehensive body 
of law—statutory or judicial—that defined 
the juridical nature of a funds transfer or 
the rights and obligations flowing from 
payment orders. Judicial authority with 
respect to funds transfers is sparse, unde- 
veloped and not uniform. Judges have had 
to resolve disputes by referring to general 
principles of common law or equity, or 
they have sought guidance in statutes 
such as Article 4 (A.C.A. § 4-4-101 et seq.) 
which are applicable to other payment 
methods. But attempts to define rights 
and obligations in funds transfers by gen- 
eral principles or by analogy to rights and 
obligations in negotiable instrument law 
or the law of check collection have not 
been satisfactory. 

In the drafting of Article 4A (A.C.A. 
§ 4-4A-101 et seq.), a deliberate decision 
was made to write on a clean slate and to 
treat a funds transfer as a unique method 
of payment to be governed by unique rules 


that address the particular issues raised 
by this means of payment. A deliberate 
decision was also made to use precise and 
detailed rules to assign responsibility, de- 
fine behavioral norms, allocate risks and 
establish limits on liability rather than to 
rely on broadly stated, flexible principles. 
In the drafting of these rules, a critical 
consideration was that the various parties 
to funds transfers need to be able to pre- 
dict risk with certainty to insure against 
risk to adjust operational and security 
procedures and to price funds transfer 
services appropriately. This consideration 
is particularly important given the very 
large amounts of money that are involved 
in funds transfers. 

Funds transfers involve competing in- 
terests—those of the banks that provide 
funds transfer services and the commer- 
cial and financial organizations that use 
the services as well as the public interest. 
These competing interests were repre- 
sented in the drafting process and they 
were thoroughly considered. The rules 
that emerged represent a careful and del- 
icate balancing of these interests and are 
intended to be the exclusive means of 
determining the rights, duties and liabil- 
ities of the affected parties in any situa- 
tion covered by particular provisions of 
the Article (Chapter) (A.C.A. § 4-4A-101 
et seq.). Consequently, resort to principles 
of law or equity outside of Article 4A 
(A.C.A. § 4-4A-101 et seq.) is not appro- 
priate to create rights, duties and liabili- 
ties inconsistent with those stated in this 
Article (Chapter) (A.C.A. § 4-4A-101 et 
seq.). 


Comment to § 4A-103 (A.C.A. § 4-4A-103) 


This section (A.C.A. § 4-4A-103) is dis- 
cussed in the Comment following Section 
4A-104 (A.C.A. § 4-4A-104). 


Comment to § 44-104 (A.C.A. § 4-4A-104) 


1. Article 4A (A.C.A. § 4-4A-101 et 
seq.) governs a method of payment in 
which the person making payment (the 
“originator”) directly transmits an in- 
struction to a bank either to make pay- 
ment to the person receiving payment (the 


“beneficiary”) or to instruct some other 
bank to make payment to the beneficiary. 
The payment from the originator to the 
beneficiary occurs when the bank that is 
to pay the beneficiary becomes obligated 
to pay the beneficiary. There are two basic 
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definitions: “Payment order” stated in 
Section 4A-103 (A.C.A. § 4-4A-103) and 
“Funds transfer” stated in Section 4A-104 
(A.C.A. § 4-4A-104). These definitions, 
other related definitions, and the scope of 
Article 4A (A.C.A. § 4-4A-101 et seq.) can 
best be understood in the context of spe- 
cific fact situations. Consider the follow- 
ing cases: 


Case # 1. X, which has an account in 
Bank A, instructs that bank to pay 
$1,000,000 to Y’s account in Bank A. 
Bank A carries out X’s instruction by 
making a credit of $1,000,000 to Y’s 
account and notifying Y that the 
credit is available for immediate 
withdrawal. The instruction by X to 
Bank A is a “payment order” which 
was issued when it was sent to Bank 
A. Section 4A-103(a)(1) and (c) 
(A.C.A. § 4-4A-103(a)(1) and (c)). X is 
the “sender” of the payment order and 
Bank A is the “receiving bank.” Sec- 
tion 4A-103(a)(5) and (a)(4) (A.C.A. 
§ 4-4A-103(a)(5) and (a)(4)). Y is the 
“peneficiary” of the payment order 
and Bank A is the “beneficiary’s 
bank.” Section 4A-103(a)(2) and (a)(3) 
(A.C.A. § 4-4A-103(a)(2) and (a)(3)). 
When Bank A notified Y of receipt of 
the payment order, Bank A “accepted” 
the payment order. Section 4A- 
209(b)(1) (A.C.A. § 4-4A-209(b)(1)). 
When Bank A accepted the order it 
incurred an obligation to Y to pay the 
amount of the order. Section 
4A-404(a) (A.C.A. § 4-4A-404(a)). 
When Bank A accepted X’s order, X 
incurred an obligation to pay Bank A 
the amount of the order. Section 4A- 
402(b) (A.C.A. § 4-4A-402(b)). Pay- 
ment from X to Bank A would nor- 
mally be made by a debit to X’s 
account in Bank A. Section 4A- 
403(a)(3) (A.C.A. § 4-4A-403(a)(3)). 
At the time Bank A incurred the obli- 
gation to pay Y, payment of 
$1,000,000 by X to Y was also made. 
Section 4A-406(a) (A.C.A. § 4-4A- 
406(a)). Bank A paid Y when it gave 
notice to Y of a withdrawable credit of 
$1,000,000 to Y’s account. Section 4A- 
405(a) (A.C.A. § 4-4A-405(a)). The 
overall transaction, which comprises 
the acts of X and Bank A, in which the 
payment by X to Y is accomplished is 
referred to as the “funds transfer.” 


Section 4A-104(a) (A.C.A. § 4-4A- 
104(a)). In this case only one payment 
order was involved in the funds trans- 
fer. A one-payment-order funds trans- 
fer is usually referred to as a “book 
transfer” because the payment is ac- 
complished by the receiving bank’s 
debiting the account of the sender and 
crediting the account of the benefi- 
ciary in the same bank. X, in addition 
to being the sender of the payment 
order to Bank A, is the “originator” of 
the funds transfer. Section 4A-104(c) 
(A.C.A. § 4-4A-104(c)). Bank A is the 
“originator’s bank” in the funds trans- 
fer as well as the beneficiary’s bank. 
Section 4A-104(d) (A.C.A. § 4-4A- 
104(d)). 


Case # 2. Assume the same facts as in 
Case # 1 except that X instructs Bank 
A to pay $1,000,000 to Y’s account in 
Bank B. With respect to this payment 
order, X is the sender, Y is the bene- 
ficiary, and Bank A is the receiving 
bank. Bank A carries out X’s order by 
instructing Bank B to pay $1,000,000 
to Y’s account. This instruction is a 
payment order in which Bank Ais the 
sender, Bank B is the receiving bank, 
and Y is the beneficiary. When Bank A 
issued its payment order to Bank B, 
Bank A “executed” X’s order. Section 
4A-301(a) (A.C.A. § 4-4A-301(a)). In 
the funds transfer, X is the originator, 
Bank A is the originator’s bank, and 
Bank B is the beneficiary’s bank. 
When Bank A executed X’s order, X 
incurred an obligation to pay Bank A 
the amount of the order. Section 4A- 
402(c) (A.C.A. § 4-4A-402(c)). When 
Bank B accepts the payment order 
issued to it by Bank A, Bank B incurs 
an obligation to Y to pay the amount 
of the order (Section 4A-404(a)) 
(A.C.A. § 4-4A-404(a)) and Bank A 
incurs an obligation to pay Bank B. 
Section 4A-402(b) (A.C.A. § 4-4A- 
402(b)). Acceptance by Bank B also 
results in payment of $1,000,000 by X 
to Y. Section 4A-406(a) (A.C.A. § 4- 
4A-406(a)). In this case two payment 
orders are involved in the funds 
transfer. 


Case # 3. Assume the same facts as in 
Case # 2 except that Bank A does not 
execute X’s payment order by issuing 
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a payment order to Bank B. One bank 
will not normally act to carry out a 
funds transfer for another bank un- 
less there is a preexisting arrange- 
ment between the banks for transmit- 
tal of payment orders and settlement 
of accounts. For example, if Bank B is 
a foreign bank with which Bank A has 
no relationship, Bank A can utilize a 
bank that is a correspondent of both 
Bank A and Bank B. Assume Bank A 
issues a payment order to Bank C to 
pay $1,000,000 to Y’s account in Bank 
B. With respect to this order, Bank A 
is the sender, Bank C is the receiving 
bank, and Y is the beneficiary. Bank C 
will execute the payment order of 
Bank A by issuing a payment order to 
Bank B to pay $1,000,000 to Y’s ac- 
count in Bank B. With respect to 
Bank C’s payment order, Bank C is 
the sender, Bank B is the receiving 
bank, and Y is the beneficiary. Pay- 
ment of $1,000,000 by X to Y occurs 
when Bank B accepts the payment 
order issued to it by Bank C. In this 
case the funds transfer involves three 
payment orders. In the funds trans- 
fer, X is the originator, Bank A is the 
originator’s bank, Bank B is the ben- 
eficiary’s bank, and Bank C is an 
“intermediary bank.” Section 4A- 
104(b) (A.C.A. § 4-4A-104(b)). In 
some cases there may be more than 
one intermediary bank, and in those 
cases each intermediary bank is 
treated like Bank C in Case # 3. 


As the three cases demonstrate, a pay- 
ment under Article 4A (A.C.A. § 4-4A-101 
et seq.) involves an overall transaction, 
the funds transfer, in which the origina- 
tor, X, is making payment to the benefi- 
ciary, Y, but the funds transfer may en- 
compass a series of payment orders that 
are issued in order to effect the payment 
initiated by the originator’s payment or- 
der. 

In some cases the originator and the 
beneficiary may be the same person. This 
will occur, for example, when a corpora- 
tion orders a bank to transfer funds from 
an account of the corporation in that bank 
to another account of the corporation in 
that bank or in some other bank. In some 
funds transfers the first bank to issue a 
payment order is a bank that is executing 
a payment order of a customer that is not 
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a bank. In this case the customer is the 
originator. In other cases, the first bank to 
issue a payment order is not acting for a 
customer, but is making a payment for its 
own account. In that event the first bank 
to issue a payment order is the originator 
as well as the originator’s bank. 

2. “Payment order” is defined in Sec- 
tion 4A-103(a)(1) (A.C.A. § 4-4A- 
103(a)(1)) as an instruction to a bank to 
pay, or to cause another bank to pay, a 
fixed or determinable amount of money. 
The bank to which the instruction is ad- 
dressed is known as the “receiving bank.” 
Section 4A-103(a)(4) (A.C.A. § 4-4A- 
103(a)(4)). “Bank” is defined in Section 
4A-105(a)(2) (A.C.A. § 4-4A-105(a)(2)). 
The effect of this definition is to limit 
Article 4A (A.C.A. § 4-4A-101 et seq.) to 
payments made through the banking sys- 
tem. A transfer of funds made by an entity 
outside the banking system is excluded. A 
transfer of funds through an entity other 
than a bank is usually a consumer trans- 
action involving relatively small amounts 
of money and a single contract carried out 
by transfers of cash or a cash equivalent 
such as a check. Typically, the transferor 
delivers cash or a check to the company 
making the transfer, which agrees to pay 
a like amount to a person designated by 
the transferor. Transactions covered by 
Article 4A (A.C.A. § 4-4A-101 et seq.) typ- 
ically involve very large amounts of 
money in which several transactions in- 
volving several banks may be necessary to 
carry out the payment. Payments are nor- 
mally made by debits or credits to bank 
accounts. Originators and beneficiaries 
are almost always business organizations 
and the transfers are usually made to pay 
obligations. Moreover, these transactions 
are frequently done on the basis of very 
short-term credit granted by the receiving 
bank to the sender of the payment order. 
Wholesale wire transfers involve policy 
questions that are distinct from those in- 
volved in consumer-based transactions by 
nonbanks. 

3. Further limitations on the scope of 
Article 4A (A.C.A. § 4-4A-101 et seq.) are 
found in the three requirements found in 
subparagraphs (1), (11), and (aii) of Section 
4A-103(a)(1) (A.C.A. § 4-4A-1038(a)(1)(i), 
(ii), and (ii1)). Subparagraph (i) (A.C.A. 
§ 4-4A-103(a)(1)(i)) states that the in- 
struction to pay is a payment order only if 
it “does not state a condition to payment to 
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the beneficiary other than time of pay- 
ment.” An instruction to pay a beneficiary 
sometimes is subject to a requirement 
that the beneficiary perform some act 
such as delivery of documents. For exam- 
ple, a New York bank may have issued a 
letter of credit in favor of X, a California 
seller of goods to be shipped to the New 
York bank’s customer in New York. The 
terms of the letter of credit provide for 
payment to X if documents are presented 
to prove shipment of the goods. Instead of 
providing for presentment of the docu- 
ments to the New York bank, the letter of 
credit states that they may be presented 
to a California bank that acts as an agent 
for payment. The New York bank sends an 
instruction to the California bank to pay X 
upon presentation of the required docu- 
ments. The instruction is not covered by 
Article 4A (A.C.A. § 4-4A-101 et seq.) be- 
cause payment to the beneficiary is condi- 
tional upon receipt of shipping documents. 
The function of banks in a funds transfer 
under Article 4A (A.C.A. § 4-4A-101 et 
seq.) is comparable to the role of banks in 
the collection and payment of checks in 
that it is essentially mechanical in nature. 
The low price and high speed that charac- 
terize funds transfers reflect this fact. 
Conditions to payment by the California 
bank other than time of payment impose 
responsibilities on that bank that go be- 
yond those in Article 4A (A.C.A. § 4-4A- 
101 et seq.) funds transfers. Although the 
payment by the New York bank to X under 
the letter of credit is not covered by Article 
4A(A.C.A. § 4-4A-101 et seq.), if X is paid 
by the California bank, payment of the 
obligation of the New York bank to reim- 
burse the California bank could be made 
by an Article 4A (A.C.A. § 4-4A-101 et 
seq.) funds transfer. In such a case there is 
a distinction between the payment by the 
New York bank to X under the letter of 
credit and the payment by the New York 
bank to the California bank. For example, 
if the New York bank pays its reimburse- 
ment obligation to the California bank by 
a Fedwire naming the California bank as 
beneficiary (See Comment 1 to Section 
4A-107 (A.C.A. § 4-4A-107)), payment is 
made to the California bank rather than 
to X. That payment is governed by Article 
4A (A.C.A. § 4-4A-101 et seq.) and could 
be made either before or after payment by 
the California bank to X. The payment by 
the New York bank to X under the letter of 
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credit is not governed by Article 4A 
(A.C.A. § 4-4A-101 et seq.) and it occurs 
when the California bank, as agent of the 
New York bank, pays X. No payment order 
was involved in that transaction. In this 
example, if the New York bank had erro- 
neously sent an instruction to the Califor- 
nia bank unconditionally instructing pay- 
ment to X, the instruction would have 
been an Article 4A (A.C.A. § 4-4A-101 et 
seq.) payment order. If the payment order 
was accepted (Section 4A-209(b)) (A.C.A. 
§ 4-4A-209(b)) by the California bank, a 
payment by the New York bank to X would 
have resulted (Section 4A-406(a)) (A.C.A. 
§ 4-4A-406(a)). But Article 4A (A.C.A. 
§ 4-4A-101 et seq.) would not prevent 
recovery of funds from X on the basis that 
X was not entitled to retain the funds 
under the law of mistake and restitution, 
letter of credit law or other applicable law. 

4. Transfers of funds made through the 
banking system are commonly referred to 
as either “credit” transfers or “debit” 
transfers. In a credit transfer the instruc- 
tion to pay is given by the person making 
payment. In a debit transfer the instruc- 
tion to pay is given by the person receiving 
payment. The purpose of subparagraph 
(ii) of subsection (a)(1) of Section 4A-103 
(A.C.A. § 4-4A-103(a)(1)Gi)) is to include 
credit transfers in Article 4A (A.C.A. § 4- 
4A-101 et seq.) and to exclude debit trans- 
fers. All of the instructions to pay in the 
three cases described in Comment 1 fall 
within subparagraph (ii) (A.C.A. § 4-4A- 
103(a)(1)(ii)). Take Case # 2 as an exam- 
ple. With respect to X’s instruction given 
to Bank A, Bank A will be reimbursed by 
debiting X’s account or otherwise receiv- 
ing payment from X. With respect to Bank 
A’s instruction to Bank B, Bank B will be 
reimbursed by receiving payment from 
Bank A. In a debit transfer, a creditor, 
pursuant to authority from the debtor, is 
enabled to draw on the debtor’s bank 
account by issuing an instruction to pay to 
the debtor’s bank. If the debtor’s bank 
pays, it will be reimbursed by the debtor 
rather than by the person giving the in- 
struction. For example, the holder of an 
insurance policy may pay premiums by 
authorizing the insurance company to or- 
der the policyholder’s bank to pay the 
insurance company. The order to pay may 
be in the form of a draft covered by Article 
3 (A.C.A. § 4-3-101 et seq.), or it might be 
an instruction to pay that is not an instru- 
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ment under that Article (Chapter). The 
bank receives reimbursement by debiting 
the policyholder’s account. Or, a subsid- 
lary corporation may make payments to 
its parent by authorizing the parent to 
order the subsidiary’s bank to pay the 
parent from the subsidiary’s account. 
These transactions are not covered by 
Article 4A (A.C.A. § 4-4A-101 et seq.) be- 
cause subparagraph (2) (A.C.A. § 4-4A- 
103(a)(2)) is not satisfied. Article 4A 
(A.C.A. § 4-4A-101 et seq.) is limited to 
transactions in which the account to be 
debited by the receiving bank is that of the 
person in whose name the instruction is 
given. 

If the beneficiary of a funds transfer is 
the originator of the transfer, the transfer 
is governed by Article 4A (A.C.A. § 4-4A- 
101 et seq.) if it is a credit transfer in 
form. If it is in the form of a debit transfer 
it is not governed by Article 4A (A.C.A. 
§ 4-4A-101 et seq.). For example, Corpo- 
ration has accounts in Bank A and Bank 
B. Corporation instructs Bank A to pay to 
Corporation’s account in Bank B. The 
funds transfer is governed by Article 4A 
(A.C.A. § 4-4A-101 et seq.). Sometimes, 
Corporation will authorize Bank B to 
draw on Corporation’s account in Bank A 
for the purpose of transferring funds into 
Corporation’s account in Bank B. If Cor- 
poration also makes an agreement with 
Bank A under which Bank A is authorized 
to follow instructions of Bank B, as agent 
of corporation, to transfer funds from Cus- 
tomer’s account in Bank A, the instruction 
of Bank B is a payment order of Customer 
and is governed by Article 4A (A.C.A. 
§ 4-4A-101 et seq.). This kind of transac- 
tion is known in the wire-transfer busi- 
ness as a “drawdown transfer.” If Corpo- 
ration does not make such an agreement 
with Bank A and Bank B instructs Bank A 
to make the transfer, the order is in form 
a debit transfer and is not governed by 
Article 4A (A.C.A. § 4-4A-101 et seq.). 
These debit transfers are normally ACH 
transactions in which Bank A relies on 
Bank B’s warranties pursuant to ACH 
rules, including the warranty that the 
transfer is authorized. 

5. The principal effect of subparagraph 
(iii) of subsection (a) of Section 4A-103 
(A.C.A. § 4-4A-103(a)(1)(iii)) is to exclude 
from Article 4A (A.C.A. § 4-4A-101 et 
seq.) payments made by check or credit 
card. In those cases the instruction of the 
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debtor to the bank on which the check is 
drawn or to which the credit card slip is to 
be presented is contained in the check or 
credit card slip signed by the debtor. The 
instruction is not transmitted by the 
debtor directly to the debtor’s bank. 
Rather, the instruction is delivered or oth- 
erwise transmitted by the debtor to the 
creditor who then presents it to the bank 
either directly or through bank collection 
channels. These payments are governed 
by Articles 3 and 4 (A.C.A. § 4-3-101 et 
seq. and § 4-4-101 et seq.) and federal 
law. There are, however, limited instances 
in which the paper on which a check is 
printed can be used as the means of trans- 
mitting a payment order that is covered 
by Article 4A (A.C.A. § 4-4A-101 et seq.). 
Assume that Originator instructs Origi- 
nator’s Bank to pay $10,000 to the account 
of Beneficiary in Beneficiary’s Bank. Since 
the amount of Originator’s payment order 
is small, if Originator’s Bank and Benefi- 
ciarys Bank do not have an account rela- 
tionship, Originator’s Bank may execute 
Originator’s order by issuing a teller’s 
check payable to Beneficiary’s Bank for 
$10,000 along with instructions to credit 
Beneficiary’s account in that amount. The 
instruction to Beneficiary’s Bank to credit 
Beneficiary’s account is a payment order. 
The check is the means by which Origina- 
tor’s Bank pays its obligation as sender of 
the payment order. The instruction of 
Originator’s Bank to Beneficiary’s Bank 
might be given in a letter accompanying 
the check or it may be written on the 
check itself. In either case the instruction 
to Beneficiary’s Bank is a payment order 
but the check itself (which is an order to 
pay addressed to the drawee rather than 
to Beneficiary’s Bank) is an instrument 
under Article 3 (A.C.A. § 4-3-101 et seq.) 
and is not a payment order. The check can 
be both the means by which Originator’s 
Bank pays its obligation under § 4A- 
402(b) (A.C.A. § 4-4A-402(b)) to Benefi- 
ciary’s Bank and the means by which the 
instruction to Beneficiary’s Bank is trans- 
mitted. 

6. Most payments covered by Article 4A 
(A.C.A. § 4-4A-101 et seq.) are commonly 
referred to as wire transfers and usually 
involve some kind of electronic transmis- 
sion, but the applicability of Article 4A 
(A.C.A. § 4-4A-101 et seq.) does not de- 
pend upon the means used to transmit the 
instruction of the sender. Transmission 
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may be by letter or other written commu- 
nication, oral communication or electronic 
communication. An oral communication is 
normally given by telephone. Frequently 
the message is recorded by the receiving 
bank to provide evidence of the transac- 
tion, but apart from problems of proof 
there is no need to record the oral instruc- 
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tion. Transmission of an instruction may 
be a direct communication between the 
sender and the receiving bank or through 
an intermediary such as an agent of the 
sender, a communication system such as 
international cable, or a funds transfer 
system such as CHIPS, SWIFT or an 


automated clearing house. 


Comment to § 4A-105 (A.C.A. § 4-4A-105) 


1. The definition of “bank” in subsec- 
tion (a)(2) (A.C.A. § 4-4A-105(a)(2)) in- 
cludes some institutions that are not com- 
mercial banks. The definition reflects the 
fact that many financial institutions now 
perform functions previously restricted to 
commercial banks, including acting on be- 
half of customers in funds transfers. Since 
many funds transfers involve payment 
orders to or from foreign countries the 
definition also covers foreign banks. The 
definition also includes Federal Reserve 
Banks. Funds transfers carried out by 
Federal Reserve Banks are described in 
Comments 1 and 2 to Section 4A-107 
(A.C.A. § 4-4A-107). 

2. Funds transfer business is fre- 
quently transacted by banks outside of 
general banking hours. Thus, the defini- 
tion of banking day in Section 4-104(1)(c) 
(A.C.A. § 4-104(1)(c)) cannot be used to 
describe when a bank is open for funds 
transfer business. Subsection (a)(4) 
(A.C.A. § 4-4A-105(a)(4)) defines a new 
term, “funds transfer business day,” which 
is applicable to Article 4A (A.C.A. § 4-4A- 
101 et seq.). The definition states, “is open 
for the receipt, processing, and transmit- 
tal of payment orders and cancellations 
and amendments of payment orders.” In 
some cases it is possible to electronically 
transmit payment orders and other com- 
munications to a receiving bank at any 
time. If the receiving bank is not open for 
the processing of an order when it is 
received, the communication is stored in 
the receiving bank’s computer for re- 
trieval when the receiving bank is open 
for processing. The use of the conjunctive 
makes clear that the defined term is lim- 
ited to the period during which all func- 
tions of the receiving bank can be per- 
formed, i.e., receipt, processing, and 
transmittal of payment orders, cancella- 
tions and amendments. 

3. Subsection (a)(5) (A.C.A. § 4-4A- 


105(a)(5)) defines “funds transfer system.” 
The term includes a system such as 
CHIPS which provides for transmission of 
a payment order as well as settlement of 
the obligation of the sender to pay the 
order. It also includes automated clearing 
houses, operated by a clearing house or 
other association of banks, which process 
and transmit payment orders of banks to 
other banks. In addition the term includes 
organizations that provide only transmis- 
sion services such as SWIFT. The defini- 
tion also includes the wire transfer net- 
work and automated clearing houses of 
Federal Reserve Banks. Systems of the 
Federal Reserve Banks, however, are 
treated differently from systems of other 
associations of banks. Funds transfer sys- 
tems other than systems of the Federal 
Reserve Banks are treated in Article 4A 
(A.C.A. § 4-4A-101 et seq.) as a means of 
communication of payment orders be- 
tween participating banks. Section 4A- 
206 (A.C.A. § 4-4A-206). The Comment to 
that section and the Comment to Section 
4A-107 (A.C.A. § 4-4A-107) explain how 
Federal Reserve Banks function under 
Article 4A (A.C.A. § 4-4A-101 et seq.). 
Funds transfer systems are also able to 
promulgate rules binding on participating 
banks that, under Section 4A-501 (A.C.A. 
§ 4-4A-501), may supplement or in some 
cases may even override provisions of Ar- 
ticle 4A (A.C.A. § 4-4A-101 et seq.). 

4. Subsection (d) (A.C.A. § 4-4A- 
105(d)) incorporates definitions stated in 
Article 1 (A.C.A. § 4-1-101 et seq.) as well 
as principles of construction and interpre- 
tation stated in that Article (Chapter). 
Included is Section 1-103 (A.C.A. § 4-1- 
103). The last paragraph of the Comment 
to Section 4A-102 (A.C.A. § 4-4A-102) is 
addressed to the issue of the extent to 
which general principles of law and equity 
should apply to situations covered by pro- 
visions of Article 4A (A.C.A. § 4-4A-101 et 
sear 
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Comment to § 4A-106 (A.C.A. § 4-4A-106) 


The time that a payment order is re- 
ceived by a receiving bank usually defines 
the payment date or the execution date of 
a payment order. Section 4A-401 and Sec- 
tion 4A-301 (A.C.A. §§ 4-4A-401 and 
4-4A-301). The time of receipt of a pay- 
ment order, or communication canceling 
or amending a payment order is defined in 


subsection (a) (A.C.A. § 4-4A-106(a)) by 
reference to the rules stated in Section 
1-201(27) (A.C.A. § 4-1-201(27)). Thus, 
time of receipt is determined by the same 
rules that determine when a notice is 
received. Time of receipt, however, may be 
altered by a cut-off time. 


Comment to § 44-107 (A.C.A. § 4-4A-107) 


1. Funds transfers under Article 4A 
(A.C.A. § 4-4A-101 et seq.) may be made, 
in whole or in part, by payment orders 
through a Federal Reserve Bank in what 
is usually referred to as a transfer by 
Fedwire. If Bank A, which has an account 
in Federal Reserve Bank X, wants to pay 
$1,000,000 to Bank B, which has an ac- 
count in Federal Reserve Bank Y, Bank A 
can issue an instruction to Reserve Bank 
X requesting a debit of $1,000,000 to Bank 
A’s Reserve account and an equal credit to 
Bank B’s Reserve account. Reserve Bank 
X will debit Bank A’s account and will 
credit the account of Reserve Bank Y. 
Reserve Bank X will issue an instruction 
to Reserve Bank Y requesting a debit of 
$1,000,000 to the account of Reserve Bank 
X and an equal credit to Bank B’s account 
in Reserve Bank Y. Reserve Bank Y will 
make the requested debit and credit and 
will give Bank B an advice of credit. The 
definition of “bank” in Section 4A- 
105(a)(2) (A.C.A. § 4-4A-105(a)(2)) in- 
cludes both Reserve Bank X and Reserve 
Bank Y. Bank A’s instruction to Reserve 
Bank X to pay money to Bank B is a 
payment order under Section 4A-103(a)(1) 
(A.C.A. § 4-4A-103(a)(1)). Bank A is the 
sender and Reserve Bank X is the receiv- 
ing bank. Bank B is the beneficiary of 
Bank A’s order and of the funds transfer. 
Bank A is the originator of the funds 
transfer and is also the originator’s bank. 
Section 4A-104(c) and (d) (A.C.A. § 4-4A- 
104(c) and (d)). Reserve Bank X, an inter- 
mediary bank under Section 4-4A-104(b) 
(A.C.A. § 4-4A-104(b)), executes Bank A’s 
order by sending a payment order to Re- 
serve Bank Y instructing that bank to 
credit the Federal Reserve account of 
Bank B. Reserve Bank Y is the beneficia- 
rys bank. 

Suppose the transfer of funds from 


Bank A to Bank B is part of a larger 
transaction in which Originator, a cus- 
tomer of Bank A, wants to pay Beneficiary, 
a customer of Bank B. Originator issues a 
payment order to Bank A to pay 
$1,000,000 to the account of Beneficiary in 
Bank B. Bank A may execute Originator’s 
order by means of Fedwire which simul- 
taneously transfers $1,000,000 from Bank 
A to Bank B and carries a message in- 
structing Bank B to pay $1,000,000 to the 
account of Y. The Fedwire transfer is car- 
ried out as described in the previous para- 
graph, except that the beneficiary of the 
funds transfer is Beneficiary rather than 
Bank B. Reserve Bank X and Reserve 
Bank Y are intermediary banks. When 
Reserve Bank Y advises Bank B of the 
credit to its Federal Reserve account it 
will also instruct Bank B to pay to the 
account of Beneficiary. The instruction is a 
payment order to Bank B which is the 
beneficiary's bank. When Reserve Bank Y 
advises Bank B of the credit to its Federal 
Reserve account Bank B receives payment 
of the payment order issued to it by Re- 
serve Bank Y. Section 4A-403(a)(1) (A.C.A. 
§ 4-4A-403(a)(1)). The payment order is 
automatically accepted by Bank B at the 
time it receives the payment order of 
Reserve Bank Y. Section 4A-209(b)(2) 
(A.C.A. § 4-4A-209(b)(2)). At the time of 
acceptance by Bank B payment by Origi- 
nator to Beneficiary also occurs. Thus, ina 
Fedwire transfer, payment to the benefi- 
ciarys bank, acceptance by the beneficia- 
rys bank and payment by the originator 
to the beneficiary all occur simultaneously 
by operation of law at the time the pay- 
ment order to the beneficiary’s bank is 
received. 

If Originator orders payment to the ac- 
count of Beneficiary in Bank C rather 
than Bank B, the analysis is somewhat 
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modified. Bank A may not have any rela- 
tionship with Bank C and may not be able 
to make payment directly to Bank C. In 
that case, Bank A could send a Fedwire 
instructing Bank B to instruct Bank C to 
pay Beneficiary. The analysis is the same 
as the previous case except that Bank B is 
an intermediary bank and Bank C is the 
beneficiary’s bank. 

2. A funds transfer can also be made 
through a Federal Reserve Bank in an 
automated clearing house transaction. In 
a typical case, Originator instructs Origi- 
nator’s Bank to pay to the account of 
Beneficiary in Beneficiary’s Bank. Origi- 
nator’s instruction to pay a particular 
beneficiary is transmitted to Originator’s 
Bank along with many other instructions 
for payment to other beneficiaries by 
many different beneficiary’s banks. All of 
these instructions are contained in a mag- 
netic tape or other electronic device. 
Transmission of instructions to the vari- 
ous beneficiary’s banks requires that Orig- 
inator’s instructions be processed and re- 
packaged with instructions of other 
originators so that all instructions to a 
particular beneficiary’s bank are trans- 
mitted together to that bank. The repack- 
aging is done in processing centers usu- 
ally referred to as automated clearing 
houses. Automated clearing houses are 
operated either by Federal Reserve Banks 
or by other associations of banks. If Orig- 
inator’s Bank chooses to execute Origina- 
tor’s instructions by transmitting them to 
a Federal Reserve Bank for processing by 
the Federal Reserve Bank, the transmis- 
sion to the Federal Reserve Bank results 
in the issuance of payment orders by Orig- 
inator’s Bank to the Federal Reserve 
Bank, which is an intermediary bank. 
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Processing by the Federal Reserve Bank 
will result in the issuance of payment 
orders by the Federal Reserve Bank to 
Beneficiarys Bank as well as payment 
orders to other beneficiary’ banks mak- 
ing payments to carry out Originator’s 
instructions. 

3. Although the terms of Article 4A 
(A.C.A. § 4-4A-101 et seq.) apply to funds 
transfers involving Federal Reserve 
Banks, federal preemption would make 
ineffective any Article 4A (A.C.A. § 4-4A- 
101 et seq.) provision that conflicts with 
federal law. The payments activities of the 
Federal Reserve Banks are governed by 
regulations of the Federal Reserve Board 
and by operating circulars issued by the 
Reserve Banks themselves. In some in- 
stances, the operating circulars are issued 
pursuant to a Federal Reserve Board reg- 
ulation. In other cases, the Reserve Bank 
issues the operating circular under its 
own authority under the Federal Reserve 
Act, subject to review by the Federal Re- 
serve Board. Section 4A-107 (A.C.A. § 4- 
4A-107) states that Federal Reserve 
Board regulations and operating circulars 
of the Federal Reserve Banks supersede 
any inconsistent provision of Article 4A 
(A.C.A. § 4-4A-101 et seq.) to the extent of 
the inconsistency. Federal Reserve Board 
regulations, being valid exercises of regu- 
latory authority pursuant to a federal 
statute, take precedence over state law if 
there is an inconsistency. Childs v. Federal 
Reserve Bank of Dallas, 719 F.2d 812 (5th 
Cir. 1983), reh. den. 724 F.2d 127 (5th Cir. 
1984). Section 4A-107 (A.C.A. § 4-4A-107) 
treats operating circulars as having the 
same effect whether issued under the Re- 
serve Bank’s own authority or under a 
Federal Reserve Board regulation. 


Comment to § 4A-108 (A.C.A, § 4-4A-108) 


The Electronic Fund Transfer Act of 
1978 is a federal statute that covers a 
wide variety of electronic funds transfers 
involving consumers. The types of trans- 
fers covered by the federal statute are 
essentially different from the wholesale 
wire transfers that are the primary focus 
of Article 4A (A.C.A. § 4-4A-101 et seq.). 
Section 4A-108 (A.C.A. § 4-4A-108) ex- 
cludes a funds transfer from Article 4A 
(A.C.A. § 4-4A-101 et seq.) if any part of 
the transfer is covered by the federal law. 
Existing procedures designed to comply 


with federal law will not be affected by 
Article 4A (A.C.A. § 4-4A-101 et seq.). The 
effect of Section 4A-108 (A.C.A. § 4-4A- 
108) is to make Article 4A (A.C.A. § 4-4A- 
101 et seq.) and EFTA mutually exclusive. 
For example, if a funds transfer is to a 
consumer account in the beneficiary’s 
bank and the funds transfer is made in 
part by use of Fedwire and in part by 
means of an automated clearing house, 
EFTA applies to the ACH part of the 
transfer but not to the Fedwire part. Un- 
der Section 4A-108 (A.C.A. § 4-4A-108), 
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Article 4A (A.C.A. § 4-4A-101 et seq.) does 
not apply to any part of the transfer. 
However, in the absence of any law to 
govern the part of the funds transfer that 
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is not subject to EFTA, a court might 
apply appropriate principles from Article 
4A (A.C.A. § 4-4A-101 et seq.) by analogy. 


Comment to § 4A-201 (A.C.A. § 4-4A-201) 


A large percentage of payment orders 
and communications amending or cancel- 
ing payment orders are transmitted elec- 
tronically and it is standard practice to 
use security procedures that are designed 
to assure the authenticity of the message. 
Security procedures can also be used to 
detect error in the content of messages or 
to detect payment orders that are trans- 
mitted by mistake as in the case of multi- 
ple transmission of the same payment 
order. Security procedures might also ap- 
ply to communications that are transmit- 
ted by telephone or in writing. Section 
4A-201 (A.C.A. § 4-4A-201) defines these 
security procedures. The definition of se- 
curity procedure limits the term to a pro- 
cedure “established by agreement of a 


customer and a receiving bank.” The term 
does not apply to procedures that the 
receiving bank may follow unilaterally in 
processing payment orders. The question 
of whether loss that may result from the 
transmission of a spurious or erroneous 
payment order will be borne by the receiv- 
ing bank or the sender or purported 
sender is affected by whether a security 
procedure was or was not in effect and 
whether there was or was not compliance 
with the procedure. Security procedures 
are referred to in Sections 4A-202 and 
4A-203 (A.C.A. §§ 4-4A-202 and 4-4A- 
203), which deal with authorized and ver- 
ified payment orders, and Section 4A-205 
(A.C.A. § 4-4A-205), which deals with er- 
roneous payment orders. 


Comment to § 4A-202 (A.C.A. § 4-4A-202) 


This section (A.C.A. § 4-4A-202) is dis- 
cussed in the Comment following Section 
4A-203 (A.C.A. § 4-4A-203). 


Comment to § 4A-203 (A.C.A. § 4-4A-203) 


1. Some person will always be identi- 
fied as the sender of a payment order. 
Acceptance of the order by the receiving 
bank is based on a belief by the bank that 
the order was authorized by the person 
identified as the sender. If the receiving 
bank is the beneficiary’s bank acceptance 
means that the receiving bank is obliged 
to pay the beneficiary. If the receiving 
bank is not the beneficiary’s bank, accep- 
tance means that the receiving bank has 
executed the sender’s order and is obliged 
to pay the bank that accepted the order 
issued in execution of the sender’s order. 
In either case the receiving bank may 
suffer a loss unless it is entitled to enforce 
payment of the payment order that it 
accepted. If the person identified as the 
sender of the order refuses to pay on the 
ground that the order was not authorized 
by that person, what are the rights of the 
receiving bank? In the absence of a statute 
or agreement that specifically addresses 


the issue, the question usually will be 
resolved by the law of agency. In some 
cases, the law of agency works well. For 
example, suppose the receiving bank exe- 
cutes a payment order given by means of a 
letter apparently written by a corporation 
that is a customer of the bank and appar- 
ently signed by an officer of the corpora- 
tion. If the receiving bank acts solely on 
the basis of the letter, the corporation is 
not bound as the sender of the payment 
order unless the signature was that of the 
officer and the officer was authorized to 
act for the corporation in the issuance of 
payment orders, or some other agency 
doctrine such as apparent authority or 
estoppel causes the corporation to be 
bound. Estoppel can be illustrated by the 
following example. Suppose P is aware 
that A, who is unauthorized to act for P, 
has fraudulently misrepresented to T that 
A is authorized to act for P. T believes A 
and is about to rely on the misrepresenta- 
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tion. If P does not notify T of the true facts 
although P could easily do so, P may be 
estopped from denying A’s lack of author- 
ity. A similar result could follow if the 
failure to notify T is the result of negli- 
gence rather than a deliberate decision. 
Restatement, Second, Agency § 8B. Other 
equitable principles such as subrogation 
or restitution might also allow a receiving 
bank to recover with respect to an unau- 
thorized payment order that it accepted. 
In Gatoil (U.S.A.), Inc. v. Forest Hill State 
Bank, ih U.C.C.Rep.Serv.2d 171 
(D.Md.1986), a joint venturer not autho- 
rized to order payments from the account 
of the joint venture, ordered a funds trans- 
fer from the account. The transfer paid a 
bona fide debt of the joint venture. Al- 
though the transfer was unauthorized the 
court refused to require recredit of the 
account because the joint venture suffered 
no loss. The result can be rationalized on 
the basis of subrogation of the receiving 
bank to the right of the beneficiary of the 
funds transfer to receive the payment 
from the joint venture. 

But in most cases these legal principles 
give the receiving bank very little protec- 
tion in the case of an authorized payment 
order. Cases like those just discussed are 
not typical of the way that most payment 
orders are transmitted and accepted, and 
such cases are likely to become even less 
common. Given the large amount of the 
typical payment order, a prudent receiv- 
ing bank will be unwilling to accept a 
payment order unless it has assurance 
that the order is what it purports to be. 
This assurance is normally provided by 
security procedures described in Section 
4A-201 (A.C.A. § 4-4A-201). 

In a very large percentage of cases cov- 
ered by Article 4A (A.C.A. § 4-4A-101 et 
seq.), transmission of the payment order 
is made electronically. The receiving bank 
may be required to act on the basis of a 
message that appears on a computer 
screen. Common law concepts of authority 
of agent to bind principal are not helpful. 
There is no way of determining the iden- 
tity or the authority of the person who 
caused the message to be sent. The receiv- 
ing bank is not relying on the authority of 
any particular person to act for the pur- 
ported sender. The case is not comparable 
to payment of a check by the drawee bank 
on the basis of a signature that is forged. 
Rather, the receiving bank relies on a 
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security procedure pursuant to which the 
authenticity of the message can be “test- 
ed” by various devices which are designed 
to provide certainty that the message is 
that of the sender identified in the pay- 
ment order. In the wire transfer business 
the concept of “authorized” is different 
from that found in agency law. In that 
business a payment order is treated as the 
order of the person in whose name it is 
issued if it is properly tested pursuant to a 
security procedure and the order passes 
the test. 

Section 4A-202 (A.C.A. § 4-4A-202) re- 
flects the reality of the wire transfer busi- 
ness. A person in whose name a payment 
order is issued is considered to be the 
sender of the order if the order is “autho- 
rized” as stated in subsection (a) (A.C.A. 
§ 4-4A-202(a)) or if the order is “verified” 
pursuant to a security procedure in com- 
pliance with subsection (b) (A.C.A. § 4- 
4A-202(b)). If subsection (b) (A.C.A. § 4- 
4A-202(b)) does not apply, the question of 
whether the customer is responsible for 
the order is determined by the law of 
agency. The issue is one of actual or ap- 
parent authority of the person who caused 
the order to be issued in the name of the 
customer. In some cases the law of agency 
might allow the customer to be bound by 
an unauthorized order if conduct of the 
customer can be used to find an estoppel 
against the customer to deny that the 
order was unauthorized. If the customer is 
bound by the order under any of these 
agency doctrines, subsection (a) (A.C.A. 
§ 4-4A-202(a)) treats the order as autho- 
rized and thus the customer is deemed to 
be the sender of the order. In most cases, 
however, subsection (b) (A.C.A. § 4-4A- 
202(b)) will apply. In that event there is no 
need to make an agency law analysis to 
determine authority. Under Section 4A- 
202 (A.C.A. § 4-4A-202), the issue of lia- 
bility of the purported sender of the pay- 
ment order will be determined by agency 
law only if the receiving bank did not 
comply with subsection (b) (A.C.A. § 4- 
4A-202(b)). 

2. The scope of Section 4A-202 (A.C.A. 
§ 4-4A-202) can be illustrated by the fol- 
lowing cases. Case # 1. A payment order 
purporting to be that of Customer is re- 
ceived by Receiving Bank but the order 
was fraudulently transmitted by a person 
who had no authority to act for Customer. 
Case # 2. An authentic payment order 


COMMENTARIES 


was sent by Customer, but before the 
order was received by Receiving Bank, the 
order was fraudulently altered by an un- 
authorized person to change the benefi- 
ciary. Case # 3. An authentic payment 
order was received by Receiving Bank, but 
before the order was executed by Receiv- 
ing Bank a person who had no authority to 
act for Customer fraudulently sent a com- 
munication purporting to amend the order 
by changing the beneficiary. In each case 
Receiving Bank acted on the fraudulent 
communication by accepting the payment 
order. These cases are all essentially sim- 
ilar and they are treated identically by 
Section 4A-202 (A.C.A. § 4-4A-202). In 
each case Receiving Bank acted on a com- 
munication that it thought was autho- 
rized by Customer when in fact the com- 
munication was fraudulent. No 
distinction is made between Case # 1 in 
which Customer took no part at all in the 
transaction and Case # 2 and Case # 3 in 
which an authentic order was fraudu- 
lently altered or amended by an unautho- 
rized person. If subsection (b) (A.C.A. § 4- 
4A-202(b)) does not apply, each case is 
governed by subsection (a) (A.C.A. § 4- 
4A-202(a)). If there are no additional facts 
on which an estoppel might be found, 
Customer is not responsible in Case # 1 
for the fraudulently issued payment order, 
in Case # 2 for the fraudulent alteration 
or in Case # 3 for the fraudulent amend- 
ment. Thus, in each case Customer is not 
liable to pay the order and Receiving Bank 
takes the loss. The only remedy of Receiv- 
ing Bank is to seek recovery from the 
person who received payment as benefi- 
ciary of the fraudulent order. If there was 
verification in compliance with subsection 
(b) (A.C.A. § 4-4A-202(b)), Customer will 
take the loss unless Section 4A-203 
(A.C.A. § 4-4A-203) applies. 

3. Subsection (b) of Section 4A-202 
(A.C.A. § 4-4A-202(b)) is based on the 
assumption that losses due to fraudulent 
payment orders can best be avoided by the 
use of commercially reasonable security 
procedures, and that the use of such pro- 
cedures should be encouraged. The sub- 
section is designed to protect both the 
customer and the receiving bank. A receiv- 
ing bank needs to be able to rely on 
objective criteria to determine whether it 
can safely act on a payment order. Em- 
ployees of the bank can be trained to “test” 
a payment order according to the various 
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steps specified in the security procedure. 
The bank is responsible for the acts of 
these employees. Subsection (b)(ii) (A.C.A. 
§ 4-4A-202(b)(i)) requires the bank to 
prove that it accepted the payment order 
in good faith and “in compliance with the 
security procedure.” If the fraud was not 
detected because the bank’s employee did 
not perform the acts required by the secu- 
rity procedure, the bank has not complied. 
Subsection (b)@ii) (A.C.A. § 4-4A- 
202(b)(11)) also requires the bank to prove 
that it complied with any agreement or 
instruction that restricts acceptance of 
payment orders issued in the name of the 
customer. A customer may want to protect 
itself by imposing limitations on accep- 
tance of payment orders by the bank. For 
example, the customer may prohibit the 
bank from accepting a payment order that 
is not payable from an authorized account, 
that exceeds the credit balance in speci- 
fied accounts of the customer or that ex- 
ceeds some other amount. Another limita- 
tion may relate to the beneficiary. The 
customer may provide the bank with a list 
of authorized beneficiaries and prohibit 
acceptance of any payment order to a 
beneficiary not appearing on the list. Such 
limitations may be incorporated into the 
security procedure itself or they may be 
covered by a separate agreement or in- 
struction. In either case, the bank must 
comply with the limitations if the condi- 
tions stated in subsection (b) (A.C.A. § 4- 
4A-202(b)) are met. Normally limitations 
on acceptance would be incorporated into 
an agreement between the customer and 
the receiving bank, but in some cases the 
instruction might be unilaterally given by 
the customer. If standing instructions or 
an agreement state limitations on the 
ability of the receiving bank to act, provi- 
sion must be made for later modification 
of the limitations. Normally this would be 
done by an agreement that specifies par- 
ticular procedures to be followed. Thus, 
subsection (b) (A.C.A. § 4-4A-202(b)) 
states that the receiving bank is not re- 
quired to follow an instruction that vio- 
lates a written agreement. The receiving 
bank is not bound by an instruction unless 
it has adequate notice of it. Subsections 
(25), (26), and (27) of Section 1-201 (A.C.A. 
§ 4-1-201(25), (26), and (27)) apply. 
Subsection (b)(i) (A.C.A. § 4-4A- 
202(b)(i)) assures that the interests of the 
customer will be protected by providing an 
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incentive to a bank to make available to 
the customer a security procedure that is 
commercially reasonable. If a commer- 
cially reasonable security procedure is not 
made available to the customer, subsec- 
tion (b) (A.C.A. § 4-4A-202(b)) does not 
apply. The result is that subsection (a) 
(A.C.A. § 4-4A-202(a)) applies and the 
bank acts at its peril in accepting a pay- 
ment order that may be unauthorized. 
Prudent banking practice may require 
that security procedures be utilized in 
virtually all cases except for those in 
which personal contact between the cus- 
tomer and the bank eliminates the possi- 
bility of an unauthorized order. The bur- 
den of making available commercially 
reasonable security procedures is imposed 
on receiving banks because they generally 
determine what security procedures can 
be used and are in the best position to 
evaluate the efficacy of procedures offered 
to customers to combat fraud. The burden 
on the customer is to supervise its employ- 
ees to assure compliance with the security 
procedure and to safeguard confidential 
security information and access to trans- 
mitting facilities so that the security pro- 
cedure cannot be breached. 

4. The principal issue that is likely to 
arise in litigation involving subsection (b) 
(A.C.A. § 4-4A-202(b)) is whether the se- 
curity procedure in effect when a fraudu- 
lent payment order was accepted was 
commercially reasonable. The concept of 
what is commercially reasonable in a 
given case is flexible. Verification entails 
labor and equipment costs that can vary 
greatly depending upon the degree of se- 
curity that is sought. A customer that 
transmits very large numbers of payment 
orders in very large amounts may desire 
and may reasonably expect to be provided 
with state-of-the-art procedures that pro- 
vide maximum security. But the expense 
involved may make use of a state-of-the- 
art procedure infeasible for a customer 
that normally transmits payment orders 
infrequently or in relatively low amounts. 
Another variable is the type of receiving 
bank. It is reasonable to require large 
money center banks to make available 
state-of-the-art security procedures. On 
the other hand, the same requirement 
may not be reasonable for a small country 
bank. A receiving bank might have several 
security procedures that are designed to 
meet the varying needs of different cus- 
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tomers. The type of payment order is 
another variable. For example, in a whole- 
sale wire transfer, each payment order is 
normally transmitted electronically and 
individually. A testing procedure will be 
individually applied to each payment or- 
der. In funds transfers to be made by 
means of an automated clearing house 
many payment orders are incorporated 
into an electronic device such as a mag- 
netic tape that is physically delivered. 
Testing of the individual payment orders 
is not feasible. Thus, a different kind of 
security procedure must be adopted to 
take into account the different mode of 
transmission. 

The issue of whether a particular secu- 
rity procedure is commercially reasonable 
is a question of law. Whether the receiving 
bank complied with the procedure is a 
question of fact. It is appropriate to make 
the finding concerning commercial rea- 
sonability a matter of law because secu- 
rity procedures are likely to be standard- 
ized in the banking industry and a 
question of law standard leads to more 
predictability concerning the level of secu- 
rity that a bank must offer to its custom- 
ers. The purpose of subsection (b) (A.C.A. 
§ 4-4A-202(b)) is to encourage banks to 
institute reasonable safeguards against 
fraud but not to make them insurers 
against fraud. A security procedure is not 
commercially unreasonable simply be- 
cause another procedure might have been 
better or because the judge deciding the 
question would have opted for a more 
stringent procedure. The standard is not 
whether the security procedure is the best 
available. Rather it is whether the proce- 
dure is reasonable for the particular cus- 
tomer and the particular bank, which is a 
lower standard. On the other hand, a 
security procedure that fails to meet pre- 
vailing standards of good banking practice 
applicable to the particular bank should 
not be held to be commercially reasonable. 
Subsection (c) (A.C.A. § 4-4A-202(c)) 
states factors to be considered by the 
judge in making the determination of 
commercial reasonableness. Sometimes 
an informed customer refuses a security 
procedure that is commercially reason- 
able and suitable for that customer and 
insists on using a higher-risk procedure 
because it is more convenient or cheaper. 
In that case, under the last sentence of 
subsection (c) (A.C.A. § 4-4A-202(c)), the 
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customer has voluntarily assumed the 
risk of failure of the procedure and cannot 
shift the loss to the bank. But this result 
follows only if the customer expressly 
agrees 1n writing to assume that risk. It is 
implicit in the last sentence of subsection 
(c) (A.C.A. § 4-4A-202(c)) that a bank that 
accedes to the wishes of its customer in 
this regard is not acting in bad faith by so 
doing so long as the customer is made 
aware of the risk. In all cases, however, a 
receiving bank cannot get the benefit of 
subsection (b) (A.C.A. § 4-4A-202(b)) un- 
less it has made available to the customer 
a security procedure that is commercially 
reasonable and suitable for use by that 
customer. In most cases, the mutual inter- 
est of bank and customer to protect 
against fraud should lead to agreement to 
a security procedure which is commer- 
cially reasonable. 

5. The effect of Section 4A-202(b) 
(A.C.A. § 4-4A-202(b)) is to place the risk 
of loss on the customer if an unauthorized 
payment order is accepted by the receiv- 
ing bank after verification by the bank in 
compliance with a commercially reason- 
able security procedure. An exception to 
this result is provided by Section 4A- 
203(a)(2) (A.C.A. § 4-4A-203(a)(2)). The 
customer may avoid the loss resulting 
from such a payment order if the customer 
can prove that the fraud was not commit- 
ted by a person described in that subsec- 
tion. Breach of a commercially reasonable 
security procedure requires that the per- 
son committing the fraud have knowledge 
of how the procedure works and knowl- 
edge of codes, identifying devices, and the 
like. That person may also need access to 
transmitting facilities through an access 
device or other software in order to breach 
the security procedure. This confidential 
information must be obtained either from 
a source controlled by the customer or 
from a source controlled by the receiving 
bank. If the customer can prove that the 
person committing the fraud did not ob- 
tain the confidential information from an 
agent or former agent of the customer or 
from a source controlled by the customer, 
the loss is shifted to the bank. “Prove” is 
defined in Section 4A-105(a)(7) (A.C.A. 
§ 4-4A-105(a)(7)). Because of bank regu- 
lation requirements, in this kind of case 
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there will always be a criminal investiga- 
tion as well as an internal investigation of 
the bank to determine the probable expla- 
nation for the breach of security. Because 
a funds transfer fraud usually will involve 
a very large amount of money, both the 
criminal investigation and the internal 
investigation are likely to be thorough. In 
some cases there may be an investigation 
by bank examiners as well. Frequently, 
these investigations will develop evidence 
of who is at fault and the cause of the loss. 
The customer will have access to evidence 
developed in these investigations and that 
evidence can be used by the customer in 
meeting its burden of proof. 

6. The effect of Section 4A-202(b) 
(A.C.A. § 4-4A-202(b)) may also be 
changed by an agreement meeting the 
requirements of Section 4A-203(a)(1) 
(A.C.A. § 4-4A-203(a)(1)). Some custom- 
ers may be unwilling to take all or part of 
the risk of loss with respect to unautho- 
rized payment orders even if all of the 
requirements of Section 4A-202(b) (A.C.A. 
§ 4-4A-202(b)) are met. By virtue of Sec- 
tion 4A-203(a)(1) (A.C.A. § 4-4A- 
203(a)(1)), a receiving bank may assume 
all of the risk of loss with respect to 
unauthorized payment orders or the cus- 
tomer and bank may agree that losses 
from unauthorized payment orders are to 
be divided as provided in the agreement. 

7. In a large majority of cases the 
sender of a payment order is a bank. In 
many cases in which there is a bank 
sender, both the sender and the receiving 
bank will be members of a funds transfer 
system over which the payment order is 
transmitted. Since Section 4A-202(f) 
(A.C.A. § 4-4A-202(f)) does not prohibit a 
funds transfer system rule from varying 
rights and obligations under Section 4A- 
202 (A.C.A. § 4-4A-202), a rule of the 
funds transfer system can determine how 
loss due to an unauthorized payment or- 
der from a participating bank to another 
participating bank is to be allocated. A 
funds transfer system rule, however, can- 
not change the rights of a customer that is 
not a participating bank. § 4A-501(b) 
(A.C.A. § 4-4A-501(b)). Section 4A-202(f) 
(A.C.A. § 4-4A-202(f)) also prevents vari- 
ation by agreement except to the extent 
stated. 
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Comment to § 4A-204 (A.C.A. § 4-4A-204) 


1. With respect to unauthorized pay- 
ment orders, in a very large percentage of 
cases a commercially reasonable security 
procedure will be in effect. Section 4A-204 
(A.C.A. § 4-4A-204) applies only to cases 
in which (i) no commercially reasonable 
security procedure is in effect, (ii) the 
bank did not comply with a commercially 
reasonable security procedure that was in 
effect, (iii) the sender can prove, pursuant 
to Section 4A-203(a)(2) (A.C.A. § 4-4A- 
203(a)(2)), that the culprit did not obtain 
confidential security information con- 
trolled by the customer, or (iv) the bank, 
pursuant to Section 4A-203(a)(1) (A.C.A. 
§ 4-4A-203(a)(1)) agreed to take all or 
part of the loss resulting from an unau- 
thorized payment order. In each of these 
cases the bank takes the risk of loss with 
respect to an unauthorized payment order 
because the bank is not entitled to pay- 
ment from the customer with respect to 
the order. The bank normally debits the 
customer’s account or otherwise receives 
payment from the customer shortly after 
acceptance of the payment order. Subsec- 
tion (a) of Section 4A-204 (A.C.A. § 4-4A- 
204(a)) states that the bank must recredit 
the account or refund payment to the 
extent the bank is not entitled to enforce 
payment. 

2. Section 4A-204 (A.C.A. § 4-4A-204) 
is designed to encourage a customer to 
promptly notify the receiving bank that it 
has accepted an unauthorized payment 
order. Since cases of unauthorized pay- 
ment orders will almost always involve 
fraud, the bank’s remedy is normally to 
recover from the beneficiary of the unau- 
thorized order if the beneficiary was party 
to the fraud. This remedy may not be 
worth very much and it may not make any 
difference whether or not the bank 
promptly learns about the fraud. But in 
some cases prompt notification may make 
it easier for the bank to recover some part 


of its loss from the culprit. The customer 
will routinely be notified of the debit to its 
account with respect to an unauthorized 
order or will otherwise be notified of ac- 
ceptance of the order. The customer has a 
duty to exercise ordinary care to deter- 
mine that the order was unauthorized 
after it has received notification from the 
bank, and to advise the bank of the rele- 
vant facts within a reasonable time not 
exceeding 90 days after receipt of notifica- 
tion. Reasonable time is not defined and it 
may depend on the facts of the particular 
case. If a payment order for $1,000,000 is 
wholly unauthorized, the customer should 
normally discover it in far less than 90 
days. If a $1,000,000 payment order was 
authorized but the name of the beneficiary 
was fraudulently changed, a much longer 
period may be necessary to discover the 
fraud. But in any event, if the customer 
delays more than 90 days the customer’s 
duty has not been met. The only conse- 
quence of a failure of the customer to 
perform this duty is a loss of interest on 
the refund payable by the bank. A cus- 
tomer that acts promptly is entitled to 
interest from the time the customer’s ac- 
count was debited or the customer other- 
wise made payment. The rate of interest is 
stated in Section 4A-506 (A.C.A. § 4-4A- 
506). If the customer fails to perform the 
duty, no interest is recoverable for any 
part of the period before the bank learns 
that it accepted an unauthorized order. 
But the bank is not entitled to recovery 
from the customer based on negligence for 
failure to inform the bank. Loss of interest 
is in the nature of a penalty on the cus- 
tomer designed to provide an incentive for 
the customer to police its account. There is 
no intention to impose a duty on the 
customer that might result in shifting loss 
from the unauthorized order to the cus- 
tomer. 


Comment to § 4A-205 (A.C.A. § 4-4A-205) 


1. This section (A.C.A. § 4-4A-205) con- 
cerns error in the content or in the trans- 
mission of payment orders. It deals with 
three kinds of error. Case # 1. The order 
identifies a beneficiary not intended by 
the sender. For example, Sender intends 


to wire funds to a beneficiary identified 
only by an account number. The wrong 
account number is stated in the order. 
Case # 2. The error is in the amount of the 
order. For example, Sender intends to 
wire $1,000 to Beneficiary. Through error, 
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the payment order instructs payment of 
$1,000,000. Case # 3. A payment order is 
sent to the receiving bank and then, by 
mistake, the same payment order is sent 
to the receiving bank again. In Case # 3, 
the receiving bank may have no way of 
knowing whether the second order is a 
duplicate of the first or is another order. 
Similarly, in Case # 1 and Case # 2, the 
receiving bank may have no way of know- 
ing that the error exists. In each case, if 
this section does not apply and the funds 
transfer is completed, Sender is obliged to 
pay the order. Section 4A-402 (A.C.A. § 4- 
4A-402). Sender’s remedy, based on pay- 
ment by mistake, is to recover from the 
beneficiary that received payment. 
Sometimes, however, transmission of 
payment orders of the sender to the re- 
ceiving bank is made pursuant to a secu- 
rity procedure designed to detect one or 
more of the errors described above. Since 
“security procedure” is defined by Section 
4A-201 (A.C.A. § 4-4A-201) as “a proce- 
dure established by agreement of a cus- 
tomer and a receiving bank for the pur- 
pose of ... detecting error...,” Section 4A- 
205 (A.C.A. § 4-4A-205) does not apply if 
the receiving bank and the customer did 
not agree to the establishment of a proce- 
dure for detecting error. A security proce- 
dure may be designed to detect an account 
number that is not one to which Sender 
normally makes payment. In that case, 
the security procedure may require a spe- 
cial verification that payment to the 
stated account number was intended. In 
the case of dollar amounts, the security 
procedure may require different codes for 
different dollar amounts. If a $1,000,000 
payment order contains a code that is 
inappropriate for that amount, the error 
in amount should be detected. In the case 
of duplicate orders, the security procedure 
may require that each payment order be 
identified by a number or code that ap- 
plies to no other order. If the number or 
code of each payment order received is 
registered in a computer base, the receiv- 
ing bank can quickly identify a duplicate 
order. The three cases covered by this 
section are essentially similar. In each, if 
the error is not detected, some beneficiary 
will receive funds that the beneficiary was 
not intended to receive. If this section 
applies, the risk of loss with respect to the 
error of the sender is shifted to the bank 
which has the burden of recovering the 
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funds from the beneficiary. The risk of loss 
is shifted to the bank only if the sender 
proves that the error would have been 
detected if there had been compliance 
with the procedure and that the sender (or 
an agent under Section 4A-206 (A.C.A. 
§ 4-4A-206)) complied. In the case of a 
duplicate order or a wrong beneficiary, the 
sender doesn’t have to pay the order. In 
the case of an overpayment, the sender 
does not have to pay the order to the 
extent of the overpayment. If subsection 
(a)(1) (A.C.A. § 4-4A-205(a)(1)) applies, 
the position of the receiving bank is com- 
parable to that of a receiving bank that 
erroneously executes a payment order as 
stated in Section 4A-303 (A.C.A. § 4-4A- 
303). However, failure of the sender to 
timely report the error is covered by Sec- 
tion 4A-205(b) (A.C.A. § 4-4A-205(b)) 
rather than by Section 4A-304 (A.C.A. 
§ 4-4A-304) which applies only to errone- 
ous execution under Section 4A-303 
(A.C.A. § 4-4A-303). A receiving bank to 
which the risk of loss is shifted by subsec- 
tion (a)(1) or (2) (A.C.A. § 4-4A-205(a)(1) 
or (2)) is entitled to recover the amount 
erroneously paid to the beneficiary to the 
extent allowed by the law of mistake and 
restitution. Rights of the receiving bank 
against the beneficiary are similar to 
those of a receiving bank that erroneously 
executes a payment order as stated in 
Section 4A-303 (A.C.A. § 4-4A-303). 
Those rights are discussed in Comment 2 
to Section 4A-308 (A.C.A. § 4-4A-303). 

2. A security procedure established for 
the purpose of detecting error is not effec- 
tive unless both sender and receiving 
bank comply with the procedure. Thus, 
the bank undertakes a duty of complying 
with the procedure for the benefit of the 
sender. This duty is recognized in subsec- 
tion (a)(1) (A.C.A. § 4-4A-205(a)(1)). The 
loss with respect to the sender’s error is 
shifted to the bank if the bank fails to 
comply with the procedure and the sender 
(or an agent under Section 4A-206 (A.C.A. 
§ 4-4A-206)) does comply. Although the 
customer may have been negligent in 
transmitting the erroneous payment or- 
der, the loss is put on the bank on a 
last-clear-chance theory. A similar analy- 
sis applies to subsection (b) (A.C.A. § 4- 
4A-205(b)). If the loss with respect to an 
error is shifted to the receiving bank and 
the sender is notified by the bank that the 
erroneous payment order was accepted, 
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the sender has a duty to exercise ordinary 
care to discover the error and notify the 
bank of the relevant facts within a reason- 
able time not exceeding 90 days. If the 
bank can prove that the sender failed in 
this duty it is entitled to compensation for 
the loss incurred as a result of the failure. 
Whether the bank is entitled to recover 
from the sender depends upon whether 
the failure to give timely notice would 
have made any difference. If the bank 
could not have recovered from the benefi- 
ciary that received payment under the 
erroneous payment order even if timely 
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notice had been given, the sender’s failure 
to notify did not cause any loss of the 
bank. 

3. Section 4A-205 (A.C.A. § 4-4A-205) 
is subject to variation by agreement under 
Section 4A-501 (A.C.A. § 4-4A-501). 
Thus, if a receiving bank and its customer 
have agreed to a security procedure for 
detection of error, the liability of the re- 
ceiving bank for failing to detect an error 
of the customer as provided in Section 
4A-205 (A.C.A. § 4-4A-205) may be varied 
as provided in an agreement of the bank 
and the customer. 


Comment to § 4A-206 (A.C.A. § 4-4A-206) 


1. A payment order may be issued to a 
receiving bank directly by delivery of a 
writing or electronic device or by an oral 
or electronic communication. If an agent 
of the sender is employed to transmit 
orders on behalf of the sender, the sender 
is bound by the order transmitted by the 
agent on the basis of agency law. Section 
4A-206 (A.C.A. § 4-4A-206) is an applica- 
tion of that principle to cases in which a 
funds transfer or communication system 
acts as an intermediary in transmitting 
the sender’s order to the receiving bank. 
The intermediary is deemed to be an 
agent of the sender for the purpose of 
transmitting payment orders and related 
messages for the sender. Section 4A-206 
(A.C.A. § 4-4A-206) deals with error by 
the intermediary. 

2. Transmission by an automated clear- 
ing house of an association of banks other 
than the Federal Reserve Banks is an 
example of a transaction covered by Sec- 
tion 4A-206 (A.C.A. § 4-4A-206). Suppose 
Originator orders Originator’s Bank to 
cause a large number of payments to be 
made to many accounts in banks in vari- 
ous parts of the country. These payment 
orders are electronically transmitted to 
Originator’s Bank and stored in an elec- 
tronic device that is held by Originator’s 
Bank. Or, transmission of the various pay- 
ment orders is made by delivery to Origi- 
nator’s Bank of an electronic device con- 
taining the instruction to the bank. In 
either case the terms of the various pay- 
ment orders by Originator are determined 
by the information contained in the elec- 
tronic device. In order to execute the var- 
ious orders, the information in the elec- 


tronic device must be processed. For 
example, if some of the orders are for 
payments to accounts in Bank X and some 
to accounts in Bank Y, Originator’s Bank 
will execute these orders of Originator’s 
by issuing a series of payment orders to 
Bank X covering all payments to accounts 
in that bank, and by issuing a series of 
payment orders to Bank Y covering all 
payments to accounts in that bank. The 
orders to Bank X may be transmitted 
together by means of an electronic device, 
and those to Bank Y may be included in 
another electronic device. Typically, this 
processing is done by an automated clear- 
ing house acting for a group of banks 
including Originator’s Bank. The auto- 
mated clearing house is a funds transfer 
system. Section 4A-105(a)(5) (A.C.A. § 4- 
4A-105(a)(5)). Originator’s Bank delivers 
Originator’s electronic device or transmits 
the information contained in the device to 
the funds transfer system for processing 
into payment orders of Originator’s Bank 
to the appropriate beneficiary's banks. 
The processing may result in an erroneous 
payment order. Originator’s Bank, by use 
of Originator’s electronic device, may have 
given information to the funds transfer 
system instructing payment of $100,000 
to an account in Bank X, but because of 
human error or an equipment malfunction 
the processing may have converted that 
instruction into an instruction to Bank X 
to make a payment of $1,000,000. Under 
Section 4A-206 (A.C.A. § 4-4A-206), Orig- 
inator’s Bank issued a payment order for 
$1,000,000 to Bank X when the erroneous 
information was sent to Bank X. Origina- 
tor’s Bank is responsible for the error of 
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the automated clearing house. The liabil- 
ity of the funds transfer system that made 
the error is not governed by Article 4A 
(A.C.A. § 4-4A-101 et seq.). It is left to the 
law of contracts, a funds transfer system 
rule, or other applicable law. 

In the hypothetical case just discussed, 
if the automated clearing house is oper- 
ated by a Federal Reserve Bank, the anal- 
ysis is different. Section 4A-206 (A.C.A. 
§ 4-4A-206) does not apply. Originator’s 
Bank will execute Originator’s payment 
orders by delivery or transmission of the 
electronic information to the Federal Re- 
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serve Bank for processing. The result is 
that Originator’s Bank has issued pay- 
ment orders to the Federal Reserve Bank 
which, in this case, is acting as an inter- 
mediary bank. When the Federal Reserve 
Bank has processed the information given 
to it by Originator’s Bank it will issue 
payment orders to the various beneficia- 
rys banks. If the processing results in an 
erroneous payment order, the Federal Re- 
serve Bank has erroneously executed the 
payment order of Originator’s Bank and 
the case is governed by Section 4A-303 
(A.C.A. § 4-4A-303). 


Comment to § 4A-207 (A.C.A. § 4-4A-207) 


1. Subsection (a) (A.C.A. § 4-4A- 
207(a)) deals with the problem of payment 
orders issued to the beneficiary’s bank for 
payment to nonexistent or unidentifiable 
persons or accounts. Since it is not possi- 
ble in that case for the funds transfer to be 
completed, subsection (a) (A.C.A. § 4-4A- 
207(a)) states that the order cannot be 
accepted. Under Section 4A-402(c) (A.C.A. 
§ 4-4A-402(c)), a sender of a payment 
order is not obliged to pay its order unless 
the beneficiary's bank accepts a payment 
order instructing payment to the benefi- 
ciary of that sender’s order. Thus, if the 
beneficiary of a funds transfer is nonexist- 
ent or unidentifiable, each sender in the 
funds transfer that has paid its payment 
order is entitled to get its money back. 

2. Subsection (b) (A.C.A. § 4-4A- 
207(b)), which takes precedence over sub- 
section (a) (A.C.A. § 4-4A-207(a)), deals 
with the problem of payment orders in 
which the description of the beneficiary 
does not allow identification of the benefi- 
ciary because the beneficiary is described 
by name and by an identifying number or 
an account number and the name and 
number refer to different persons. A very 
large percentage of payment orders issued 
to the beneficiary’s bank by another bank 
are processed by automated means using 
machines capable of reading orders on 
standard formats that identify the benefi- 
ciary by an identifying number or the 
number of a bank account. The processing 
of the order by the beneficiary’s bank and 
the crediting of the beneficiary’s account 
are done by use of the identifying or bank 
account number without human reading 
of the payment order itself. The process is 


comparable to that used in automated 
payment of checks. The standard format, 
however, may also allow the inclusion of 
the name of the beneficiary and other 
information which can be useful to the 
beneficiary’s bank and the beneficiary but 
which plays no part in the process of 
payment. If the beneficiary's bank has 
both the account number and name of the 
beneficiary supplied by the originator of 
the funds transfer, it is possible for the 
beneficiary's bank to determine whether 
the name and number refer to the same 
person, but if a duty to make that deter- 
mination is imposed on the beneficiary’s 
bank the benefits of automated payment 
are lost. Manual handling of payment 
orders is both expensive and subject to 
human error. If payment orders can be 
handled on an automated basis there are 
substantial economies of operation and 
the possibility of clerical error is reduced. 
Subsection (b) (A.C.A. § 4-4A-207(b)) al- 
lows banks to utilize automated process- 
ing by allowing banks to act on the basis of 
the number without regard to the name if 
the bank does not know that the name and 
number refer to different persons. “Know” 
is defined in Section 1-201(25) (A.C.A. 
§ 4-1-201(25)) to mean actual knowledge, 
and Section 1-201(27) (A.C.A. § 4-1- 
201(27)) states rules for determining 
when an organization has knowledge of 
information received by the organization. 
The time of payment is the pertinent time 
at which knowledge or lack of knowledge 
must be determined. 

Although the clear trend is for benefi- 
ciary’s banks to process payment orders 
by automated means, Section 4A-207 
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(A.C.A. § 4-4A-207) is not limited to cases 
in which processing is done by automated 
means. A bank that processes by semi- 
automated means or even manually may 
rely on number as stated in Section 4A- 
207 (A.C.A. § 4-4A-207). 

In cases covered by subsection (b) 
(A.C.A. § 4-4A-207(b)) the erroneous 
identification would in virtually all cases 
be the identifying or bank account num- 
ber. In the typical case the error is made 
by the originator of the funds transfer. 
The originator should know the name of 
the person who is to receive payment and 
can further identify that person by an 
address that would normally be known to 
the originator. It is not unlikely, however, 
that the originator may not be sure 
whether the identifying or account num- 
ber refers to the person the originator 
intends to pay. Subsection (b)(1) (A.C.A. 
§ 4-4A-207(b)(1)) deals with the typical 
case in which the beneficiary’s bank pays 
on the basis of the account number and is 
not aware at the time of payment that the 
named beneficiary is not the holder of the 
account which was paid. In some cases the 
false number will be the result of error by 
the originator. In other cases fraud is 
involved. For example, Doe is the holder of 
shares in Mutual Fund. Thief, imperson- 
ating Doe, requests redemption of the 
shares and directs Mutual Fund to wire 
the redemption proceeds to Doe’s account 
# 12345 in Beneficiary’s Bank. Mutual 
Fund originates a funds transfer by issu- 
ing a payment order to Originator’s Bank 
to make the payment to Doe’s account 
# 12345 in Beneficiary’s Bank. Origina- 
tor’s Bank executes the order by issuing a 
conforming payment order to Beneficia- 
rys Bank which makes payment to ac- 
count # 12345. That account is the ac- 
count of Roe rather than Doe. Roe might 
be a person acting in concert with Thief or 
Roe might be an innocent third party. 
Assume that Roe is a gem merchant that 
agreed to sell gems to Thief who agreed to 
wire the purchase price to Roe’s account in 
Beneficiary’s Bank. Roe believed that the 
credit to Roe’s account was a transfer of 
funds from Thief and released the gems to 
Thief in good faith in reliance on the 
payment. The case law is unclear on the 
responsibility of a beneficiary’s bank in 
carrying out a payment order in which the 
identification of the beneficiary by name 
and number is conflicting. See Securities 
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Fund Services, Inc. v. American National 
Bank, 542 F.Supp. 323 (N.D. Ill. 1982) and 
Bradford Trust Co. v. Texas American 
Bank, 790 F.2d 407 (5th Cir. 1986). Sec- 
tion 4A-207 (A.C.A. § 4-4A-207) resolves 
the issue. 

If Beneficiarys Bank did not know 
about the conflict between the name and 
number, subsection (b)(1) (A.C.A. § 4-4A- 
207(b)(1)) applies. Beneficiary’s Bank has 
no duty to determine whether there is a 
conflict and it may rely on the number as 
the proper identification of the beneficiary 
of the order. When it accepts the order, it 
is entitled to payment from Originator’s 
Bank. Section 4A-402(b) (A.C.A. § 4-4A- 
402(b)). On the other hand, if Beneficiary’s 
Bank knew about the conflict between the 
name and number and nevertheless paid 
Roe, subsection (b)(2) (A.C.A. § 4-4A- 
207(b)(2)) applies. Under that provision, 
acceptance of the payment order of Origi- 
nator’s Bank did not occur because there 
is no beneficiary of that order. Since accep- 
tance did not occur Originator’s Bank is 
not obliged to pay Beneficiary’s Bank. Sec- 
tion 4A-402(b) (A.C.A. § 4-4A-402(b)). 
Similarly, Mutual Fund is excused from 
its obligation to pay Originator’s Bank. 
Section 4A-402(c) (A.C.A. § 4-4A-402(c)). 
Thus, Beneficiary’s Bank takes the loss. 
Its only cause of action is against Thief. 
Roe is not obliged to return the payment 
to the beneficiary's bank because Roe re- 
ceived the payment in good faith and for 
value. Article 4A (A.C.A. § 4-4A-101 et 
seq.) makes irrelevant the issue of 
whether Mutual Fund was or was not 
negligent in issuing its payment order. 

3. Normally, subsection (b)(1) (A.C.A. 
§ 4-4A-207(b)(1)) will apply to the hypo- 
thetical case discussed in Comment 2. 
Beneficiary’s Bank will pay on the basis of 
the number without knowledge of the con- 
flict. In that case subsection (c) (A.C.A. 
§ 4-4A-207(c)) places the loss on either 
Mutual Fund or Originator’s Bank. It is 
not unfair to assign the loss to Mutual 
Fund because it is the person who dealt 
with the imposter and it supplied the 
wrong account number. It could have 
avoided the loss if it had not used an 
account number that it was not sure was 
that of Doe. Mutual Fund, however, may 
not have been aware of the risk involved 
in giving both name and number. Subsec- 
tion (c) (A.C.A. § 4-4A-207(c)) is designed 
to protect the originator, Mutual Fund, in 
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this case. Under that subsection, the orig- 
inator is responsible for the inconsistent 
description of the beneficiary if it had 
notice that the order might be paid by the 
beneficiary’s bank on the basis of the num- 
ber. If the originator is a bank, the origi- 
nator always has that responsibility. The 
rationale is that any bank should know 
how payment orders are processed and 
paid. If the originator is not a bank, the 
originator’s bank must prove that its cus- 
tomer, the originator, had notice. Notice 
can be proved by any admissible evidence, 
but the bank can always prove notice by 
providing the customer with a written 
statement of the required information and 
obtaining the customer’s signature to the 
statement. That statement will then ap- 
ply to any payment order accepted by the 
bank thereafter. The information need not 
be supplied more than once. 

In the hypothetical case if Originator’s 
Bank made the disclosure stated in the 
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last sentence of subsection (c)(2) (A.C.A. 
§ 4-4A-207(c)(2)), Mutual Fund must pay 
Originator’s Bank. Under subsection 
(d)(1) (A.C.A. § 4-4A-207(d)(1)), Mutual 
Fund has an action to recover from Roe if 
recovery from Roe is permitted by the law 
governing mistake and restitution. Under 
the assumed facts Roe should be entitled 
to keep the money as a person who took it 
in good faith and for value since it was 
taken as payment for the gems. In that 
case, Mutual Fund’s only remedy is 
against Thief. If Roe was not acting in 
good faith, Roe has to return the money to 
Mutual Fund. If Originator’s Bank does 
not prove that Mutual Fund had notice as 
stated in subsection (c)(2) (A.C.A. § 4-4A- 
207(c)(2)), Mutual Fund is not required to 
pay Originator’s Bank. Thus, the risk of 
loss falls on Originator’s Bank, whose 
remedy is against Roe or Thief as stated 
above. Subsection (d)(2) (A.C.A. § 4-4A- 
207(d)(2)). 


Comment to § 4A-208 (A.C.A. § 4-4A-208) 


1. This section (A.C.A. § 4-4A-208) ad- 
dresses an issue similar to that addressed 
by Section 4A-207 (A.C.A. § 4-4A-207). 
Because of automation in the processing 
of payment orders, a payment order may 
identify the beneficiary’s bank or an inter- 
mediary bank by an identifying number. 
The bank identified by number might or 
might not also be identified by name. The 
following two cases illustrate Section 4A- 
208(a) and (b) (A.C.A. § 4-4A-208(a) and 
(b)): 

Case # 1. Originator’s payment order 
to Originator’s Bank identifies the 
beneficiary's bank as Bank A and in- 
structs payment to Account # 12345 
in that bank. Originator’s Bank exe- 
cutes Originator’s order by issuing a 
payment order to Intermediary Bank. 
In the payment order of Originator’s 
Bank the beneficiary’s bank is identi- 
fied as Bank A but is also identified by 
number, # 67890. The identifying 
number refers to Bank B rather than 
Bank A. If processing by Intermedi- 
ary Bank of the payment order of 
Originator’s Bank is done by auto- 
mated means, Intermediary Bank, in 
executing the order, will rely on the 
identifying number and will issue a 
payment order to Bank B rather than 


Bank A. If there is an Account 
# 12345 in Bank B, the payment or- 
der of Intermediary Bank would nor- 
mally be accepted and payment would 
be made to a person not intended by 
Originator. In this case, Section 4A- 
208(b)(1) (A.C.A. § 4-4A-208(b)(1)) 
puts the risk of loss on Originator’s 
Bank. Intermediary Bank may rely 
on the number # 67890 as the proper 
identification of the beneficiary’s 
bank. Intermediary Bank has prop- 
erly executed the payment order of 
Originator’s Bank. By using the 
wrong number to describe the benefi- 
ciarys bank, Originator’s Bank has 
improperly executed Originator’s 
payment order because the payment 
order of Originator’s Bank provides 
for payment to the wrong beneficiary, 
the holder of Account # 12345 in 
Bank B rather than the holder of 
Account # 12345 in Bank A. Section 
4A-302(a)(1) and Section 4A-303(c) 
(A.C.A. §§ 4-4A-302(a)(1) and 4-4A- 
303(c)). Originator’s Bank is not enti- 
tled to payment from Originator but 
is required to pay Intermediary Bank. 
Section 4A-303(c) and Section 4A- 
402(c) (A.C.A. §8§ 4-4A-303(c) and 
4-4A-402(c)). Intermediary Bank is 
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also entitled to compensation for any 
loss and expenses resulting from the 
error by Originator’s Bank. 

If there is no Account # 12345 in 
Bank B, the result is that there is no 
beneficiary of the payment order is- 
sued by Originator’s Bank and the 
funds transfer will not be completed. 
Originator’s Bank is not entitled to 
payment from Originator and Inter- 
mediary Bank is not entitled to pay- 
ment from Originator’s Bank. Section 
4A-402(c) (A.C.A. § 4-4A-402(c)). 
Since Originator’s Bank improperly 
executed Originator’s payment order 
it may be liable for damages under 
Section 4A-305 (A.C.A. § 4-4A-305). 
As stated above, Intermediary Bank 
is entitled to compensation for loss 
and expenses resulting from the error 
by Originator’s Bank. 

Case # 2. Suppose the same payment 
order by Originator to Originator’s 
Bank as in Case # 1. In executing the 
payment order Originator’s Bank is- 
sues a payment order to Intermediary 
Bank in which the beneficiary’s bank 
is identified only by number, # 67890. 
That number does not refer to Bank 
A. Rather it identifies a person that is 
not a bank. If processing by Interme- 
diary Bank of the payment order of 
Originator’s Bank is done by auto- 
mated means, Intermediary Bank 
will rely on the number # 67890 to 
identify the beneficiary’s bank. Inter- 
mediary Bank has no duty to deter- 
mine whether the number identifies a 
bank. The funds transfer cannot be 
completed in this case because no 
bank is identified as the beneficiary’s 
bank. Subsection (a) (A.C.A. § 4-4A- 
208(a)) puts the risk of loss on Origi- 
nator’s Bank. Originator’s Bank is 
not entitled to payment from Origina- 
tor. Section 4A-402(c) (A.C.A. § 4-4A- 
402(c)). Originator’s Bank has im- 
properly executed Originator’s 
payment order and may be liable for 
damages under Section 4A-305 
(A.C.A. § 4-4A-305). Originator’s 
Bank is obliged to compensate Inter- 
mediary Bank for loss and expenses 
resulting from the error by Origina- 
tor’s Bank. 

Subsection (a) (A.C.A. § 4-4A-208(a)) 
also applies if # 67890 identifies a 
bank, but the bank is not Bank A. 


Intermediary Bank may rely on the 
number as the proper identification of 
the beneficiary’s bank. If the bank to 
which Intermediary Bank sends its 
payment order accepts the order, In- 
termediary Bank is entitled to pay- 
ment from Originator’s Bank, but 
Originator’s Bank is not entitled to 
payment from Originator. The analy- 
sis is similar to that in Case # 1. 

2. Subsection (b)(2) of Section 4A-208 
(A.C.A. § 4-4A-208(b)(2)) addresses cases 
in which an erroneous identification of a 
beneficiary's bank or intermediary bank 
by name and number is made in a pay- 
ment order of a sender that is not a bank. 
Suppose Originator issues a payment or- 
der to Originator’s Bank that instructs 
that bank to use an intermediary bank 
identified as Bank A and by an identifying 
number, # 67890. The identifying number 
refers to Bank B. Originator intended to 
identify Bank A as intermediary bank. If 
Originator’s Bank relied on the number 
and issued a payment order to Bank B the 
rights of Originator’s Bank depend upon 
whether the proof of notice stated in sub- 
section (b)(2) (A.C.A. § 4-4A-208(b)(2)) is 
made by Originator’s Bank. If proof is 
made, Originator’s Bank’s rights are gov- 
erned by subsection (b)(1) of Section 4A- 
208 (A.C.A. § 4-4A-208(b)(1)). Origina- 
tor’s Bank is not liable for breach of 
Section 4A-302(a)(1) (A.C.A. § 4-4A- 
302(a)(1)) and is entitled to compensation 
from Originator for any loss and expenses 
resulting from Originator’s error. If notice 
is not proved, Originator’s Bank may not 
rely on the number in executing Origina- 
tor’s payment order. Since Originator’s 
Bank does not get the benefit of subsection 
(b)(1) (A.C.A. § 4-4A-208(b)(1)) in that 
case, Originator’s Bank improperly exe- 
cuted Originator’s payment order and is 
in breach of the obligation stated in Sec- 
tion 4A-302(a)1) (ACA. § 4-4A- 
302(a)(1)). If notice is not given, Origina- 
tor’s Bank can rely on the name if it is not 
aware of the conflict in name and number. 
Subsection (b)\(3) (AC.A. § 4-4A- 
208(b)(3)). 

3. Although the principal purpose of 
Section 4A-208 (A.C.A. § 4-4A-208) is to 
accommodate automated processing of 
payment orders, Section 4A-208 (A.C.A. 
§ 4-4A-208) applies regardless of whether 
processing is done by automation, 
semiautomated means or manually. 
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Comment to § 4A-209 (A.C.A. § 4-4A-209) 


1. This section (A.C.A. § 4-4A-209) 
treats the sender’s payment order as a 
request by the sender to the receiving 
bank to execute or pay the order and that 
request can be accepted or rejected by the 
receiving bank. Section 4A-209 (A.C.A. 
§ 4-4A-209) defines when acceptance oc- 
curs. Section 4A-210 (A.C.A. § 4-4A-210) 
covers rejection. Acceptance of the pay- 
ment order imposes an obligation on the 
receiving bank +o the sender if the receiv- 
ing bank is not the beneficiary’s bank, or 
to the beneficiary if the receiving bank is 
the beneficiary’s bank. These obligations 
are stated in Section 4A-302 and Section 
4A-404 (A.C.A. §8§ 4-4A-302 and 4-4A- 
404). 

2. Acceptance by a receiving bank other 
than the beneficiary’s bank is defined in 
Section 4A-209(a) (A.C.A. § 4-4A-209(a)). 
That subsection states the only way that a 
bank other than the beneficiary’s bank 
can accept a payment order. A payment 
order to a bank other than the beneficia- 
ry’s bank is, in effect, a request that the 
receiving bank execute the sender’s order 
by issuing a payment order to the benefi- 
ciary’s bank or to an intermediary bank. 
Normally, acceptance occurs at the time of 
execution, but there is an exception stated 
in subsection (d) (A.C.A. § 4-4A-209(d)) 
and discussed in Comment 9. Execution 
occurs when the receiving bank “issues a 
payment order intended to carry out” the 
sender’s order. Section 4A-301(a) (A.C.A. 
§ 4-4A-301(a)). In some cases the pay- 
ment order issued by the receiving bank 
may not conform to the sender’s order. For 
example, the receiving bank might make a 
mistake in the amount of its order, or the 
order might be issued to the wrong bene- 
ficiarys bank or for the benefit of the 
wrong beneficiary. In all of these cases 
there is acceptance of the sender’s order 
by the bank when the receiving bank 
issues its order intended to carry out the 
sender’s order, even though the bank’s 
payment order does not in fact carry out 
the instruction of the sender. Improper 
execution of the sender’s order may lead to 
liability to the sender for damages or it 
may mean that the sender is not obliged to 
pay its payment order. These matters are 
covered in Section 4A-303, Section 4A- 
305, and Section 4A-402 (A.C.A. §§ 4-4A- 
3038, 4-4A-305, and 4-4A-402). 


3. A receiving bank has no duty to ac- 
cept a payment order unless the bank 
makes an agreement, either before or af- 
ter issuance of the payment order, to ac- 
cept it, or acceptance is required by a 
funds transfer system rule. If the bank 
makes such an agreement it incurs a 
contractual obligation based on the agree- 
ment and may be held liable for breach of 
contract if a failure to execute violates the 
agreement. In many cases a bank will 
enter into an agreement with its customer 
to govern the rights and obligations of the 
parties with respect to payment orders 
issued to the bank by the customer or, in 
cases in which the sender is also a bank, 
there may be a funds transfer system rule 
that governs the obligations of a receiving 
bank with respect to payment orders 
transmitted over the system. Such agree- 
ments or rules can specify the circum- 
stances under which a receiving bank is 
obliged to execute a payment order and 
can define the extent of liability of the 
receiving bank for breach of the agree- 
ment or rule. Section 4A-305(d) (A.C.A. 
§ 4-4A-305(d)) states the liability for 
breach of an agreement to execute a pay- 
ment order. 

4. In the case of a payment order issued 
to the beneficiary's bank, acceptance is 
defined in Section 4A-209(b) (A.C.A. § 4- 
4A-209(b)). The function of a beneficiary’s 
bank that receives a payment order is 
different from that of a receiving bank 
that receives a payment order for execu- 
tion. In the typical case, the beneficiary’s 
bank simply receives payment from the 
sender of the order, credits the account of 
the beneficiary and notifies the benefi- 
ciary of the credit. Acceptance by the ben- 
eficiary’s bank does not create any obliga- 
tion to the sender. Acceptance by the 
beneficiary's bank means that the bank is 
liable to the beneficiary for the amount of 
the order. Section 4A-404(a) (A.C.A. § 4- 
4A-404(a)). There are three ways in which 
the beneficiary's bank can accept a pay- 
ment order which are described in the 
following comments. 

5. Under Section 4A-209(b)(1) (A.C.A. 
§ 4-4A-209(b)(1)), the beneficiary’s bank 
can accept a payment order by paying the 
beneficiary. In the normal case of crediting 
an account of the beneficiary, payment 
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occurs when the beneficiary is given notice 
of the right to withdraw the credit, the 
credit is applied to a debt of the benefi- 
ciary, or “funds with respect to the order” 
are otherwise made available to the ben- 
eficiary. Section 4A-405(a) (A.C.A. § 4-4A- 
405(a)). The quoted phrase covers cases in 
which funds are made available to the 
beneficiary as a result of receipt of a 
payment order for the benefit of the ben- 
eficiary but the release of funds is not 
expressed as payment of the order. For 
example, the beneficiary’s bank might ex- 
press a release of funds equal to the 
amount of the order as a “loan” that will be 
automatically repaid when the beneficia- 
rys bank receives payment by the sender 
of the order. If the release of funds is 
designated as a loan pursuant to a routine 
practice of the bank, the release is condi- 
tional payment of the order rather than a 
loan, particularly if normal incidents of a 
loan such as the signing of a loan agree- 
ment or note and the payment of interest 
are not present. Such a release of funds is 
payment to the beneficiary under Section 
4A-405(a) (A.C.A. § 4-4A-405(a)). Under 
Section 4A-405(c) (A.C.A. § 4-4A-405(c)) 
the bank cannot recover the money from 
the beneficiary if the bank does not re- 
ceive payment from the sender of the 
payment order that it accepted. Excep- 
tions to this rule are stated in Section 
4A-405(d) and (e) (A.C.A. § 4-4A-405(d) 
and (e)). The beneficiary’s bank may also 
accept by notifying the beneficiary that 
the order has been received. “Notifies” is 
defined in Section 1-201(26) (A.C.A. § 4- 
1-201(26)). In some cases a beneficiary’s 
bank will receive a payment order during 
the day but settlement of the sender’s 
obligation to pay the order will not occur 
until the end of the day. If the beneficiary’s 
bank wants to defer incurring liability to 
the beneficiary until the beneficiary’s 
bank receives payment, it can do so. The 
beneficiary’s bank incurs no liability to the 
beneficiary with respect to a payment or- 
der that it receives until it accepts the 
order. If the bank does not accept pursu- 
ant to subsection (b)(1) (A.C.A. § 4-4A- 
209(b)(1)), acceptance does not occur until 
the end of the day when the beneficiary’s 
bank receives settlement. If the sender 
settles, the payment order will be ac- 
cepted under subsection (b)(2) (A.C.A. 
§ 4-4A-209(b)(2)) and the funds will be 
released to the beneficiary the next morn- 
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ing. If the sender doesn’t settle, no accep- 
tance occurs. In either case the beneficia- 
ry’s bank suffers no loss. 

6. In most cases the beneficiary’s bank 
will receive a payment order from another 
bank. If the sender is a bank and the 
beneficiary’s bank receives payment from 
the sender by final settlement through the 
Federal Reserve System or a funds trans- 
fer system (Section 4A-403(a)(1)) (A.C.A. 
§ 4-4A-403(a)(1)) or, less commonly, 
through credit to an account of the bene- 
ficiary’s bank with the sender or another 
bank (Section 4A-403(a)(2)) (A.C.A. § 4- 
4A-403(a)(2)), acceptance by the beneficia- 
rys bank occurs at the time payment is 
made. Section 4A-209(b)(2) (A.C.A. § 4- 
4A-209(b)(2)). A minor exception to this 
rule is stated in Section 4A-209(c) (A.C.A. 
§ 4-4A-209(c)). Section 4A-209(b)(2) 
(A.C.A. § 4-4A-209(b)(2)) results in auto- 
matic acceptance of payment orders is- 
sued to a beneficiary’ bank by means of 
Fedwire because the Federal Reserve ac- 
count of the beneficiary’s bank is credited 
and final payment is made to that bank 
when the payment order is received. 

Subsection (b)\(2) (A.C.A. § 4-4A- 
209(b)(2)) would also apply to cases in 
which the beneficiary’s bank mistakenly 
pays a person who is not the beneficiary of 
the payment order issued to the beneficia- 
ry’s bank. For example, suppose the pay- 
ment order provides for immediate pay- 
ment to Account # 12345. The 
beneficiary's bank erroneously credits Ac- 
count # 12346 and notifies the holder of 
that account of the credit. No acceptance 
occurs in this case under subsection (b)(1) 
(A.C.A. § 4-4A-209(b)(1)) because the 
beneficiary of the order has not been paid 
or notified. The holder of Account # 12345 
is the beneficiary of the order issued to the 
beneficiary's bank. But acceptance will 
normally occur if the beneficiary’s bank 
takes no other action, because the bank 
will normally receive settlement with re- 
spect to the payment order. At that time 
the bank has accepted because the sender 
paid its payment order. The bank is liable 
to pay the holder of Account # 12345. The 
bank has paid the holder of Account 
# 12346 by mistake, and has a right to 
recover the payment if the credit is with- 
drawn, to the extent provided in the law 
governing mistake and restitution. 

7. Subsection (b)(3) (A.C.A. § 4-4A- 
209(b)(3)) covers cases of inaction by the 
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beneficiary’s bank. It applies whether or 
not the sender is a bank and covers a case 
in which the sender and the beneficiary 
both have accounts with the receiving 
bank and payment will be made by debit- 
ing the account of the sender and credit- 
ing the account of the beneficiary. Subsec- 
tion (b)(3) (A.C.A. § 4-4A-209(b)(3)) is 
similar to subsection (b)(2) (A.C.A. § 4- 
4A-209(b)(2)) in that it bases acceptance 
by the beneficiary’s bank on payment by 
the sender. Payment by the sender is 
effected by a debit to the sender’s account 
if the account balance is sufficient to cover 
the amount of the order. On the payment 
date (Section 4A-401) (A.C.A. § 4-4A-401) 
of the order the beneficiary’s bank will 
normally credit the beneficiary’s account 
and notify the beneficiary of receipt of the 
order if it is satisfied that the sender’s 
account balance covers the order or is 
willing to give credit to the sender. In 
some cases, however, the bank may not be 
willing to give credit to the sender and it 
may not be possible for the bank to deter- 
mine until the end of the day on the 
payment date whether there are sufficient 
good funds in the sender’s account. There 
may be various transactions during the 
day involving funds going into and out of 
the account. Some of these transactions 
may occur late in the day or after the close 
of the banking day. To accommodate this 
situation, subsection (b)(3) (A.C.A. § 4- 
4A-209(b)(3)) provides that the status of 
the account is determined at the opening 
of the next funds transfer business day of 
the beneficiary’s bank after the payment 
date of the order. If the sender’s account 
balance is sufficient to cover the order, the 
beneficiary's bank has a source of pay- 
ment and the result in almost all cases is 
that the bank accepts the order at that 
time if it did not previously accept under 
subsection (b)(1) (A.C.A. § 4-4A- 
209(b)(1)). In rare cases, a bank may want 
to avoid acceptance under subsection 
(b)(3) (A.C.A. § 4-4A-209(b)(3)) by reject- 
ing the order as discussed in Comment 8. 

8. Section 4A-209 (A.C.A. § 4-4A-209) 
is based on a general principle that a 
receiving bank is not obliged to accept a 
payment order unless it has agreed or is 
bound by a funds transfer system rule to 
do so. Thus, provision is made to allow the 
receiving bank to prevent acceptance of 
the order. This principle is consistently 
followed if the receiving bank is not the 
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beneficiary’s bank. If the receiving bank is 
not the beneficiary’s bank, acceptance is in 
the control of the receiving bank because 
it occurs only if the order is executed. But 
in the case of the beneficiary’s bank accep- 
tance can occur by passive receipt of pay- 
ment under subsection (b)(2) or (3) (A.C.A. 
§ 4-4A-209(b)(2) or (3)). In the case of a 
payment made by Fedwire acceptance 
cannot be prevented. In other cases the 
beneficiary’s bank can prevent acceptance 
by giving notice of rejection to the sender 
before payment occurs under Section 4A- 
403(a)(1) or (2) (A.C.A. § 4-4A-403(a)(1) or 
(2)). A minor exception to the ability of the 
beneficiary's bank to reject is stated in 
Section 4A-502(c)(3) (A.C.A. § 4-4A- 
502(c)(3)). 

Under subsection (b)(3) (A.C.A. § 4-4A- 
209(b)(3)) acceptance occurs at the open- 
ing of the next funds transfer business 
day of the beneficiary’s bank following the 
payment date unless the bank rejected the 
order before that time or it rejects within 
one hour after that time. In some cases 
the sender and the beneficiary’s bank may 
not be in the same time zone or the 
beginning of the business day of the 
sender and the funds transfer business 
day of the beneficiary's bank may not 
coincide. For example, the sender may be 
located in California and the beneficiary’s 
bank in New York. Since in most cases 
notice of rejection would be communicated 
electronically or by telephone, it might not 
be feasible for the bank to give notice 
before one hour after the opening of the 
funds transfer business day in New York 
because at that hour, the sender’s busi- 
ness day may not have started in Califor- 
nia. For that reason, there are alternative 
deadlines stated in subsection (b)(3) 
(A.C.A. § 4-4A-209(b)(3)). In the case 
stated, the bank acts in time if it gives 
notice within one hour after the opening of 
the business day of the sender. But if the 
notice of rejection is received by the 
sender after the payment date, the bank is 
obliged to pay interest to the sender if the 
sender’s account does not bear interest. In 
that case the bank had the use of funds of 
the sender that the sender could reason- 
ably assume would be used to pay the 
beneficiary. The rate of interest is stated 
in Section 4A-506 (A.C.A. § 4-4A-506). If 
the sender receives notice on the day after 
the payment date the sender is entitled to 
one day’s interest. If receipt of notice is 
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delayed for more than one day, the sender 
is entitled to interest for each additional 
day of delay. 

9. Subsection (d) (A.C.A. § 4-4A- 
209(d)) applies only to a payment order by 
the originator of a funds transfer to the 
originator’s bank and it refers to the fol- 
lowing situation. On April 1, Originator 
instructs Bank A to make a payment on 
April 15 to the account of Beneficiary in 
Bank B. By mistake, on April 1, Bank A 
executes Originator’s payment order by 
issuing a payment order to Bank B in- 
structing immediate payment to Benefi- 
ciary. Bank B credited Beneficiary’s ac- 
count and immediately released the funds 
to Beneficiary. Under subsection (d) 
(A.C.A. § 4-4A-209(d)) no acceptance by 
Bank A occurred on April 1 when Origina- 
tor’s payment order was executed because 
acceptance cannot occur before the execu- 
tion date which in this case would be April 
15 or shortly before that date. Section 
4A-301(b) (A.C.A. § 4-4A-301(b)). Under 
Section 4A-402(c) (A.C.A. § 4-4A-402(c)), 
Originator is not obliged to pay Bank A 
until the order is accepted and that can’t 
occur until the execution date. But Bank A 
is required to pay Bank B when Bank B 
accepted Bank A’s order on April 1. Unless 
Originator and Beneficiary are the same 
person, in almost all cases Originator is 
paying a debt owed to Beneficiary and 
early payment does not injure Originator 
because Originator does not have to pay 
Bank A until the execution date. Section 
4A-402(c) (A.C.A. § 4-4A-402(c)). Bank A 
takes the interest loss. But suppose that 
on April 3, Originator concludes that no 
debt was owed to Beneficiary or that the 
debt was less than the amount of the 
payment order. Under Section 4A-211(b) 
(A.C.A. § 4-4A-211(b)) Originator can 
cancel its payment order if Bank A has not 
accepted. If early execution of Originator’s 
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payment order is acceptance, Originator 
can suffer a loss because cancellation after 
acceptance is not possible without the 
consent of Bank A and Bank B. Section 
4A-211(c) (A.C.A. § 4-4A-211(c)). If Origi- 
nator has to pay Bank A, Originator would 
be required to seek recovery of the money 
from Beneficiary. Subsection (d) (A.C.A. 
§ 4-4A-209(d)) prevents this result and 
puts the risk of loss on Bank A by provid- 
ing that the early execution does not re- 
sult in acceptance until the execution 
date. Since on April 3 Originator’s order 
was not yet accepted, Originator can can- 
cel it under Section 4A-211(b) (A.C.A. § 4- 
4A-211(b)). The result is that Bank A is 
not entitled to payment from Originator 
but is obliged to pay Bank B. Bank A has 
paid Beneficiary by mistake. If Origina- 
tor’s payment order is canceled, Bank A 
becomes the originator of an erroneous 
funds transfer to Beneficiary. Bank A has 
the burden of recovering payment from 
Beneficiary on the basis of a payment by 
mistake. If Beneficiary received the 
money in good faith in payment of a debt 
owed to Beneficiary by Originator, the law 
of mistake and restitution may allow Ben- 
eficiary to keep all or part of the money 
received. If Originator owed money to 
Beneficiary, Bank A has paid Originator’s 
debt and, under the law of restitution, 
which applies pursuant to Section 1-103 
(A.C.A. § 4-1-1038), Bank A is subrogated 
to Beneficiary’s rights against Originator 
on the debt. 

If Bank A is the Beneficiary’s bank and 
Bank A credited Beneficiary’s account and 
released the funds to Beneficiary on April 
1, the analysis is similar. If Originator’s 
order is canceled, Bank A has paid Bene- 
ficiary by mistake. The right of Bank A to 
recover the payment from Beneficiary is 
similar to Bank A’s rights in the preceding 
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Comment to § 4A-210 (A.C.A. § 4-4A-210) 


1. With respect to payment orders is- 
sued to a receiving bank other than the 
beneficiary’s bank, notice of rejection is 
not necessary to prevent acceptance of the 
order. Acceptance can occur only if the 
receiving bank executes the order. Section 
4A-209(a) (A.C.A. § 4-4A-209(a)). But no- 
tice of rejection will routinely be given by 
such a bank in cases in which the bank 


cannot or is not willing to execute the 
order for some reason. There are many 
reasons why a bank doesn’t execute an 
order. The payment order may not clearly 
instruct the receiving bank because of 
some ambiguity in the order or an internal 
inconsistency. In some cases, the receiving 
bank may not be able to carry out the 
instruction because of equipment failure, 


COMMENTARIES 


credit limitations on the receiving bank, 
or some other factor which makes proper 
execution of the order infeasible. In those 
cases notice of rejection is a means of 
informing the sender of the facts so that a 
corrected payment order can be transmit- 
ted or the sender can seek alternate 
means of completing the funds transfer. 
The other major reason for not executing 
an order is that the sender’s account is 
insufficient to cover the order and the 
receiving bank is not willing to give credit 
to the sender. If the sender’s account is 
sufficient to cover the order and the re- 
ceiving bank chooses not to execute the 
order, notice of rejection is necessary to 
prevent liability to pay interest to the 
sender if the case falls within Section 
4A-210(b) (A.C.A. § 4-4A-210(b)) which is 
discussed in Comment 3. 

2. A payment order to the beneficiary’s 
bank can be accepted by inaction of the 
bank. Section 4A-209(b)(2) and (3) (A.C.A. 
§ 4-4A-209(b)(2) and (3)). To prevent ac- 
ceptance under those provisions it is nec- 
essary for the receiving bank to send no- 
tice of rejection before acceptance occurs. 
Subsection (a) of Section 4A-210 (A.C.A. 
§ 4-4A-210(a)) states the rule that rejec- 
tion is accomplished by giving notice of 
rejection. This incorporates the defini- 
tions in Section 1-201(26) (A.C.A. § 4-1- 
201(26)). Rejection is effective when notice 
is given if it is given by a means that is 
reasonable in the circumstances. Other- 
wise, it is effective when the notice is 
received. The question of when rejection is 
effective is important only in the rela- 
tively few cases under subsection (b)(2) 
and (3) (A.C.A. § 4-4A-210(b)(2) and (3)) 
in which a notice of rejection is necessary 
to prevent acceptance. The question of 
whether a particular means is reasonable 
depends on the facts in a particular case. 
In a very large percentage of cases the 
sender and the receiving bank will be in 
direct electronic contact with each other 
and in those cases a notice of rejection can 
be transmitted instantaneously. Since 
time is of the essence in a large proportion 
of funds transfers, some quick means of 
transmission would usually be required, 
but this is not always the case. The parties 
may specify by agreement the means by 
which communication between the parties 
is to be made. 

3. Subsection (b) (A.C.A. § 4-4A- 
210(b)) deals with cases in which a sender 
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does not learn until after the execution 
date that the sender’s order has not been 
executed. It applies only to cases in which 
the receiving bank was assured of pay- 
ment because the sender’s account was 
sufficient to cover the order. Normally, the 
receiving bank will accept the sender’s 
order if it is assured of payment, but there 
may be some cases in which the bank 
chooses to reject. Unless the receiving 
bank had obligated itself by agreement to 
accept, the failure to accept is not wrong- 
ful. There is no duty of the receiving bank 
to accept the payment order unless it is 
obliged to accept by express agreement. 
Section 4A-212 (A.C.A. § 4-4A-212). But 
even if the bank has not acted wrongfully, 
the receiving bank had the use of the 
sender’s money that the sender could rea- 
sonably assume was to be the source of 
payment of the funds transfer. Until the 
sender learns that the order was not ac- 
cepted the sender is denied the use of that 
money. Subsection (b) (A.C.A. § 4-4A- 
210(b)) obliges the receiving bank to pay 
interest to the sender as a restitution 
unless the sender receives notice of rejec- 
tion on the execution date. The time of 
receipt of notice is determined pursuant to 
§ 1-201(27) (A.C.A. § 4-1-201(27)). The 
rate of interest is stated in Section 4A-506 
(A.C.A. § 4-4A-506). If the sender receives 
notice on the day after the execution date, 
the sender is entitled to one day’s interest. 
If receipt of notice is delayed for more 
than one day, the sender is entitled to 
interest for each additional day of delay. 
4. Subsection (d) (A.C.A. § 4-4A- 
210(d)) treats acceptance and rejection as 
mutually exclusive. If a payment order 
has been accepted, rejection of that order 
becomes impossible. If a payment order 
has been rejected it cannot be accepted 
later by the receiving bank. Once notice of 
rejection has been given, the sender may 
have acted on the notice by making the 
payment through other channels. If the 
receiving bank wants to act on a payment 
order that it has rejected it has to obtain 
the consent of the sender. In that case the 
consent of the sender would amount to the 
giving of a second payment order that 
substitutes for the rejected first order. If 
the receiving bank suspends payments 
(Section 4-104(1)(k)) (A.C.A. § 4-4- 
104(1)(k)), subsection (c) (A.C.A. § 4-4A- 
210(c)) provides that unaccepted payment 
orders are deemed rejected at the time 
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suspension of payments occurs. This pre- 
vents acceptance by passage of time under 
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Section 4A-209(b)(3) 
209(b)(3)). 


(A.C.A. § 4-4A- 


Comment to § 4A-211 (A.C.A. § 4-4A-211) 


1. This section (A.C.A. § 4-4A-211) 
deals with cancellation and amendment of 
payment orders. It states the conditions 
under which cancellation or amendment 
is both effective and rightful. There is no 
concept of wrongful cancellation or 
amendment of a payment order. If the 
conditions stated in this section (A.C.A. 
§ 4-4A-211) are not met the attempted 
cancellation or amendment is not effec- 
tive. If the stated conditions are met the 
cancellation or amendment is effective 
and rightful. The sender of a payment 
order may want to withdraw or change 
the order because the sender has had a 
change of mind about the transaction or 
because the payment order was errone- 
ously issued or for any other reason. One 
common situation is that of multiple 
transmission of the same order. The 
sender that mistakenly transmits the 
same order twice wants to correct the 
mistake by canceling the duplicate order. 
Or, a sender may have intended to order a 
payment of $1,000,000 but mistakenly is- 
sued an order to pay $10,000,000. In this 
case the sender might try to correct the 
mistake by canceling the order and issu- 
ing another order in the proper amount. 
Or, the mistake could be corrected by 
amending the order to change it to the 
proper amount. Whether the error is cor- 
rected by amendment or cancellation and 
reissue the net result is the same. This 
result is stated in the last sentence of 
subsection (e) (A.C.A. § 4-4A-211(e)). 

2. Subsection (a) (A.C.A. § 4-4A- 
211(a)) allows a cancellation or amend- 
ment of a payment order to be communi- 
cated to the receiving bank “orally, 
electronically, or in writing.” The quoted 
phrase is consistent with the language of 
Section 4A-103(a) (A.C.A. § 4-4A-103(a)) 
applicable to payment orders. Cancella- 
tions and amendments are normally sub- 
ject to verification pursuant to security 
procedures to the same extent as payment 
orders. Subsection (a) (A.C.A. § 4-4A- 
211(a)) recognizes this fact by providing 
that in cases in which there is a security 
procedure in effect between the sender 
and the receiving bank the bank is not 


bound by a communication canceling or 
amending an order unless verification has 
been made. This is necessary to protect 
the bank because under subsection (b) 
(A.C.A. § 4-4A-211(b)) a cancellation or 
amendment can be effective by unilateral 
action of the sender. Without verification 
the bank cannot be sure whether the com- 
munication was or was not effective to 
cancel or amend a previously verified pay- 
ment order. 

3. If the receiving bank has not yet 
accepted the order, there is no reason why 
the sender should not be able to cancel or 
amend the order unilaterally so long as 
the requirements of subsections (a) and 
(b) (A.C.A. § 4-4A-211(a) and (b)) are met. 
If the receiving bank has accepted the 
order, it is possible to cancel or amend but 
only if the requirements of subsection (c) 
(A.C.A. § 4-4A-211(c)) are met. 

First consider the case of a receiving 
bank other than the beneficiary’s bank. If 
the bank has not yet accepted the order, 
the sender can unilaterally cancel or 
amend. The communication amending or 
canceling the payment order must be re- 
ceived in time to allow the bank to act on 
it before the bank issues its payment 
order in execution of the sender’s order. 
The time that the sender’s communication 
is received is governed by Section 4A-106 
(A.C.A. § 4-4A-106). If a payment order 
does not specify a delayed payment date 
or execution date, the order will normally 
be executed shortly after receipt. Thus, as 
a practical matter, the sender will have 
very little time in which to instruct can- 
cellation or amendment before accep- 
tance. In addition, a receiving bank will 
normally have cut-off times for receipt of 
such communications, and the receiving 
bank is not obliged to act on communica- 
tions received after the cut-off hour. Can- 
cellation by the sender after execution of 
the order by the receiving bank requires 
the agreement of the bank unless a funds 
transfer rule otherwise provides. Subsec- 
tion (c) (A.C.A. § 4-4A-211(c)). Although 
execution of the sender’s order by the 
receiving bank does not itself impose lia- 
bility on the receiving bank (under Section 
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4A-402 (A.C.A. § 4-4A-402) no liability is 
incurred by the receiving bank to pay its 
order until it is accepted), it would com- 
monly be the case that acceptance follows 
shortly after issuance. Thus, as a practical 
matter, a receiving bank that has exe- 
cuted a payment order will incur a liabil- 
ity to the next bank in the chain before it 
would be able to act on the cancellation 
request of its customer. It is unreasonable 
to impose on the receiving bank a risk of 
loss with respect to a cancellation request 
without the consent of the receiving bank. 

The statute (A.C.A. § 4-4A-211) does 
not state how or when the agreement of 
the receiving bank must be obtained for 
cancellation after execution. The receiving 
bank’s consent could be obtained at the 
time cancellation occurs or it could be 
based on a preexisting agreement. Or, a 
funds transfer system rule could provide 
that cancellation can be made unilaterally 
by the sender. By virtue of that rule any 
receiving bank covered by the rule is 
bound. Section 4A-501 (A.C.A. § 4-4A- 
501). If the receiving bank has already 
executed the sender’s order, the bank 
would not consent to cancellation unless 
the bank to which the receiving bank has 
issued its payment order consents to can- 
cellation of that order. It makes no sense 
to allow cancellation of a payment order 
unless all subsequent payment orders in 
the funds transfer that were issued be- 
cause of the canceled payment order are 
also canceled. Under subsection (c)(1) 
(A.C.A. § 4-4A-211(c)(1)), if a receiving 
bank consents to cancellation of the pay- 
ment order after it has executed, the can- 
cellation is not effective unless the receiv- 
ing bank also cancels the payment order 
issued by the bank. 

4. With respect to a payment order is- 
sued to the beneficiary’s bank, acceptance 
is particularly important because it cre- 
ates liability to pay the beneficiary, it 
defines when the originator pays its obli- 
gation to the beneficiary, and it defines 
when any obligation for which the pay- 
ment is made is discharged. Since accep- 
tance affects the rights of the originator 
and the beneficiary it is not appropriate to 
allow the beneficiary's bank to agree to 
cancellation or amendment except in un- 
usual cases. Except as provided in subsec- 
tion (c)(2) (A.C.A. § 4-4A-211(c)(2)), can- 
cellation or amendment after acceptance 
by the beneficiary’s bank is not possible 
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unless all parties affected by the order 
agree. Under subsection (c)(2) (A.C.A. § 4- 
4A-211(c)(2)), cancellation or amendment 
is possible only in the four cases stated. 
The following examples illustrate subsec- 
tion (c)(2) (A.C.A. § 4-4A-211(c)(2)): 
Case # 1. Originator’s Bank executed 
a payment order issued in the name 
of its customer as sender. The order 
was not authorized by the customer 
and was fraudulently issued. Benefi- 
ciarys Bank accepted the payment 
order issued by Originator’s Bank. 
Under subsection (c)(2) (A.C.A. § 4- 
4A-211(c)(2)) Originator’s Bank can 
cancel the order if Beneficiary’s Bank 
consents. It doesn’t make any differ- 
ence whether the payment order that 
Originator’s Bank accepted was or 
was not enforceable against the cus- 
tomer under Section 4A-202(b) 
(A.C.A. § 4-4A-202(b)). Verification 
under that provision is important in 
determining whether Originator’s 
Bank or the customer has the risk of 
loss, but it has no relevance under 
Section 4A-211(c)(2) (A.C.A. § 4-4A- 
211(c)(2)). Whether or not verified, 
the payment order was not autho- 
rized by the customer. Cancellation of 
the payment order to Beneficiary’s 
Bank causes the acceptance of Bene- 
ficiary’s Bank to be nullified. Subsec- 
tion (e) (A.C.A. § 4-4A-211(e)). Bene- 
ficiarys Bank is entitled to recover 
payment from the beneficiary to the 
extent allowed by the law of mistake 
and restitution. In this kind of case 
the beneficiary is usually a party to 
the fraud who has no right to receive 
or retain payment of the order. 
Case # 2. Originator owed Benefi- 
ciary $1,000,000 and ordered Bank A 
to pay that amount to the account of 
Beneficiary in Bank B. Bank A issued 
a complying order to Bank B, but by 
mistake issued a duplicate order as 
well. Bank B accepted both orders. 
Under subsection (c)(2)(1) (A.C.A. § 4- 
4A-211(c)(2)(i)) cancellation of the du- 
plicate order could be made by Bank A 
with the consent of Bank B. Benefi- 
ciary has no right to receive or retain 
payment of the duplicate payment 
order if only $1,000,000 was owed by 
Originator to Beneficiary. If Origina- 
tor owed $2,000,000 to Beneficiary, 
the law of restitution might allow 
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Beneficiary to retain the $1,000,000 
paid by Bank B on the duplicate or- 
der. In that case Bank B is entitled to 
reimbursement from Bank A under 
subsection (f) (A.C.A. § 4-4A-211(f)). 

Case # 3. Originator owed $1,000,000 
to X. Intending to pay X, Originator 
ordered Bank A to pay $1,000,000 to 
Y’s account in Bank B. Bank A issued 
a complying payment order to Bank B 
which Bank B accepted by releasing 
the $1,000,000 to Y. Under subsection 
(c)(2)Gi1) (A.C.A. § 4-4A-211(c)(2)(ii)) 
Bank A can cancel its payment order 
to Bank B with the consent of Bank B 
if Y was not entitled to receive pay- 
ment from Originator. Originator can 
also cancel its order to Bank A with 


Bank A’s consent. Subsection (c)(1)- 


(A.C.A. § 4-4A-211(c)(1)). Bank B 
may recover the $1,000,000 from Y 
unless the law of mistake and resti- 
tution allows Y to retain some or all of 
the amount paid. If no debt was owed 
to Y, Bank B should have a right of 
recovery. 

Case # 4. Originator owed Benefi- 
ciary $10,000. By mistake Originator 
ordered Bank A to pay $1,000,000 to 
the account of Beneficiary in Bank B. 
Bank A issued a complying order to 
Bank B which accepted by notifying 
Beneficiary of its right to withdraw 
$1,000,000. Cancellation is permitted 
in this case under subsection (c)(2)(iii) 
(A.C.A. § 4-4A-211(c)(2)Gii)). If Bank 
B paid Beneficiary it is entitled to 
recover the payment except to the 
extent the law of mistake and restitu- 
tion allows Beneficiary to retain pay- 
ment. In this case Beneficiary might 
be entitled to retain $10,000, the 
amount of the debt owed to Benefi- 
ciary. If Beneficiary may retain 
$10,000, Bank B would be entitled to 
$10,000 from Bank A pursuant to 
subsection (f) (A.C.A. § 4-4A-211(f)). 
In this case Originator also canceled 
its order. Thus Bank A would be enti- 
tled to $10,000 from Originator pur- 
-suant to subsection (f) (A.C.A. § 4- 
4A-211(f)). 

5. Unless constrained by a funds trans- 
fer system rule, a receiving bank may 
agree to cancellation or amendment of the 
payment order under subsection (c) 
(A.C.A. § 4-4A-211(c)) but is not required 
to do so regardless of the circumstances. If 
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the receiving bank has incurred liability 
as a result of its acceptance of the sender’s 
order, there are substantial risks in agree- 
ing to cancellation or amendment. This is 
particularly true for a beneficiary’s bank. 
Cancellation or amendment after accep- 
tance by the beneficiary's bank can be 
made only in the four cases stated and the 
beneficiary's bank may not have any way 
of knowing whether the requirements of 
subsection (c) (A.C.A. § 4-4A-211(c)) have 
been met or whether it will be able to 
recover payment from the beneficiary that 
received payment. Even with indemnity 
the beneficiary’s bank may be reluctant to 
alienate its customer, the beneficiary, by 
denying the customer the funds. Subsec- 
tion (c) (A.C.A. § 4-4A-211(c)) leaves the 
decision to the beneficiary’s bank unless 
the consent of the beneficiary’s bank is not 
required under a funds transfer system 
rule or other interbank agreement. If a 
receiving bank agrees to cancellation or 
amendment under subsection (c)(1) or (2) 
(A.C.A. § 4-4A-211(c)(1) or (2)), it is auto- 
matically entitled to indemnification from 
the sender under subsection (f) (A.C.A. 
§ 4-4A-211(f)). The indemnification provi- 
sion recognizes that a sender has no right 
to cancel a payment order after it is ac- 
cepted by the receiving bank. If the receiv- 
ing bank agrees to cancellation, it is doing 
so as an accommodation to the sender and 
it should not incur a risk of loss in doing 
so. 
6. Acceptance by the receiving bank of 
a payment order issued by the sender is 
comparable to acceptance of an offer un- 
der the law of contracts. Under that law 
the death or legal incapacity of an offeror 
terminates the offer even though the of- 
feree has no notice of the death or inca- 
pacity. Restatement Second, Contracts 
§ 48. Comment a. to that section states 
that the “rule seems to be a relic of the 
obsolete view that a contract requires a 
‘meeting of minds,’ and it is out of har- 
mony with the modern doctrine that a 
manifestation of assent is effective with- 
out regard to actual mental assent.” Sub- 
section (g) (A.C.A. § 4-4A-211(g)), which 
reverses the Restatement rule in the case 
of a payment order, is similar to Section 
4-405(1) (A.C.A. § 4-4-405(1)) which ap- 
plies to checks. Subsection (g) (A.C.A. § 4- 
4A-211(g)) does not address the effect of 
the bankruptcy of the sender of a payment 
order before the order is accepted, but the 
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principle of subsection (g) (A.C.A. § 4-4A- 
211(g)) has been recognized in Bank of 
Marin v. England, 385 U.S. 99 (1966). 
Although Bankruptcy Code Section 542(c) 
may not have been drafted with wire 
transfers in mind, its language can be 
read to allow the receiving bank to charge 
the sender’s account for the amount of the 
payment order if the receiving bank exe- 
cuted it in ignorance of the bankruptcy. 
7. Subsection (d) (A.C.A. § 4-4A- 
211(d)) deals with stale payment orders. 
Payment orders normally are executed on 
the execution date or the day after. An 
order issued to the beneficiary’s bank is 
normally accepted on the payment date or 
the day after. If a payment order is not 
accepted on its execution or payment date 
or shortly thereafter, it is probable that 
there was some problem with the terms of 
the order or the sender did not have suf- 
ficient funds or credit to cover the amount 
of the order. Delayed acceptance of such 
an order is normally not contemplated, 
but the order may not have been canceled 
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by the sender. Subsection (d) (A.C.A. § 4- 
4A-211(d)) provides for cancellation by op- 
eration of law to prevent an unexpected 
delayed acceptance. 

8. A funds transfer system rule can 
govern rights and obligations between 
banks that are parties to payment orders 
transmitted over the system even if the 
rule conflicts with Article 4A (A.C.A. § 4- 
4A-101 et seq.). In some cases, however, a 
rule governing a transaction between two 
banks can affect a third party in an unac- 
ceptable way. Subsection (h) (A.C.A. § 4- 
4A-211(h)) deals with such a case. A funds 
transfer system rule cannot allow cancel- 
lation of a payment order accepted by the 
beneficiary’s bank if the rule conflicts with 
subsection (c)(2) (A.C.A. § 4-4A-211(c)(2)). 
Because rights of the beneficiary and the 
originator are directly affected by accep- 
tance, subsection (c)(2) (A.C.A. § 4-4A- 
211(c)(2)) severely limits cancellation. 
These limitations cannot be altered by 
funds transfer system rule. 


Comment to § 4A-212 (A.C.A. § 4-4A-212) 


With limited exceptions stated in this 
Article (Chapter) (A.C.A. § 4-4A-101 et 
seq.), the duties and obligations of receiv- 
ing banks that carry out a funds transfer 
arise only as a result of acceptance of 
payment orders or of agreements made by 
receiving banks. Exceptions are stated in 
Section 4A-209(b)(3) and Section 4A- 


210(b) (A.C.A. §§ 4-4A-209(b)(3) and 4-4A- 
210(b)). A receiving bank is not like a 
collecting bank under Article 4 (A.C.A. 
§ 4-4-101 et seq.). No receiving bank, 
whether it be an originator’s bank, an 
intermediary bank or a beneficiary’s bank, 
is an agent for any other party in the 
funds transfer. 


Comment to § 4A-301 (A.C.A. § 4-4A-301) 


b) 


1. The terms “executed,” “execution’ 
and “execution date” are used only with 
respect to a payment order to a receiving 
bank other than the beneficiary’s bank. 
The beneficiary’s bank can accept the pay- 
ment order that it receives, but it does not 
execute the order. Execution refers to the 
act of the receiving bank in issuing a 
payment order “intended to carry out” the 
payment order that the bank received. A 
receiving bank has executed an order even 
if the order issued by the bank does not 
carry out the order received by the bank. 
For example, the bank may have errone- 
ously issued an order to the wrong bene- 
ficiary, or in the wrong amount or to the 
wrong beneficiary's bank. In each of these 
cases execution has occurred but the exe- 


cution is erroneous. Erroneous execution 
is covered in Section 4A-303 (A.C.A. § 4- 
4A-303). 

2. “Execution date” refers to the time a 
payment order should be executed rather 
than the day it is actually executed. Nor- 
mally the sender will not specify an exe- 
cution date, but most payment orders are 
meant to be executed immediately. Thus, 
the execution date is normally the day the 
order is received by the receiving bank. It 
is common for the sender to specify a 
“payment date” which is defined in Section 
4A-401 (A.C.A. § 4-4A-401) as “the day on 
which the amount of the order is payable 
to the beneficiary by the beneficiary’s 
bank.” Except for automated clearing 
house transfers, if a funds transfer is 
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entirely within the United States and the 
payment is to be carried out electronically, 
the execution date is the payment date 
unless the order is received after the pay- 
ment date. If the payment is to be carried 
out through an automated clearing house, 
execution may occur before the payment 
date. In an ACH transfer the beneficiary is 
usually paid one or two days after issue of 
the originator’s payment order. The exe- 
cution date is determined by the stated 
payment date and is a day before the 
payment date on which execution is rea- 
sonably necessary to allow payment on 
the payment date. A funds transfer sys- 
tem rule could also determine the execu- 
tion date of orders received by the receiv- 
ing bank if both the sender and the 
receiving bank are participants in the 
funds transfer system. The execution date 
can also be determined by the payment 
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order itself or by separate instructions of 
the sender or an agreement of the sender 
and the receiving bank. The second sen- 
tence of subsection (b) (A.C.A. § 4-4A- 
301(b)) must be read in the light of Section 
4A-106 (A.C.A. § 4-4A-106) which states 
that if a payment order is received after 
the cut-off time of the receiving bank it 
may be treated by the bank as received at 
the opening of the next funds transfer 
business day. 

3. Execution on the execution date is 
timely, but the order can be executed 
before or after the execution date. Section 
4A-209(d) (A.C.A. § 4-4A-209(d)) and Sec- 
tion 4A-402(c) (A.C.A. § 4-4A-402(c)) 
state the consequences of early execution 
and Section 4A-305(a) (A.C.A. § 4-4A- 
305(a)) states the consequences of late 
execution. 


Comment to § 4A-302 (A.C.A. § 4-4A-302) 


1. In the absence of agreement, the 
receiving bank is not obliged to execute an 
order of the sender. Section 4A-212 
(A.C.A. § 4-4A-212). Section 4A-302 
(A.C.A. § 4-4A-302) states the manner in 
which the receiving bank may execute the 
sender’s order if execution occurs. Subsec- 
tion (a)(1) (A.C.A. § 4-4A-302(a)(1)) states 
the residual rule. The payment order is- 
sued by the receiving bank must comply 
with the sender’s order and, unless some 
other rule is stated in the section, the 
receiving bank is obliged to follow any 
instruction of the sender concerning 
which funds transfer system is to be used, 
which intermediary banks are to be used, 
and what means of transmission is to be 
used. The instruction of the sender may be 
incorporated in the payment order itself 
or may be given separately. For example, 
there may be a master agreement be- 
tween the sender and receiving bank con- 
taining instructions governing payment 
orders to be issued from time to time by 
the sender to the receiving bank. In most 
funds transfers, speed is a paramount 
consideration. A sender that wants assur- 
ance that the funds transfer will be expe- 
ditiously completed can specify the means 
to be used. The receiving bank can follow 
the instructions literally or it can use an 
equivalent means. For example, if the 
sender instructs the receiving bank to 


transmit by telex, the receiving bank 
could use telephone instead. Subsection 
(c) (A.C.A. § 4-4A-302(c)). In most cases 
the sender will not specify a particular 
means but will use a general term such as 
“by wire” or “wire transfer” or “as soon as 
possible.” These words signify that the 
sender wants a same-day transfer. In 
these cases the receiving bank is required 
to use a telephonic or electronic communi- 
cation to transmit its order and is also 
required to instruct any intermediary 
bank to which it issues its order to trans- 
mit by similar means. Subsection (a)(2) 
(A.C.A. § 4-4A-302(a)(2)). In other cases, 
such as an automated clearing house 
transfer, a same-day transfer is not con- 
templated. Normally the sender’s instruc- 
tion or the context in which the payment 
order is received makes clear the type of 
funds transfer that is appropriate. If the 
sender states a payment date with respect 
to the payment order, the receiving bank 
is obliged to execute the order at a time 
and in a manner to meet the payment date 
if that is feasible. Subsection (a)(2) (A.C.A. 
§ 4-4A-302(a)(2)). This provision would 
apply to many ACH transfers made to pay 
recurring debts of the sender. In other 
cases, involving relatively small amounts, 
time may not be an important factor and 
cost may be a more important element. 
Fast means, such as telephone or elec- 
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tronic transmission, are more expensive 
than slow means such as mailing. Subsec- 
tion (c) (A.C.A. § 4-4A-302(c)) states that 
in the absence of instructions the receiv- 
ing bank is given discretion to decide. It 
may issue its payment order by first class 
mail or by any means reasonable in the 
circumstances. Section 4A-305 (A.C.A. 
§ 4-4A-305) states the liability of a receiv- 
ing bank for breach of the obligations 
stated in Section 4A-302 (A.C.A. § 4-4A- 
302). 

2. Subsection (b) (A.C.A. § 4-4A- 
302(b)) concerns the choice of intermedi- 
ary banks to be used in completing the 
funds transfer, and the funds transfer 
system to be used. If the receiving bank is 
not instructed about the matter, it can 
issue an order directly to the beneficiary’s 
bank or can issue an order to an interme- 
diary bank. The receiving bank also has 
discretion concerning use of a funds trans- 
fer system. In some cases it may be rea- 
sonable to use either an automated clear- 
ing house system or a wire transfer 
system such as Fedwire or CHIPS. Nor- 
mally, the receiving bank will follow the 
instruction of the sender in these matters, 
but in some cases it may be prudent for 
the bank not to follow instructions. The 
sender may have designated a funds 
transfer system to be used in carrying out 
the funds transfer, but it may not be 
feasible to use the designated system be- 
cause of some impediment such as a com- 
puter breakdown which prevents prompt 
execution of the order. The receiving bank 
is permitted to use an alternate means of 
transmittal in a good faith effort to exe- 
cute the order expeditiously. The same 
leeway is not given to the receiving bank if 
the sender designates an intermediary 
bank through which the funds transfer is 
to be routed. The sender’s designation of 
that intermediary bank may mean that 
the beneficiary’s bank is expecting to ob- 
tain a credit from that intermediary bank 
and may have relied on that anticipated 
credit. If the receiving bank uses another 
intermediary bank the expectations of the 
beneficiary's bank may not be realized. 
The receiving bank could choose to route 
the transfer to another intermediary bank 
and then to the designated intermediary 
bank if there were some reason such as a 
lack of a correspondent-bank relationship 
or a bilateral credit limitation, but the 
designated intermediary bank cannot be 
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circumvented. To do so violates the send- 
er’s instructions. 

3. The normal rule, under subsection 
(a)(1) (A.C.A. § 4-4A-302(a)(1)), is that 
the receiving bank, in executing a pay- 
ment order, is required to issue a payment 
order that complies as to amount with 
that of the sender’s order. In most cases 
the receiving bank issues an order equal 
to the amount of the sender’s order and 
makes a separate charge for services and 
expenses in executing the sender’s order. 
In some cases, particularly if it is an 
intermediary bank that is executing an 
order, charges are collected by deducting 
them from the amount of the payment 
order issued by the executing bank. If that 
is done, the amount of the payment order 
accepted by the beneficiary’s bank will be 
slightly less than the amount of the orig- 
inator’s payment order. For example, 
Originator, in order to pay an obligation of 
$1,000,000 owed to Beneficiary, issues a 
payment order to Originator’s Bank to pay 
$1,000,000 to the account of Beneficiary in 
Beneficiary’ Bank. Originator’s Bank is- 
sues a payment order to Intermediary 
Bank for $1,000,000 and debits Origina- 
tor’s account for $1,000,010. The extra $10 
is the fee of Originator’s Bank. Intermedi- 
ary Bank executes the payment order of 
Originator’s Bank by issuing a payment 
order to Beneficiary’s Bank for $999,990, 
but under § 4A-402(c) (A.C.A. § 4-4A- 
402(c)) is entitled to receive $1,000,000 
from Originator’s Bank. The $10 differ- 
ence is the fee of Intermediary Bank. 
Beneficiarys Bank credits Beneficiary’s 
account for $999,990. When Beneficiary’s 
Bank accepts the payment order of Inter- 
mediary Bank the result is a payment of 
$999,990 from Originator to Beneficiary. 
Section 4A-406(a) (A.C.A. § 4-4A-406(a)). 
If that payment discharges the $1,000,000 
debt, the effect is that Beneficiary has 
paid the charges of Intermediary Bank 
and Originator has paid the charges of 
Originator’s Bank. Subsection (d) of Sec- 
tion 4A-302 (A.C.A. § 4-4A-302(d)) allows 
Intermediary Bank to collect its charges 
by deducting them from the amount of the 
payment order, but only if instructed to do 
so by Originator’s Bank. Originator’s 
Bank is not authorized to give that in- 
struction to Intermediary Bank unless 
Originator authorized the instruction. 
Thus, Originator can control how the 
charges of Originator’s Bank and Inter- 
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mediary Bank are to be paid. Subsection 
(d) (A.C.A. § 4-4A-302(d)) does not apply 
to charges of Beneficiary’s Bank to Bene- 
ficiary. 

In the case discussed in the preceding 
paragraph the $10 charge is trivial in 
relation to the amount of the payment and 
it may not be important to Beneficiary 
how the charge is paid. But it may be very 
important if the $1,000,000 obligation 
represented the price of exercising a right 
such as an option favorable to Originator 
and unfavorable to Beneficiary. Benefi- 


UNIFORM COMMERCIAL CODE 


ciary might well argue that it was entitled 
to receive $1,000,000. If the option was 
exercised shortly before its expiration 
date, the result could be loss of the option 
benefit because the required payment of 
$1,000,000 was not made before the op- 
tion expired. Section 4A-406(c) (A.C.A. 
§ 4-4A-406(c)) allows Originator to pre- 
serve the option benefit. The amount re- 
ceived by Beneficiary is deemed to be 
$1,000,000 unless Beneficiary demands 
the $10 and Originator does not pay it. 


Comment to § 44-303 (A.C.A. § 4-4A-303) 


1. Section 4A-303 (A.C.A. § 4-4A-303) 
states the effect of erroneous execution of 
a payment order by the receiving bank. 
Under Section 4A-402(c) (A.C.A. § 4-4A- 
402(c)) the sender of a payment order is 
obliged to pay the amount of the order to 
the receiving bank if the bank executes 
the order, but the obligation to pay is 
excused if the beneficiary’s bank does not 
accept a payment order instructing pay- 
ment to the beneficiary of the sender’s 
order. If erroneous execution of the send- 
er’s order causes the wrong beneficiary to 
be paid, the sender is not required to pay. 
If erroneous execution causes the wrong 
amount to be paid the sender is not 
obliged to pay the receiving bank an 
amount in excess of the amount of the 
sender’s order. Section 4A-303 (A.C.A. 
§ 4-4A-303) takes precedence over Sec- 
tion 4A-402(c) (A.C.A. § 4-4A-402(c)) and 
states the liability of the sender and the 
rights of the receiving bank in various 
cases of erroneous execution. 

2. Subsections (a) and (b) (A.C.A. § 4- 
4A-303(a) and (b)) deal with cases in 
which the receiving bank executes by is- 
suing a payment order in the wrong 
amount. If Originator ordered Origina- 
tor’s Bank to pay $1,000,000 to the ac- 
count of Beneficiary in Beneficiary’s Bank, 
but Originator’s Bank erroneously in- 
structed Beneficiarys Bank to pay 
$2,000,000 to Beneficiary’s account, sub- 
section (a) (A.C.A. § 4-4A-303(a)) applies. 
If Beneficiary’s Bank accepts the order of 
Originator’s Bank, Beneficiary’s Bank is 
entitled to receive $2,000,000 from Origi- 
nator’s Bank, but Originator’s Bank is 
entitled to receive only $1,000,000 from 
Originator. Originator’s Bank is entitled 


to recover the overpayment from Benefi- 
ciary to the extent allowed by the law 
governing mistake and restitution. Origi- 
nator’s Bank would normally have a right 
to recover the overpayment from Benefi- 
ciary, but in unusual cases the law of 
restitution might allow Beneficiary to 
keep all or part of the overpayment. For 
example, if Originator owed $2,000,000 to 
Beneficiary and Beneficiary received the 
extra $1,000,000 in good faith in dis- 
charge of the debt, Beneficiary may be 
allowed to keep it. In this case Origina- 
tor’s Bank has paid an obligation of Orig- 
inator and under the law of restitution, 
which applies through Section 1-103 
(A.C.A. § 4-1-103), Originator’s Bank 
would be subrogated to Beneficiary’s 
rights against Originator on the obliga- 
tion paid by Originator’s Bank. 

If Originator’s Bank erroneously exe- 
cuted Originator’s order by instructing 
Beneficiarys Bank to pay less than 
$1,000,000, subsection (b) (A.C.A. § 4-4A- 
303(b)) applies. If Originator’s Bank cor- 
rects its error by issuing another payment 
order to Beneficiary’s Bank that results in 
payment of $1,000,000 to Beneficiary, 
Originator’s Bank is entitled to payment 
of $1,000,000 from Originator. If the mis- 
take is not corrected, Originator’s Bank is 
entitled to payment from Originator only 
in the amount of the order issued by 
Originator’s Bank. 

3. Subsection (a) (A.C.A. § 4-4A- 
303(a)) also applies to duplicate payment 
orders. Assume Originator’s Bank prop- 
erly executes Originator’s $1,000,000 pay- 
ment order and then by mistake issues a 
second $1,000,000 payment order in exe- 
cution of Originator’s order. If Beneficia- 
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rys Bank accepts both orders issued by 
Originator’s Bank, Beneficiary’s Bank is 
entitled to receive $2,000,000 from Origi- 
nator’s Bank but Originator’s Bank is 
entitled to receive only $1,000,000 from 
Originator. The remedy of Originator’s 
Bank is the same as that of a receiving 
bank that executes by issuing an order in 
an amount greater than the sender’s or- 
der. It may recover the overpayment from 
Beneficiary to the extent allowed by the 
law governing mistake and restitution 
and in a proper case as stated in Comment 
2 may have subrogation rights if it is not 
entitled to recover from Beneficiary. 

4. Suppose Originator instructs Origi- 
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nator’s Bank to pay $1,000,000 to Account 
# 12345 in Beneficiarys Bank. Origina- 
tor’s Bank erroneously instructs Benefi- 
ciary’s Bank to pay $1,000,000 to Account 
# 12346 and Beneficiary’s Bank accepted. 
Subsection (c) (A.C.A. § 4-4A-303(c)) cov- 
ers this case. Originator is not obliged to 
pay its payment order, but Originator’s 
Bank is required to pay $1,000,000 to 
Beneficiary’s Bank. The remedy of Origi- 
nator’s Bank is to recover $1,000,000 from 
the holder of Account # 12346 that re- 
ceived payment by mistake. Recovery 
based on the law of mistake and restitu- 
tion is described in Comment 2. 


Comment to § 4A-304 (A.C.A. § 4-4A-304) 


This section (A.C.A. § 4-4A-304) is 
identical in effect to Section 4A-204 
(A.C.A. § 4-4A-204) which applies to un- 
authorized orders issued in the name of a 


customer of the receiving bank. The ratio- 
nale is stated in Comment 2 to Section 
4A-204 (A.C.A. § 4-4A-204). 


Comment to § 4A-305 (A.C.A. § 4-4A-305) 


1. Subsection (a) (A.C.A. § 4-4A- 
305(a)) covers cases of delay in completion 
of a funds transfer resulting from an exe- 
cution by a receiving bank in breach of 
Section 4A-302(a) (A.C.A. § 4-4A-302(a)). 
The receiving bank is obliged to pay inter- 
est on the amount of the order for the 
period of the delay. The rate of interest is 
stated in Section 4A-506 (A.C.A. § 4-4A- 
506). With respect to wire transfers (other 
than ACH transactions) within the United 
States, the expectation is that the funds 
transfer will be completed the same day. 
In those cases, the originator can reason- 
ably expect that the originator’s account 
will be debited on the same day as the 
beneficiary's account is credited. If the 
funds transfer is delayed, compensation 
can be paid either to the originator or to 
the beneficiary. The normal practice is to 
compensate the beneficiary’s bank to al- 
low that bank to compensate the benefi- 
ciary by back-valuing the payment by the 
number of days of delay. Thus, the bene- 
ficiary is in the same position that it 
would have been in if the funds transfer 
had been completed on the same day. 
Assume on Day 1, Originator’s Bank is- 
sues its payment order to Intermediary 
Bank which is received on that day. Inter- 
mediary Bank does not execute that order 


until Day 2 when it issues an order to 
Beneficiary’s Bank which is accepted on 
that day. Intermediary Bank complies 
with subsection (a) (A.C.A. § 4-4A-305(a)) 
by paying one day’s interest to Beneficia- 
ry’ Bank for the account of Beneficiary. 

2. Subsection (b) (A.C.A. § 4-4A- 
305(b)) applies to cases of breach of Sec- 
tion 4A-302 (A.C.A. § 4-4A-302) involving 
more than mere delay. In those cases the 
bank is liable for damages for improper 
execution but they are limited to compen- 
sation for interest losses and incidental 
expenses of the sender resulting from the 
breach, the expenses of the sender in the 
funds transfer and attorney’s fees. This 
subsection (A.C.A. § 4-4A-305(b)) reflects 
the judgment that imposition of conse- 
quential damages on a bank for commis- 
sion of an error is not justified. 

The leading common law case on the 
subject of consequential damages is Evra 
Corp. v. Swiss Bank Corp., 673 F.2d 951 
(7th Cir. 1982), in which Swiss Bank, an 
intermediary bank, failed to execute a 
payment order. Because the beneficiary 
did not receive timely payment the origi- 
nator lost a valuable ship charter. The 
lower court awarded the originator $2.1 
million for lost profits even though the 
amount of the payment order was only 


344 


$27,000. The Seventh Circuit reversed, in 
part on the basis of the common law rule 
of Hadley v. Baxendale that consequential 
damages may not be awarded unless the 
defendant is put on notice of the special 
circumstances giving rise to them. Swiss 
Bank may have known that the originator 
was paying the shipowner for the hire of a 
vessel but did not know that a favorable 
charter would be lost if the payment was 
delayed. “Electronic payments are not so 
unusual as to automatically place a bank 
on notice of extraordinary consequences if 
such a transfer goes awry. Swiss Bank did 
not have enough information to infer that 
if it lost a $27,000 payment order it would 
face liability in excess of $2 million.” 673 
F.2d at 956. 

If Evra means that consequential dam- 
ages can be imposed if the culpable bank 
has notice of particular circumstances giv- 
ing rise to the damages, it does not pro- 
vide an acceptable solution to the problem 
of bank liability for consequential dam- 
ages. In the typical case transmission of 
the payment order is made electronically. 
Personnel of the receiving bank that pro- 
cess payment orders are not the appropri- 
ate people to evaluate the risk of liability 
for consequential damages in relation to 
the price charged for the wire transfer 
service. Even if notice is received by 
higher level management personnel who 
could make an appropriate decision 
whether the risk is justified by the price, 
liability based on notice would require 
evaluation of payment orders on an indi- 
vidual basis. This kind of evaluation is 
inconsistent with the high-speed, low- 
price, mechanical nature of the processing 
system that characterizes wire transfers. 
Moreover, in Evra the culpable bank was 
an intermediary bank with which the 
originator did not deal. Notice to the orig- 
inator’s bank would not bind the interme- 
diary bank, and it seems impractical for 
the originator’s bank to convey notice of 
this kind to intermediary banks in the 
funds transfer. The success of the whole- 
sale wire transfer industry has largely 
been based on its ability to effect payment 
at low cost and great speed. Both of these 
essential aspects of the modern wire 
transfer system would be adversely af- 
fected by a rule that imposed on banks 
liability for consequential damages. A 
banking industry amicus brief in Evra 
stated: “Whether banks can continue to 
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make EFT services available on a wide- 
spread basis, by charging reasonable 
rates, depends on whether they can do so 
without incurring unlimited consequen- 
tial risks. Certainly, no bank would han- 
dle for $3.25 a transaction entailing po- 
tential liability in the millions of dollars.” 

As the court in Evra also noted, the 
originator of the funds transfer is in the 
best position to evaluate the risk that a 
funds transfer will not be made on time 
and to manage that risk by issuing a 
payment order in time to allow monitoring 
of the transaction. The originator, by ask- 
ing the beneficiary, can quickly determine 
if the funds transfer has been completed. 
If the originator has sent the payment 
order at a time that allows a reasonable 
margin for correcting error, no loss is 
likely to result if the transaction is moni- 
tored. The other published cases on this 
issue reach the Evra result. Central Coor- 
dinates, Inc. v. Morgan Guaranty Trust 
Co., 40 U.C.C.Rep.Serv. 1340 (N.Y.Sup.Ct. 
1985), and Gatoil (U.S.A.), Inc. v. Forest 
Hill State Bank, 1 U.C.C.Rep.Serv.2d 171 
(D.Md. 1986). 

Subsection (c) (A.C.A. § 4-4A-305(c)) al- 
lows the measure of damages in subsec- 
tion (b) (A.C.A. § 4-4A-305(b)) to be in- 
creased by an express written agreement 
of the receiving bank. An originator’s bank 
might be willing to assume additional 
responsibilities and incur additional lia- 
bility in exchange for a higher fee. 

3. Subsection (d) (A.C.A. § 4-4A- 
305(d)) governs cases in which a receiving 
bank has obligated itself by express agree- 
ment to accept payment orders of a 
sender. In the absence of such an agree- 
ment there is no obligation by a receiving 
bank to accept a payment order. Section 
4A-212 (A.C.A. § 4-4A-212). The measure 
of damages for breach of an agreement to 
accept a payment order is the same as 
that stated in subsection (b) (A.C.A. § 4- 
4A-305(b)). As in the case of subsection (b) 
(A.C.A. § 4-4A-305(b)), additional dam- 
ages, including consequential damages, 
may be recovered to the extent stated in 
an express written agreement of the re- 
ceiving bank. 

4. Reasonable attorney’s fees are recov- 
erable only in cases in which damages are 
limited to statutory damages stated in 
subsections (a), (b) and (d) (A.C.A. § 4-4A- 
305(a), (b), and (d)). If additional damages 
are recoverable because provided for by an 
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express written agreement, attorney’s 
fees are not recoverable. The rationale is 
that there is no need for statutory attor- 
ney’s fees in the latter case, because the 
parties have agreed to a measure of dam- 
ages which may or may not provide for 
attorney’s fees. 
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5. The effect of subsection (f) (A.C.A. 
§ 4-4A-305(f)) is to prevent reduction of a 
receiving bank’s liability under Section 
4A-305 (A.C.A. § 4-4A-305). 


Comment to § 4A-401 (A.C.A. § 4-4A-401) 


“Payment date” refers to the day the 
beneficiary’s bank is to pay the benefi- 
ciary. The payment date may be expressed 
in various ways so long as it indicates the 
day the beneficiary is to receive payment. 
For example, in ACH transfers the pay- 
ment date is the equivalent of “settlement 
date” or “effective date.” Payment date 
applies to the payment order issued to the 


beneficiary’s bank, but a payment order 
issued to a receiving bank other than the 
beneficiary's bank may also state a date 
for payment to the beneficiary. In the 
latter case, the statement of a payment 
date is to instruct the receiving bank 
concerning time of execution of the send- 
er’s order. Section 4A-301(b) (A.C.A. § 4- 
4A-301(b)). 


Comment to § 4A-402 (A.C.A. § 4-4A-402) 


1. Subsection (b) (A.C.A. § 4-4A- 
402(b)) states that the sender of a pay- 
ment order to the beneficiary’s bank must 
pay the order when the beneficiary’s bank 
accepts the order. At that point the bene- 
ficiary’s bank is obliged to pay the benefi- 
ciary. Section 4A-404(a) (A.C.A. § 4-4A- 
404(a)). The last clause of subsection (b) 
(A.C.A. § 4-4A-402(b)) covers a case of 
premature acceptance by the beneficiary’s 
bank. In some funds transfers, notably 
automated clearing house transfers, a 
beneficiary’s bank may receive a payment 
order with a payment date after the day 
the order is received. The beneficiary’s 
bank might accept the order before the 
payment date by notifying the beneficiary 
of receipt of the order. Although the accep- 
tance obliges the beneficiary’s bank to pay 
the beneficiary, payment is not due until 
the payment date. The last clause of sub- 
section (b) (A.C.A. § 4-4A-402(b)) is con- 
sistent with that result. The beneficiary’s 
bank is also not entitled to payment from 
the sender until the payment date. 

2. Assume that Originator instructs 
Bank A to order immediate payment to 
the account of Beneficiary in Bank B. 
Execution of Originator’s payment or- 
dered by Bank A is acceptance under Sec- 
tion 4A-209(a) (A.C.A. § 4-4A-209(a)). 
Under the second sentence of Section 4A- 
402(c) (A.C.A. § 4-4A-402(c)) the accep- 
tance creates an obligation of Originator 
to pay Bank A the amount of the order. 


The last clause of that sentence deals with 
attempted funds transfers that are not 
completed. In that event the obligation of 
the sender to pay its payment order is 
excused. Originator makes payment to 
Beneficiary when Bank B, the beneficia- 
ry’s bank, accepts a payment order for the 
benefit of Beneficiary. Section 4A-406(a) 
(A.C.A. § 4-4A-406(a)). If that acceptance 
by Bank B does not occur, the funds trans- 
fer has miscarried because Originator has 
not paid Beneficiary. Originator doesn’t 
have to pay its payment order, and if it 
has already paid it is entitled to refund of 
the payment with interest. The rate of 
interest is stated in Section 4A-506 
(A.C.A. § 4-4A-506). This “money-back 
guarantee” is an important protection of 
Originator. Originator is assured that it 
will not lose its money if something goes 
wrong in the transfer. For example, risk of 
loss resulting from payment to the wrong 
beneficiary is borne by some bank, not by 
Originator. The most likely reason for 
noncompletion is a failure to execute or an 
erroneous execution of a payment order by 
Bank A or an intermediary bank. Bank A 
may have issued its payment order to the 
wrong bank or it may have identified the 
wrong beneficiary in its order. The money- 
back guarantee is particularly important 
to Originator if noncompletion of the 
funds transfer is due to the fault of an 
intermediary bank rather than Bank A. In 
that case Bank A must refund payment to 
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Originator, and Bank A has the burden of 
obtaining refund from the intermediary 
bank that it paid. 

Subsection (c) (A.C.A. § 4-4A-402(c)) 
can result in loss if an intermediary bank 
suspends payments. Suppose Originator 
instructs Bank A to pay to Beneficiary’s 
account in Bank B and to use Bank C as 
an intermediary bank. Bank A executes 
Originator’s order by issuing a payment 
order to Bank C. Bank A pays Bank C. 
Bank C fails to execute the order of Bank 
A and suspends payments. Under subsec- 
tions (c) and (d) (A.C.A. § 4-4A-402(c) and 
(d)), Originator is not obliged to pay Bank 
A and is entitled to refund from Bank A of 
any payment that it may have made. 
Bank A is entitled to a refund from Bank 
C, but Bank C is insolvent. Subsection (e) 
(A.C.A. § 4-4A-402(e)) deals with this 
case. Bank A was required to issue its 
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payment order to Bank C because Bank C 
was designated as an intermediary bank 
by Originator. Section 4A-302(a)(1) 
(A.C.A. § 4-4A-302(a)(1)). In this case 
Originator takes the risk of insolvency of 
Bank C. Under subsection (e) (A.C.A. § 4- 
4A-402(e)), Bank A is entitled to payment 
from Originator and Originator is subro- 
gated to the right of Bank A under subsec- 
tion (d)(A.C.A. § 4-4A-402(d)) to refund of 
payment from Bank C. 

3. A payment order is not like a nego- 
tiable instrument on which the drawer or 
maker has liability. Acceptance of the or- 
der by the receiving bank creates an obli- 
gation of the sender to pay the receiving 
bank the amount of the order. That is the 
extent of the sender’s liability to the re- 
ceiving bank and no other person has any 
rights against the sender with respect to 
the sender’s order. 


Comment to § 4A-403 (A.C.A. § 4-4A-403) 


1. This section (A.C.A. § 4-4A-403) de- 
fines when a sender pays the obligation 
stated in Section 4A-402 (A.C.A. § 4-4A- 
402). If a group of two or more banks 
engage in funds transfers with each other, 
the participating banks will sometimes be 
senders and sometimes receiving banks. 
With respect to payment orders other 
than Fedwires, the amounts of the various 
payment orders may be credited and deb- 
ited to accounts of one bank with another 
or to a clearing house account of each 
bank and amounts owed and amounts due 
are netted. Settlement is made through a 
Federal Reserve Bank by charges to the 
Federal Reserve accounts of the net 
debtor banks and credits to the Federal 
Reserve accounts of the net creditor 
banks. In the case of Fedwires the send- 
er’s obligation is settled by a debit to the 
Federal Reserve account of the sender and 
a credit to the Federal Reserve account of 
the receiving bank at the time the receiv- 
ing bank receives the payment order. Both 
of these cases are covered by subsection 
(a)(1) (A.C.A. § 4-4A-403(a)(1)). When the 
Federal Reserve settlement becomes final 
the obligation of the sender under Section 
4A-402 (A.C.A. § 4-4A-402) is paid. 

2. In some cases a bank does not settle 
an obligation owed to another bank 
through a Federal Reserve Bank. This is 
the case if one of the banks is a foreign 


bank without access to the Federal Re- 
serve payment system. In this kind of 
case, payment is usually made by credits 
or debits to accounts of the two banks with 
each other or to accounts of the two banks 
in a third bank. Suppose Bank B has an 
account in Bank A. Bank A advises Bank 
B that its account in Bank A has been 
credited $1,000,000 and that the credit is 
immediately withdrawable. Bank A also 
instructs Bank B to pay $1,000,000 to the 
account of Beneficiary in Bank B. This 
case is covered by subsection (a)(2) (A.C.A. 
§ 4-4A-403(a)(2)). Bank B may want to 
immediately withdraw this credit. For ex- 
ample, it might do so by instructing Bank 
A to debit the account and pay some third 
party. Payment by Bank A to Bank B of 
Bank A’s payment order occurs when the 
withdrawal is made. Suppose Bank B does 
not withdraw the credit. Since Bank B is 
the beneficiary’s bank, one of the effects of 
receipt of payment by Bank B is that 
acceptance of Bank A’s payment order 
automatically occurs at the time of pay- 
ment. Section 4A-209(b)(2) (A.C.A. § 4- 
4A-209(b)(2)). Acceptance means that 
Bank B is obliged to pay $1,000,000 to 
Beneficiary. Section 4A-404(a) (A.C.A. 
§ 4-4A-404(a)). Subsection (a)(2) of Sec- 
tion 4A-403 (A.C.A. § 4-4A-403(a)(2)) 
states that payment does not occur until 
midnight if the credit is not withdrawn. 
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This allows Bank B an opportunity to 
reject the order if it does not have time to 
withdraw the credit to its account and it is 
not willing to incur the liability to Benefi- 
ciary before it has use of the funds repre- 
sented by the credit. 

3. Subsection (a)(3) (A.C.A. § 4-4A- 
403(a)(3)) applies to a case in which the 
sender (bank or nonbank) has a funded 
account in the receiving bank. If Sender 
has an account in Bank and issues a 
payment order to Bank, Bank can obtain 
payment from Sender by debiting the ac- 
count of Sender, which pays its Section 
4A-402 (A.C.A. § 4-4A-402) obligation to 
Bank when the debit is made. 

4. Subsection (b) (A.C.A. § 4-4A- 
403(b)) deals with multilateral settle- 
ments made through a funds transfer sys- 
tem and is based on the CHIPS settlement 
system. In a funds transfer system such 
as CHIPS, which allows the various banks 
that transmit payment orders over the 
system to settle obligations at the end of 
each day, settlement is not based on indi- 
vidual payment orders. Each bank using 
the system engages in funds transfers 
with many other banks using the system. 
Settlement for any participant is based on 
the net credit or debit position of that 
participant with all other banks using the 
system. Subsection (b) (A.C.A. § 4-4A- 
403(b)) is designed to make clear that the 
obligations of any sender are paid when 
the net position of that sender is settled in 
accordance with the rules of the funds 
transfer system. This provision is in- 
tended to invalidate any argument, based 


347 


on common-law principles, that multilat- 
eral netting is not valid because mutuality 
of obligation is not present. Subsection (b) 
(A.C.A. § 4-4A-403(b)) dispenses with any 
mutuality of obligation requirements. 
Subsection (c) (A.C.A. § 4-4A-403(c)) ap- 
plies to cases in which two banks send 
payment orders to each other during the 
day and settle with each other at the end 
of the day or at the end of some other 
period. It is similar to subsection (b) 
(A.C.A. § 4-4A-403(b)) in that it recog- 
nizes that a sender’s obligation to pay a 
payment order is satisfied by a setoff. The 
obligations of each bank as sender to the 
other as receiving bank are obligations of 
the bank itself and not as representative 
of customers. These two sections (A.C.A. 
§ 4-4A-403(b) and (c)) are important in 
the case of insolvency of a bank. They 
make clear that liability under Section 
4A-402 (A.C.A. § 4-4A-402) is based on 
the net position of the insolvent bank after 
setoff. 

5. Subsection (d) (A.C.A. § 4-4A- 
403(d)) relates to the uncommon case in 
which the sender doesn’t have an account 
relationship with the receiving bank and 
doesn’t settle through a Federal Reserve 
Bank. An example would be a customer 
that pays over the counter for a payment 
order that the customer issues to the 
receiving bank. Payment would normally 
be by cash, check or bank obligation. 
When payment occurs is determined by 
law outside Article 4A (A.C.A. § 4-4A-101 
et seq.). 


Comment to § 44-404 (A.C.A. § 4-4A-404) 


1. The first sentence of subsection (a) 
(A.C.A. § 4-4A-404(a)) states the time 
when the obligation of the beneficiary’s 
bank arises. The second and third sen- 
tences state when the beneficiary’s bank 
must make funds available to the benefi- 
ciary. They also state the measure of dam- 
ages for failure, after demand, to comply. 
Since the Expedited Funds Availability 
Act, 12 U.S.C. 4001 et seq., also governs 
funds availability in a funds transfer, the 
second and third sentences of subsection 
(a) (A.C.A. § 4-4A-404(a)) may be subject 
to preemption by that Act. 

2. Subsection (a) (A.C.A. § 4-4A- 
404(a)) provides that the beneficiary of an 
accepted payment order may recover con- 


sequential damages if the beneficiary’s 
bank refuses to pay the order after de- 
mand by the beneficiary if the bank at 
that time had notice of the particular 
circumstances giving rise to the damages. 
Such damages are recoverable only to the 
extent the bank had “notice of the damag- 
es.” The quoted phrase requires that the 
bank have notice of the general type or 
nature of the damages that will be suf- 
fered as a result of the refusal to pay and 
their general magnitude. There is no re- 
quirement that the bank have notice of 
the exact or even the approximate amount 
of the damages, but if the amount of 
damages is extraordinary the bank is en- 
titled to notice of that fact. For example, 
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in Evra Corp. v. Swiss Bank Corp., 673 
F.2d 951 (7th Cir. 1982), failure to com- 
plete a funds transfer of only $27,000 
required to retain rights to a very favor- 
able ship charter resulted in a claim for 
more than $2,000,000 of consequential 
damages. Since it is not reasonably fore- 
seeable that a failure to make a relatively 
small payment will result in damages of 
this magnitude, notice is not sufficient if 
the beneficiary’s bank has notice only that 
the $27,000 is necessary to retain rights 
on a ship charter. The bank is entitled to 
notice that an exceptional amount of dam- 
ages will result as well. For example, 
there would be adequate notice if the bank 
had been made aware that damages of 
$1,000,000 or more might result. 

3. Under the last clause of subsection 
(a) (A.C.A. § 4-4A-404(a)) the beneficia- 
ry’s bank is not liable for damages if its 
refusal to pay was “because of a reason- 
able doubt concerning the right of the 
beneficiary to payment.” Normally there 
will not be any question about the right of 
the beneficiary to receive payment. Nor- 
mally, the bank should be able to deter- 
mine whether it has accepted the payment 
order and, if it has been accepted, the first 
sentence of subsection (a) (A.C.A. § 4-4A- 
404(a)) states that the bank is obliged to 
pay. There may be uncommon cases, how- 
ever, in which there is doubt whether 
acceptance occurred. For example, if ac- 
ceptance is based on receipt of payment by 
the beneficiary’s bank under Section 4A- 
403(a)(1) or (2) (A.C.A. § 4-4A-403(a)(1) or 
(2)), there may be cases in which the bank 
is not certain that payment has been re- 
ceived. There may also be cases in which 
there is doubt about whether the person 
demanding payment is the person identi- 
fied in the payment order as beneficiary of 
the order. 

The last clause of subsection (a) (A.C.A. 
§ 4-4A-404(a)) does not apply to cases in 
which a funds transfer is being used to 
pay an obligation and a dispute arises 
between the originator and the benefi- 
ciary concerning whether the obligation is 
in fact owed. For example, the originator 
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may try to prevent payments to the bene- 
ficiary by the beneficiary’s bank by alleg- 
ing that the beneficiary is not entitled to 
payment because of fraud against the 
originator or a breach of contract relating 
to the obligation. The fraud or breach of 
contract claim of the originator may be 
grounds for recovery by the originator 
from the beneficiary after the beneficiary 
is paid, but it does not affect the obligation 
of the beneficiary’s bank to pay the bene- 
ficiary. Unless the payment order has 
been canceled pursuant to Section 4A- 
211(c) (A.C.A. § 4-4A-211(c)), there is no 
excuse for refusing to pay the beneficiary 
and, in a proper case, the refusal may 
result in consequential damages. Except 
in the case of a book transfer, in which the 
beneficiary’s bank is also the originator’s 
bank, the originator of a funds transfer 
cannot cancel a payment order to the 
beneficiary's bank, with or without the 
consent of that bank, because the origina- 
tor is not the sender of that order. Thus, 
the beneficiary’s bank may safely ignore 
any instruction by the originator to with- 
hold payment to the beneficiary. 

4. Subsection (b) (A.C.A. § 4-4A- 
404(b)) states the duty of the beneficiary’s 
bank to notify the beneficiary of receipt of 
the order. If acceptance occurs under Sec- 
tion 4A-209(b)(1) (A.C.A.  § 4-4A- 
209(b)(1)) the beneficiary is normally no- 
tified. Thus, subsection (b) (A.C.A. § 4- 
4A-404(b)) applies primarily to cases in 
which acceptance occurs under Section 
4A-209(b)(2) or (3) (A.C.A. § 4-4A- 
209(b)(2) or (3)). Notice under subsection 
(b) (A.C.A. § 4-4A-404(b)) is not required 
if the person entitled to the notice agrees 
or a funds transfer system rule provides 
that notice is not required and the benefi- 
ciary is given notice of the rule. n ACH 
transactions the normal practice is not to 
give notice to the beneficiary unless notice 
is requested by the beneficiary. This prac- 
tice can be continued by adoption of a 
funds transfer system rule. Subsection (a) 
(A.C.A. § 4-4A-404(a)) is not subject to 
variation by agreement or by a funds 
transfer system rule. 


Comment to § 4A-405 (A.C.A. § 4-4A-405) 


1. This section (A.C.A. § 4-4A-405) de- 
fines when the beneficiary’s bank pays the 
beneficiary and when the obligation of the 


beneficiary's bank under Section 4A-404 
(A.C.A. § 4-4A-404) to pay the beneficiary 
is satisfied. In almost all cases the bank 
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will credit an account of the beneficiary 
when it receives a payment order. In the 
typical case the beneficiary is paid when 
the beneficiary is given notice of the right 
to withdraw the credit. Subsection (a)(i) 
(A.C.A. § 4-4A-405(a)(i)). In some cases 
payment might be made to the beneficiary 
not by releasing funds to the beneficiary, 
but by applying the credit to a debt of the 
beneficiary. Subsection (a)(ii) (A.C.A. § 4- 
4A-405(a)(ii)). In this case the beneficiary 
gets the benefit of the payment order 
because a debt of the beneficiary has been 
satisfied. The two principal cases in which 
payment will occur in this manner are 
setoff by the beneficiary’s bank and pay- 
ment of the proceeds of the payment order 
to a garnishing creditor of the beneficiary. 
These cases are discussed in Comment 2 
to Section 4A-502 (A.C.A. § 4-4A-502). 

2. If a beneficiary’s bank releases funds 
to the beneficiary before it receives pay- 
ment from the sender of the payment 
order, it assumes the risk that the sender 
may not pay the sender’s order because of 
suspension of payments or other reason. 
Subsection (c) (A.C.A. § 4-4A-405(c)). As 
stated in Comment 5 to Section 4A-209 
(A.C.A. § 4-4A-209), the beneficiary’s 
bank can protect itself against this risk by 
delaying acceptance. But if the bank ac- 
cepts the order it is obliged to pay the 
beneficiary. If the beneficiary’s bank has 
given the beneficiary notice of the right to 
withdraw a credit made to the beneficia- 
rys account, the beneficiary has received 
payment from the bank. Once payment 
has been made to the beneficiary with 
respect to an obligation incurred by the 
bank under Section 4A-404(a) (A.C.A. § 4- 
4A-404(a)), the payment cannot be recov- 
ered by the beneficiary’s bank unless sub- 
section (d) or (e) (A.C.A. § 4-4A-405(d) or 
(e)) applies. Thus, a right to withdraw a 
credit cannot be revoked if the right to 
withdraw constituted payment of the 
bank’s obligation. This principle applies 
even if funds were released as a “loan” (see 
Comment 5 to Section 4A-209 (A.C.A. § 4- 
4A-209)), or were released subject to a 
condition that they would be repaid in the 
event the bank does not receive payment 
from the sender of the payment order, or 
the beneficiary agreed to return the pay- 
ment if the bank did not receive payment 
from the sender. 

3. Subsection (c) (A.C.A. § 4-4A-405(c)) 
is subject to an exception stated in subsec- 
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tion (d) (A.C.A. § 4-4A-405(d)) which is 
intended to apply to automated clearing 
house transfers. ACH transfers are made 
in batches. A beneficiary’s bank will nor- 
mally accept, at the same time and as part 
of a single batch, payment orders with 
respect to many different originator’s 
banks. Comment 2 to Section 4A-206 
(A.C.A. § 4-4A-206). The custom in ACH 
transactions is to release funds to the 
beneficiary early on the payment date 
even though settlement to the beneficia- 
ry’s bank does not occur until later in the 
day. The understanding is that payments 
to beneficiaries are provisional until the 
beneficiary's bank receives settlement. 
This practice is similar to what happens 
when a depositary bank releases funds 
with respect to a check forwarded for 
collection. If the check is dishonored the 
bank is entitled to recover the funds from 
the customer. ACH transfers are widely 
perceived as check substitutes. Section 
4A-405(d) (A.C.A. § 4-4A-405(d)) allows 
the funds transfer system to adopt a rule 
making payments to beneficiaries provi- 
sional. If such a rule is adopted, a benefi- 
ciarys bank that releases funds to the 
beneficiary will be able to recover the 
payment if it doesn’t receive payment of 
the payment order that it accepted. There 
are two requirements with respect to the 
funds transfer system rule. The benefi- 
ciary, the beneficiary’s bank and the orig- 
inator’s bank must all agree to be bound 
by the rule and the rule must require that 
both the beneficiary and the originator be 
given notice of the provisional nature of 
the payment before the funds transfer is 
initiated. There is no requirement that 
the notice be given with respect to a par- 
ticular funds transfer. Once notice of the 
provisional nature of the payment has 
been given, the notice is effective for all 
subsequent payments to or from the per- 
son to whom the notice was given. Subsec- 
tion (d) (A.C.A. § 4-4A-405(d)) provides 
only that the funds transfer system rule 
must require notice to the beneficiary and 
the originator. The beneficiary’s bank will 
know what the rule requires, but it has no 
way of knowing whether the originator’s 
bank complied with the rule. Subsection 
(d) (A.C.A. § 4-4A-405(d)) does not re- 
quire proof that the originator received 
notice. If the originator’s bank failed to 
give the required notice and the originator 
suffered as a result, the appropriate rem- 
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edy is an action by the originator against 
the originator’s bank based on that fail- 
ure. But the beneficiary’s bank will not be 
able to get the benefit of subsection (d) 
(A.C.A. § 4-4A-405(d)) unless the benefi- 
ciary had notice of the provisional nature 
of the payment because subsection (d) 
(A.C.A. § 4-4A-405(d)) requires an agree- 
ment by the beneficiary to be bound by the 
rule. Implicit in an agreement to be bound 
by a rule that makes a payment provi- 
sional is a requirement that notice be 
given of what the rule provides. The notice 
can be part of the agreement or separately 
given. For example, notice can be given by 
providing a copy of the system’s operating 
rules. 

With respect to ACH transfers made 
through a Federal Reserve Bank acting as 
an intermediary bank, the Federal Re- 
serve Bank is obliged under Section 4A- 
402(b) (A.C.A. § 4-4A-402(b)) to pay a 
beneficiary’s bank that accepts the pay- 
ment order. Unlike Fedwire transfers, un- 
der current ACH practice a Federal Re- 
serve Bank that processes a payment 
order does not obligate itself to pay if the 
originator’s bank fails to pay the Federal 
Reserve Bank. It is assumed that the 
Federal Reserve will use its right of pre- 
emption which is recognized in Section 
4A-107 (A.C.A. § 4-4A-107) to disclaim 
the Section 4A-402(b) (A.C.A. § 4-4A- 
402(b)) obligation in ACH transactions if 
it decides to retain the provisional pay- 
ment rule. 

4. Subsection (e) (A.C.A. § 4-4A-405(e)) 
is another exception to subsection (c) 
(A.C.A. § 4-4A-405(c)). It refers to funds 
transfer systems having loss-sharing 
rules described in the subsection. CHIPS 
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has proposed a rule that fits the descrip- 
tion. Under the CHIPS loss-sharing rule 
the CHIPS banks will have agreed to 
contribute funds to allow the system to 
settle for payment orders sent over the 
system during the day in the event that 
one or more banks are unable to meet 
their settlement obligations. Subsection 
(e) (A.C.A. § 4-4A-405(e)) applies only if 
CHIPS fails to settle despite the loss- 
sharing rule. Since funds under the loss- 
sharing rule will be instantly available to 
CHIPS and will be in an amount sufficient 
to cover any failure that can be reasonably 
anticipated, it is extremely unlikely that 
CHIPS would ever fail to settle. Thus, 
subsection (e) (A.C.A. § 4-4A-405(e)) ad- 
dresses an event that should never occur. 
If that event were to occur, all payment 
orders made over the system would be 
canceled under the CHIPS rule. Thus, no 
bank would receive settlement, whether 
or not a failed bank was involved in a 
particular funds transfer. Subsection (e) 
(A.C.A. § 4-4A-405(e)) provides that each 
funds transfer in which there is a pay- 
ment order with respect to which there is 
a settlement failure is unwound. Accep- 
tance by the beneficiary's bank in each 
funds transfer is nullified. The conse- 
quences of nullification are that the bene- 
ficiary has no right to receive or retain 
payment by the beneficiary’ bank, no 
payment is made by the originator to the 
beneficiary and each sender in the funds 
transfer is, subject to Section 4A-402(e) 
(A.C.A. § 4-4A-402(e)), not obliged to pay 
its payment order and is entitled to refund 
under Section 4A-402(d) (A.C.A. § 4-4A- 
402(d)) if it has already paid. 


Comment to § 4A-406 (A.C.A. § 4-4A-406) 


1. Subsection (a) (A.C.A. § 4-4A- 
406(a)) states the fundamental rule of 
Article 4A (A.C.A. § 4-4A-101 et seq.) that 
payment by the originator to the benefi- 
ciary is accomplished by providing to the 
beneficiary the obligation of the beneficia- 
rys bank to pay. Since this obligation 
arises when the beneficiary’s bank accepts 
a payment order, the originator pays the 
beneficiary at the time of acceptance and 
in the amount of the payment order ac- 
cepted. 

2. In a large percentage of funds trans- 
fers, the transfer is made to pay an obli- 


gation of the originator. Subsection (a) 
(A.C.A. § 4-4A-406(a)) states that the 
beneficiary is paid by the originator when 
the beneficiary’s bank accepts a payment 
order for the benefit of the beneficiary. 
When that happens the effect under sub- 
section (b) (A.C.A. § 4-4A-406(b)) is to 
substitute the obligation of the beneficia- 
ry’s bank for the obligation of the origina- 
tor. The effect is similar to that under 
Article 3 (A.C.A. § 4-3-101 et seq.) if a 
cashier’s check payable to the beneficiary 
had been taken by the beneficiary. Nor- 
mally, payment by funds transfer is 
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sought by the beneficiary because it puts 
money into the hands of the beneficiary 
more quickly. As a practical matter the 
beneficiary and the originator will nearly 
always agree to the funds transfer in 
advance. Under subsection (b) (A.C.A. 
§ 4-4A-406(b)) acceptance by the benefi- 
ciary’s bank will result in discharge of the 
obligation for which payment was made 
unless the beneficiary had made a con- 
tract with respect to the obligation which 
did not permit payment by the means 
used. Thus, if there is no contract of the 
beneficiary with respect to the means of 
payment of the obligation, acceptance by 
the beneficiary’s bank of a payment order 
to the account of the beneficiary can result 
in discharge. 

3. Suppose’ Beneficiary’s contract 
stated that payment of an obligation owed 
by Originator was to be made by a cash- 
ier’s check of Bank A. Instead, Originator 
paid by a funds transfer to Beneficiary’s 
account in Bank B. Bank B accepted a 
payment order for the benefit of Benefi- 
ciary by immediately notifying Benefi- 
ciary that the funds were available for 
withdrawal. Before Beneficiary had a rea- 
sonable opportunity to withdraw the 
funds Bank B suspended payments. Un- 
der the unless clause of subsection (b) 
(A.C.A. § 4-4A-406(b)) Beneficiary is not 
required to accept the payment as dis- 
charging the obligation owed by Origina- 
tor to Beneficiary if Beneficiary’s contract 
means that Beneficiary was not required 
to accept payment by wire transfer. Ben- 
eficiary could refuse the funds transfer as 
payment of the obligation and could resort 
to rights under the underlying contract to 
enforce the obligation. The rationale is 
that Originator cannot impose the risk of 
Bank B’s insolvency on Beneficiary if Ben- 
eficiary had specified another means of 
payment that did not entail that risk. If 
Beneficiary is required to accept Origina- 
tor’s payment, Beneficiary would suffer a 
loss that would not have occurred if pay- 
ment had been made by a cashier’s check 
on Bank A, and Bank A has not suspended 
payments. In this case Originator will 
have to pay twice. It is obliged to pay the 
amount of its payment order to the bank 
that accepted it and has to pay the obliga- 
tion it owes to Beneficiary which has not 
been discharged. Under the last sentence 
of subsection (b) (A.C.A. § 4-4A-406(b)) 
Originator is subrogated to Beneficiary’s 
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right to receive payment from Bank B 
under Section 4A-404(a) (A.C.A. § 4-4A- 
404(a)). 

4. Suppose Beneficiary’s contract called 
for payment by a Fedwire transfer to 
Bank B, but the payment order accepted 
by Bank B was not a Fedwire transfer. 
Before the funds were withdrawn by Ben- 
eficiary, Bank B suspended payments. The 
sender of the payment order to Bank B 
paid the amount of the order to Bank B. In 
this case the payment by Originator did 
not comply with Beneficiary’s contract, 
but the noncompliance did not result in a 
loss to Beneficiary as required by subsec- 
tion (b)(iv) (A.C.A. § 4-4A-406(b)(iv)). A 
Fedwire transfer avoids the risk of insol- 
vency of the sender of the payment order 
to Bank B, but it does not affect the risk 
that Bank B will suspend payments before 
withdrawal of the funds by Beneficiary. 
Thus, the unless clause of subsection (b) 
(A.C.A. § 4-4A-406(b)) is not applicable 
and the obligation owed to Beneficiary is 
discharged. 

5. Charges of receiving banks in a 
funds transfer normally are nominal in 
relationship to the amount being paid by 
the originator to the beneficiary. Wire 
transfers are normally agreed to in ad- 
vance and the parties may agree concern- 
ing how these charges are to be divided 
between the parties. Subsection (c) 
(A.C.A. § 4-4A-406(c)) states a rule that 
applies in the absence of agreement. In 
some funds transfers charges of banks 
that execute payment orders are collected 
by deducting the charges from the amount 
of the payment order issued by the bank, 
i.e. the bank issues a payment order that 
is slightly less than the amount of the 
payment order that is being executed. The 
process is described in Comment 3 to 
Section 4A-302 (A.C.A. § 4-4A-302). The 
result in such a case is that the payment 
order accepted by the beneficiary’s bank 
will be slightly less than the amount of the 
originator’s order. Subsection (c) (A.C.A. 
§ 4-4A-406(c)) recognizes the principle 
that a beneficiary is entitled to full pay- 
ment of a debt paid by wire transfer as a 
condition to discharge. On the other hand, 
subsection (c) (A.C.A. § 4-4A-406(c)) pre- 
vents a beneficiary from denying the orig- 
inator the benefit of the payment by as- 
serting that discharge did not occur 
because deduction of bank charges re- 
sulted in less than full payment. The 
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typical case is one in which the payment is 
made to exercise a valuable right such as 
an option which is unfavorable to the 
beneficiary. Subsection (c) (A.C.A. § 4-4A- 
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406(c)) allows discharge notwithstanding 
the deduction unless the originator fails to 
reimburse the beneficiary for the deducted 
charges after demand by the beneficiary. 


Comment to § 4A-501 (A.C.A. § 4-4A-501) 


1. This section (A.C.A. § 4-4A-501) is 
designed to give some flexibility to Article 
4A (A.C.A. § 4-4A-101 et seq.). Funds 
transfer system rules govern rights and 
obligations between banks that use the 
system. They may cover a wide variety of 
matters such as form and content of pay- 
ment orders, security procedures, cancel- 
lation rights and procedures, indemnity 
rights, compensation rules for delays in 
completion of a funds transfer, time and 
method of settlement, credit restrictions 
with respect to senders of payment orders 
and risk allocation with respect to suspen- 
sion of payments by a participating bank. 
Funds transfer system rules can be very 
effective in supplementing the provisions 
of Article 4A (A.C.A. § 4-4A-101 et seq.) 
and in filling gaps that may be present in 
Article 4A (A.C.A. § 4-4A-101 et seq.). To 
the extent they do not conflict with Article 
4A (A.C.A. § 4-4A-101 et seq.) there is no 
problem with respect to their effective- 
ness. In that case they merely supplement 
Article 4A (A.C.A. § 4-4A-101 et seq.). 
Section 4A-501 (A.C.A. § 4-4A-501) goes 
further. It states that unless the contrary 
is stated, funds transfer system rules can 
override provisions of Article 4A (A.C.A. 
§ 4-4A-101 et seq.). Thus, rights and ob- 
ligations of a sender bank and a receiving 
bank with respect to each other can be 
different from that stated in Article 4A 
(A.C.A. § 4-4A-101 et seq.) to the extent a 
funds transfer system rule applies. Since 
funds transfer system rules are defined as 
those governing the relationship between 
participating banks, a rule can have a 
direct effect only on participating banks. 
But a rule that affects the conduct of a 
participating bank may indirectly affect 
the rights of nonparticipants such as the 
originator or beneficiary of a funds trans- 
fer, and such a rule can be effective even 
though it may affect nonparticipants 
without their consent. For example, a rule 


might prevent execution of a payment 
order or might allow cancellation of a 
payment order with the result that a 
funds transfer is not completed or is de- 
layed. But a rule purporting to define 
rights and obligations of nonparticipants 
in the system would not be effective to 
alter Article 4A (A.C.A. § 4-4A-101 et 
seq.) rights because the rule is not within 
the definition of funds transfer system 
rule. Rights and obligations arising under 
Article 4A (A.C.A. § 4-4A-101 et seq.) may 
also be varied by agreement of the affected 
parties, except to the extent Article 4A 
(A.C.A. § 4-4A-101 et seq.) otherwise pro- 
vides. Rights and obligations arising un- 
der Article 4A (A.C.A. § 4-4A-101 et seq.) 
can also be changed by Federal Reserve 
regulations and operating circulars of 
Federal Reserve Banks. Section 4A-107 
(A.C.A. § 4-4A-107). 

2. Subsection (b)(ii) (A.C.A. § 4-4A- 
501(b)(ii)) refers to ACH transfers. 
Whether an ACH transfer is made 
through an automated clearing house of a 
Federal Reserve Bank or through an au- 
tomated clearing house of another associ- 
ation or bank, the rights and obligations of 
the originator’s bank and the beneficiary’s 
bank are governed by uniform rules 
adopted by various associations of banks 
in various parts of the nation. With re- 
spect to transfers in which a Federal Re- 
serve Bank acts as intermediary bank 
these rules may be incorporated, in whole 
or in part, in operating circulars of the 
Federal Reserve Bank. Even if not so 
incorporated these rules can still be bind- 
ing on the association banks. If a transfer 
is made through a Federal Reserve Bank, 
the rules are effective under subsection 
(b)(Gi) (A.C.A. § 4-4A-501(b)(ii)). If the 
transfer is not made through a Federal 
Reserve Bank, the association rules are 
effective under subsection (b)(i) (A.C.A. 
§ 4-4A-501(b)(i)). 
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Comment to § 4A-502 (A.C.A. § 4-4A-502) 


1. When a receiving bank accepts a 
payment order, the bank normally re- 
ceives payment from the sender by debit- 
ing an authorized account of the sender. 
In accepting the sender’s order the bank 
may be relying on a credit balance in the 
account. If creditor process is served on 
the bank with respect to the account be- 
fore the bank accepts the order but the 
bank employee responsible for the accep- 
tance was not aware of the creditor pro- 
cess at the time the acceptance occurred, 
it is unjust to the bank to allow the 
creditor process to take the credit balance 
on which the bank may have relied. Sub- 
section (b) (A.C.A. § 4-4A-502(b)) allows 
the bank to obtain payment from the 
sender’s account in this case. Under that 
provision, the balance in the sender’s ac- 
count to which the creditor process applies 
is deemed to be reduced by the amount of 
the payment order unless there was suffi- 
cient time for notice of the service of 
creditor process to be received by person- 
nel of the bank responsible for the accep- 
tance. 

2. Subsection (c) (A.C.A. § 4-4A-502(c)) 
deals with payment orders issued to the 
beneficiary's bank. The bank may credit 
the beneficiary’s account when the order is 
received, but under Section 4A-404(a) 
(A.C.A. § 4-4A-404(a)) the bank incurs no 
obligation to pay the beneficiary until the 
order is accepted pursuant to Section 4A- 
209(b) (A.C.A. § 4-4A-209(b)). Thus, be- 
fore acceptance, the credit to the benefi- 
ciary’s account is provisional. But under 
Section 4A-209(b) (A.C.A. § 4-4A-209(b)) 
acceptance occurs if the beneficiary’s bank 
pays the beneficiary pursuant to Section 
4A-405(a) (A.C.A. § 4-4A-405(a)). Under 
that provision, payment occurs if the 
credit to the beneficiary’s account is ap- 
plied to a debt of the beneficiary. Subsec- 
tion (c)(1) (A.C.A. § 4-4A-502(c)(1)) allows 
the bank to credit the beneficiary’s ac- 
count with respect to a payment order and 
to accept the order by setting off the credit 
against an obligation owed to the bank or 
applying the credit to creditor process 
with respect to the account. 

Suppose a beneficiary’s bank receives a 
payment order for the benefit of a cus- 
tomer. Before the bank accepts the order, 
the bank learns that creditor process has 


been served on the bank with respect to 
the customer’s account. Normally there is 
no reason for a beneficiary’s bank to reject 
a payment order, but if the beneficiary’s 
account is garnished, the bank may be 
faced with a difficult choice. If it rejects 
the order, the garnishing creditor’s poten- 
tial recovery of funds of the beneficiary is 
frustrated. It may be faced with a claim by 
the creditor that the rejection was a wrong 
to the creditor. If the bank accepts the 
order, the effect is to allow the creditor to 
seize funds of its customer, the benefi- 
ciary. Subsection (c)(3) (A.C.A. § 4-4A- 
502(c)(3)) gives the bank no choice in this 
case. It provides that it may not favor its 
customer over the creditor by rejecting the 
order. The beneficiary’s bank may right- 
fully reject only if there is an independent 
basis for rejection. 

3. Subsection (c)(2) (A.C.A. § 4-4A- 
502(c)(2)) is similar to subsection (b) 
(A.C.A. § 4-4A-502(b)). Normally the ben- 
eficiary’s bank will release funds to the 
beneficiary shortly after acceptance or it 
will accept by releasing funds. Since the 
bank is bound by a garnishment order 
served before funds are released to the 
beneficiary, the bank might suffer a loss if 
funds were released without knowledge 
that a garnishment order had been 
served. Subsection (c)(2) (A.C.A. § 4-4A- 
502(c)(2)) protects the bank if it did not 
have adequate notice of the garnishment 
when the funds were released. 

4. A creditor may want to reach funds 
involved in a funds transfer. The creditor 
may try to do so by serving process on the 
originator’s bank, an intermediary bank 
or the beneficiary’s bank. The purpose of 
subsection (d) (A.C.A. § 4-4A-502(d)) is to 
guide the creditor and the court as to the 
proper method of reaching the funds in- 
volved in a funds transfer. A creditor of the 
originator can levy on the account of the 
originator in the originator’s bank before 
the funds transfer is initiated, but that 
levy is subject to the limitations stated in 
subsection (b) (A.C.A. § 4-4A-502(b)). The 
creditor of the originator cannot reach any 
other funds because no property of the 
originator is being transferred. A creditor 
of the beneficiary cannot levy on property 
of the originator and until the funds 
transfer is completed by acceptance by the 
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beneficiary’s bank of a payment order for 
the benefit of the beneficiary, the benefi- 
ciary has no property interest in the funds 
transfer which the beneficiary’s creditor 
can reach. A creditor of the beneficiary 
that wants to reach the funds to be re- 
ceived by the beneficiary must serve cred- 
itor process on the beneficiary’s bank to 
reach the obligation of the beneficiary’s 
bank to pay the beneficiary which arises 
upon acceptance by the beneficiary’s bank 
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under Section 4A-404(a) (A.C.A. § 4-4A- 
404(a)). 

5. “Creditor process” is defined in sub- 
section (a) (A.C.A. § 4-4A-502(a)) to cover 
a variety of devices by which a creditor of 
the holder of a bank account or a claimant 
to a bank account can seize the account. 
Procedure and nomenclature varies 
widely from state to state. The term used 
in Section 4A-502 (A.C.A. § 4-4A-502) is a 
generic term. 


Comment to § 4A-503 (A.C.A. § 4-4A-503) 


This section (A.C.A. § 4-4A-503) is re- 
lated to Section 4A-502(d) (A.C.A. § 4-4A- 
502(d)) and to Comment 4 to Section 4A- 
502 (A.C.A. § 4-4A-502). It is designed to 
prevent interruption of a funds transfer 
after it has been set it motion. The initia- 
tion of a funds transfer can be prevented 
by enjoining the originator or the origina- 
tor’s bank from issuing a payment order. 
After the funds transfer is completed by 
acceptance of a payment order by the 
beneficiary’s bank, that bank can be en- 
joined from releasing funds to the benefi- 


ciary or the beneficiary can be enjoined 
from withdrawing the funds. No other 
injunction is permitted. In particular, in- 
termediary banks are protected, and in- 
junctions against the originator and the 
originator’s bank are limited to issuance 
of a payment order. Except for the benefi- 
ciary’s bank, nobody can be enjoined from 
paying a payment order, and no receiving 
bank can be enjoined from receiving pay- 
ment from the sender of the order that it 
accepted. 


Comment to § 44-504 (A.C.A. § 4-4A-504) 


1. Subsection (a) (A.C.A. § 4-4A- 
504(a)) concerns priority among various 
obligations that are to be paid from the 
same account. A customer may have writ- 
ten checks on its account with the receiv- 
ing bank and may have issued one or more 
payment orders payable from the same 
account. If the account balance is not 
sufficient to cover all of the checks and 
payment orders, some checks may be dis- 
honored and some payment orders may 
not be accepted. Although there is no 
concept of wrongful dishonor of a payment 
order in Article 4A (A.C.A. § 4-4A-101 et 
seq.) in the absence of an agreement to 
honor by the receiving bank, some rights 
and obligations may depend on the 
amount in the customer’s account. Section 
4A-209(b)(3) and Section 4A-210(b) 
(A.C.A. §§ 4-4A-209(b)(3) and 4-4A- 
210(b)). Whether dishonor of a check is 
wrongful also may depend upon the bal- 
ance in the customer’s account. Under 
subsection (a) (A.C.A. § 4-4A-504(a)), the 


bank is not required to consider the com- 
peting items and payment orders in any 
particular order. Rather it may charge the 
customer’s account for the various items 
and orders in any order. Suppose there is 
$12,000 in the customer’s account. If a 
check for $5,000 is presented for payment 
and the bank receives a $10,000 payment 
order from the customer, the bank could 
dishonor the check and accept the pay- 
ment order. Dishonor of the check is not 
wrongful because the account balance was 
less than the amount of the check after 
the bank charged the account $10,000 on 
account of the payment order. Or, the 
bank could pay the check and not execute 
the payment order because the amount of 
the order is not covered by the balance in 
the account. 

2. Subsection (b) (A.C.A. § 4-4A- 
504(b)) follows Section 4-208(b) (A.C.A. 
§ 4-4-208(b)) in using the first-in-first-out 
rule for determining the order in which 
credits to an account are withdrawn. 
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Comment to § 44-505 (A.C.A. § 4-4A-505) 


This section (A.C.A. § 4-4A-505) is in 
the nature of a statute of repose for object- 
ing to debits made to the customer’s ac- 
count. A receiving bank that executes pay- 
ment orders of a customer may have 
received payment from the customer by 
debiting the customer’s account with re- 
spect to a payment order that the cus- 
tomer was not required to pay. For exam- 
ple, the payment order may not have been 
authorized or verified pursuant to Section 
4A-202 (A.C.A. § 4-4A-202) or the funds 
transfer may not have been completed. In 
either case the receiving bank is obliged to 
refund the payment to the customer and 
this obligation to refund payment cannot 
be varied by agreement. Section 4A-204 


and Section 4A-402 (A.C.A. §§ 4-4A-204 
and 4-4A-402). Refund may also be re- 
quired if the receiving bank is not entitled 
to payment from the customer because the 
bank erroneously executed a payment or- 
der. Section 4A-303 (A.C.A. § 4-4A-303).A 
similar analysis applies to that case. Sec- 
tion 4A-402(d) and (f) (A.C.A. § 4-4A- 
402(d) and (f)) require refund and the 
obligation to refund may not be varied by 
agreement. Under 4A-505 (A.C.A. § 4-4A- 
505), however, the obligation to refund 
may not be asserted by the customer if the 
customer has not objected to the debiting 
of the account within one year after the 
customer received notification of the debit. 


Comment to § 4A-506 (A.C.A. § 4-4A-506) 


1. A receiving bank is required to pay 
interest on the amount of a payment order 
received by the bank in a number of situ- 
ations. Sometimes the interest is payable 
to the sender and in other cases it is 
payable to either the originator or the 
beneficiary of the funds transfer. The rel- 
evant provisions are Sections 4A-204(a), 
Section 4A-209(b)(3), Section 4A-210(b), 
Section 4A-305(a), Section 4A-402(d) and 
Section 4A-404(b) (A.C.A. §§ 4-4A-204(a), 
4-4A-209(b)(3), 4-4A-210(b), 4-4A-305(a), 
4-4A-402(d), and 4-4A-404(b)). The rate of 
interest may be governed by a funds 
transfer system rule or by agreement as 
stated in subsection (a) (A.C.A. § 4-4A- 
506(a)). If subsection (a) (A.C.A. § 4-4A- 
506(a)) doesn’t apply, the rate is deter- 
mined under subsection (b) (A.C.A. § 4- 
4A-506(b)). Subsection (b) (A.C.A. § 4-4A- 
506(b)) is illustrated by the following 
example. A bank is obliged to pay interest 
on $1,000,000 for three days, July 3, July 
4, and July 5. The published Fed Funds 
rate is .082 for July 3 and .081 for July 5. 
There is no published rate for July 4 
because that day is not a banking day. The 
rate for July 3 applies to July 4. The 
applicable Fed Funds rate is .08167 (the 
average of .082, .082, and .081) divided by 
360 which equals .0002268. The amount 
of interest payable is $1,000,000 x 
.0002268 x 3 = $680.40. 

2. In some cases, interest is payable in 


spite of the fact that there is no fault by 
the receiving bank. The last sentence of 
subsection (b) (A.C.A. § 4-4A-506(b)) ap- 
plies to those cases. For example, a funds 
transfer might not be completed because 
the beneficiary's bank rejected the pay- 
ment order issued to it by the originator’s 
bank or an intermediary bank. Section 
4A-402(c) (A.C.A. § 4-4A-402(c)) provides 
that the originator is not obliged to pay its 
payment order and Section 4A-402(d) 
(A.C.A. § 4-4A-402(d)) provides that the 
originator’s bank must refund any pay- 
ment received plus interest. The require- 
ment to pay interest in this case is not 
based on fault by the originator’s bank. 
Rather, it is based on restitution. Since 
the originator’s bank had the use of the 
originator’s money, it is required to pay 
the originator for the value of that use. 
The value of that use is not determined by 
multiplying the interest rate by the re- 
fundable amount because the originator’s 
bank is required to deposit with the Fed- 
eral Reserve a percentage of the bank’s 
deposits as a reserve requirement. Since 
that deposit does not bear interest, the 
bank had use of the refundable amount 
reduced by a percentage equal to the re- 
serve requirement. If the reserve require- 
ment is 12 %, the amount of interest 
payable by the bank under the formula 
stated in subsection (b) (A.C.A. § 4-4A- 
506(b)) is reduced by 12 %. 


356 


UNIFORM COMMERCIAL CODE 


Comment to § 4A-507 (A.C.A. § 4-4A-507) 


1. Funds transfers are typically inter- 
state or international in character. If part 
of a funds transfer is governed by Article 
4A (A.C.A. § 4-4A-101 et seq.) and an- 
other part is governed by other law, the 
rights and obligations of parties to the 
funds transfer may be unclear because 
there is no clear consensus in various 
jurisdictions concerning the juridical na- 
ture of the transaction. Unless all of a 
funds transfer is governed by a single law 
it may be very difficult to predict the 
result if something goes wrong in the 
transfer. Section 44-507 (A.C.A. § 4-4A- 
507) deals with this problem. Subsection 
(b) (A.C.A. § 4-4A-507(b)) allows parties 
to a funds transfer to make a choice-of-law 
agreement. Subsection (c) (A.C.A. § 4-4A- 
507(c)) allows a funds transfer system to 
select the law of a particular jurisdiction 
to govern funds transfers carried out by 
means of the system. Subsection (a) 
(A.C.A. § 4-4A-507(a)) states residual 
rules if no choice of law has occurred 
under subsection (b) or subsection (c) 
(A.C.A. § 4-4A-507(b) or (c)). 

2. Subsection (a) (A.C.A. § 4-4A- 
507(a)) deals with three sets of relation- 
ships. Rights and obligations between the 
sender of a payment order and the receiv- 
ing bank are governed by the law of the 
jurisdiction in which the receiving bank is 
located. If the receiving bank is the bene- 
ficiary’s bank the rights and obligations of 
the beneficiary are also governed by the 
law of the jurisdiction in which the receiv- 
ing bank is located. Suppose Originator, 
located in Canada, sends a payment order 
to Originator’s Bank located in a state in 
which Article 4A (A.C.A. § 4-4A-101 et 
seq.) has been enacted. The order is for 
payment to an account of Beneficiary in a 
bank in England. Under subsection (a)(1) 
(A.C.A. § 4-4A-507(a)(1)), the rights and 
obligations of Originator and Originator’s 
Bank toward each other are governed by 
Article 4A (A.C.A. § 4-4A-101 et seq.) if an 
action is brought in a court in the Article 
4A (A.C.A. § 4-4A-101 et seq.) state. If an 
action is brought in a Canadian court, the 
conflict of laws issue will be determined by 
Canadian law which might or might not 
apply the law of the state in which Origi- 
nator’s Bank is located. If that law is 
applied, the execution of Originator’s or- 


der will be governed by Article 4A (A.C.A. 
§ 4-4A-101 et seq.), but with respect to 
the payment order of Originator’s Bank to 
the English bank, Article 4A (A.C.A. § 4- 
4A-101 et seq.) may or may not be applied 
with respect to the rights and obligations 
between the two banks. The result may 
depend upon whether action is brought in 
a court in the state in which Originator’s 
Bank is located or in an English court. 
Article 4A (A.C.A. § 4-4A-101 et seq.) is 
binding only on a court in a state that 
enacts it. It can have extraterritorial ef- 
fect only to the extent courts of another 
jurisdiction are willing to apply it. Subsec- 
tion (c) (A.C.A. § 4-4A-507(c)) also bears 
on the issues discussed in this Comment. 

Under Section 4A-406 (A.C.A. § 4-4A- 
406) payment by the originator to the 
beneficiary of the funds transfer occurs 
when the beneficiary’s bank accepts a pay- 
ment order for the benefit of the benefi- 
ciary. A jurisdiction in which Article 4A 
(A.C.A. § 4-4A-101 et seq.) is not in effect 
may follow a different rule or it may not 
have a clear rule. Under Section 4A- 
507(a)(3) (A.C.A. § 4-4A-507(a)(3)) the is- 
sue is governed by the law of the jurisdic- 
tion in which the beneficiary’s bank is 
located. Since the payment to the benefi- 
ciary is made through the beneficiary’s 
bank it is reasonable that the issue of 
when payment occurs be governed by the 
law of the jurisdiction in which the bank is 
located. Since it is difficult in many cases 
to determine where a beneficiary is lo- 
cated, the location of the beneficiary’s 
bank provides a more certain rule. 

3. Subsection (b) (A.C.A. § 4-4A- 
507(b)) deals. with choice-of-law agree- 
ments and it gives maximum freedom of 
choice. Since the law of funds transfers is 
not highly developed in the case law there 
may be a strong incentive to choose the 
law of a jurisdiction in which Article 4A 
(A.C.A. § 4-4A-101 et seq.) is in effect 
because it provides a greater degree of 
certainty with respect to the rights of 
various parties. With respect to commer- 
cial transactions, it is often said that 
“(ulniformity and predictability based 
upon commercial convenience are the 
prime considerations in making the choice 
of governing law....” R. Leflar, American 
Conflicts Law, § 185 (1977). Subsection 
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(b) (A.C.A. § 4-4A-507(b)) is derived in 
part from recently enacted choice-of-law 
rules in the States of New York and Cali- 
fornia. N.Y. Gen. Obligations Law 5-1401 
(McKinney’s 1989 Supp.) and California 
Civil Code § 1646.5. This broad endorse- 
ment of freedom of contract is an enhance- 
ment of the approach taken by Restate- 
ment (Second) of Conflict of Laws § 187(b) 
(1971). The Restatement recognizes the 
basic right of freedom of contract, but the 
freedom granted the parties may be more 
limited than the freedom granted here. 
Under the formulation of the Restate- 
ment, if there is no substantial relation- 
ship to the jurisdiction whose law is se- 
lected and there is no “other” reasonable 
basis for the parties’ choice, then the se- 
lection of the parties need not be honored 
by a court. Further, if the choice is viola- 
tive of a fundamental policy of a state 
which has a materially greater interest 
than the chosen state, the selection could 
be disregarded by a court. Those limita- 
tions are not found in subsection (b) 
(A.C.A. § 4-4A-507(b)). 

4. Subsection (c) (A.C.A. § 4-4A-507(c)) 
may be the most important provision in 
regard to creating uniformity of law in 
funds transfers. Most rights stated in Ar- 
ticle 4A (A.C.A. § 4-4A-101 et seq.) regard 
parties who are in privity of contract such 
as originator and beneficiary, sender and 
receiving bank, and beneficiarys bank 
and beneficiary. Since they are in privity 
they can make a choice of law by agree- 
ment. But that is not always the case. For 
example, an intermediary bank that im- 
properly executes a payment order is not 
in privity with either the originator or the 
beneficiary. The ability of a funds transfer 
system to make a choice of law by rule is a 
convenient way of dispensing with indi- 
vidual agreements and to cover cases in 
which agreements are not feasible. It is 
probable that funds transfer systems will 
adopt a governing law to increase the 
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certainty of commercial transactions that 
are effected over such systems. A system 
rule might adopt the law of an Article 4A 
(A.C.A. § 4-4A-101 et seq.) state to govern 
transfers on the system in order to provide 
a consistent, unitary, law governing all 
transfers made on the system. To the 
extent such system rules develop, individ- 
ual choice-of-law agreements become un- 
necessary. 

Subsection (c) (A.C.A. § 4-4A-507(c)) 
has broad application. A system choice of 
law applies not only to rights and obliga- 
tions between banks that use the system, 
but may also apply to other parties to the 
funds transfer so long as some part of the 
transfer was carried out over the system. 
The originator and any other sender or 
receiving bank in the funds transfer is 
bound if at the time it issues or accepts a 
payment order it had notice that the funds 
transfer involved use of the system and 
that the system chose the law of a partic- 
ular jurisdiction. Under Section 4A-107 
(A.C.A. § 4-4A-107), the Federal Reserve 
by regulation could make a similar choice 
of law to govern funds transfers carried 
out by use of Federal Reserve Banks. 
Subsection (d) (A.C.A. § 4-4A-507(d)) is a 
limitation on subsection (c) (A.C.A. § 4- 
4A-507(c)). If parties have made a choice- 
of-law agreement that conflicts with a 
choice of law made under subsection (c) 
(A.C.A. § 4-4A-507(c)), the agreement 
prevails. 

5. Subsection (e) (A.C.A. § 4-4A-507(e)) 
addresses the case in which a funds trans- 
fer involves more than one funds transfer 
system and the systems adopt conflicting 
choice-of-law rules. The rule that has the 
most significant relationship to the matter 
at issue prevails. For example, each sys- 
tem should be able to make a choice of law 
governing payment orders transmitted 
over that system with regard to a choice of 
law made by another system. 
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ARTICLE 5 
(A.C.A. § 4-5-101 ET SEQ.) 


Comment to § 5-101 (A.C.A. § 4-5-101) 


Letters of credit have been known and 
used for many years, in both international 
and domestic transactions, and in many 
forms; but except for a few provisions, like 
Section 135 of the Negotiable Instruments 
Law, they have not been the subject of 
statutory enactment, and the law concern- 
ing them has been developed in the cases. 

This provision of the Negotiable Instru- 
ments Law is no longer in the Code. See 
the contrary rule in Section 3-410 (A.C.A. 
§ 4-3-410) on the definition of acceptance. 
The other source of law respecting letters 


of credit is the law of contracts with the 
occasional unfortunate excursions into 
the law of guaranty. This Article (Chapter) 
is intended within its limited scope (see 
Comment to Section 5-102 (A.C.A. § 4-5- 
102)) to set an independent theoretical 
frame for the further development of let- 
ters of credit. 


Cross References: 

Sections 5-102 (A.C.A. § 4-5-102), 5-103 
(A.C.A. § 4-5-1038) and 3-410 (A.C.A. § 4- 
3-410). 


Comment to § 5-102 (A.C.A. § 4-5-102) 


Prior Uniform Statutory Provisions: 
None. 


Purposes: 

To define the transactions to which this 
Article (Chapter) applies and to indicate 
that the rules stated are not intended to 
be exhaustive of the law applicable to 
letters of credit. 

1. Although letters of credit are com- 
monly thought of as being issued by banks 
and private bankers, other financing insti- 
tutions can and do enter into transactions 
which fit the traditional concept of letters 
of credit. This is particularly true when 
the financing institution at the request of 
a buyer of goods promises the seller of 

- goods that it will pay or accept drafts of 
demands for payment on either the buyer 
or itself if the drafts are accompanied by 
documents of title covering the goods in- 
volved in the sales contract. Banks and 
private bankers also issue money credits 
which do not require documents of title to 
be presented as one of the conditions of 
honor. So far as these institutions are 
concerned the accompanying papers can 
range from a certification that certain 
building contracts have been performed in 
whole or in part or a notice that goods 
have been sent or a notice of default of 
some kind into the more traditional docu- 
ment of title. Subsection (1) (A.C.A. § 4- 
5-102(1)) attempts to make clear that au- 
tomatic application of this Article 
(Chapter) to the transaction in question 


depends upon the nature of the issuer. 
Paragraph (1)(a) (A.C.A. § 4-5-102(1)(a)) 
is applicable to banks and states that 
whenever the promise to honor is condi- 
tioned on presentation of any piece of 
paper, the transaction is within this Arti- 
cle (Chapter) whereas paragraph (1)(b) 
(A.C.A. § 4-5-102(1)(b)) makes automatic 
application of the Article (Chapter) to 
transactions involving issuers other than 
banks dependent upon the requirement of 
a document of title. 

Since banks issue “clean” as well as 
“documentary” credits and since other 
persons may desire to bring transactions 
involving papers other than documents of 
title within the coverage of this Article 
(Chapter), paragraph (1)(c) (A.C.A. § 4-5- 
102(1)(c)) permits the issuer to do so by 
conspicuous notation that the paper is a 
letter of credit. Whether a transaction 
falls within the mandatory or the permis- 
sive paragraphs of subsection (1) (A.C.A. 
§ 4-5-102(1)) is also of importance on the 
question of payment of funds held by an 
issuer at the time of its insolvency. (See 
5-117 (A.C.A. § 4-5-117).) 

Subsection (2) (A.C.A. § 4-5-102(2)) 
states the negative of the rules of applica- 
bility of subsection (1) (A.C.A. § 4-5- 
102(1)) for greater clarity but is not in- 
tended to either enlarge or limit the tests 
of applicability there laid down. 

2. Subsection (3) (A.C.A. § 4-5-102(3)) 
recognizes that in the present state of the 
law and variety of practices as to letters of 
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credit, no statute can effectively or wisely 
codify all the possible law of letters of 
credit, no statute can effectively or wisely 
codify all the possible law of letters of 
credit without stultifying further develop- 
ment of this useful financing device. The 
more important areas not covered by this 
Article (Chapter) revolve around the ques- 
tion of when documents in fact and in law 
do or do not comply with the terms of the 
credit. In addition such minor matters as 
the absence of expiration dates and the 
effect of extending shipment but not expi- 
ration dates are also left untouched for 
future adjudication. The rules embodied 
in the Article (Chapter) can be viewed as 
those expressing the fundamental theo- 
ries underlying letters of credit. For this 
reason the second sentence of subsection 
(3) (A.C.A. § 4-5-102(3)) makes explicit 
the court’s power to apply a particular 
rule by analogy to cases not within its 
terms, or to refrain from doing so. Under 
Section 1-102(1) (A.C.A. § 4-1-102(1)) 
such application is to follow the canon of 
liberal interpretation to promote underly- 
ing purposes and policies. Since the law of 
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letters of credit is still developing, con- 
scious use of that canon and attention to 
fundamental theory by the court are pe- 
culiarly appropriate. 


Cross Reference: 
Section 1-102 (A.C.A. § 4-1-102). 


Definitional Cross References: 
“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 


“Bank”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Conspicuous”. Section 1-201 (A.C.A. 
§ 4-1-201). 


“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Documentary draft”. 
(A.C.A. § 4-5-1038). 

“Document of title”. 
(A.C.A. § 4-1-201). 


Section 5-103 


Section 1-201 


“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 5-103 (A.C.A. § 4-5-103) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

To define terms used in this Article 
(Chapter). 

1. Paragraph (a) of subsection (1) 
(A.C.A. § 4-5-103(1)(a)) in defining a 
“credit” or “letter of credit” sets forth the 
requirement that the engagement of the 
bank or other person to honor drafts or 
other demands for payment be at the 
request of another and involve a transac- 
tion falling within the scope of this Article 
(Chapter) (Section 5-102 (A.C.A. § 4-5- 
102)). It then makes clear that the “en- 
gagement” may be by way of agreement, 
that is, a promise to honor, or by way of an 
authority to honor, thus including within 
the definition of letter of credit, papers 
called “authorities to purchase or pay”. 
The definition also makes clear that the 
engagement may be either revocable or 
irrevocable, the legal consequences of 
which are spelled out in Section 5-106 
(A.C.A. § 4-5-106) on the time and effect 
of establishment of a credit. Neither the 
definition nor any other section of this 


Article (Chapter) deals with the issue of 
when a credit, not clearly labelled as ei- 
ther revocable or irrevocable falis within 
the one or the other category although the 
Code settles this issue with respect to the 
sales contract (Section 2-325 (A.C.A. § 4- 
2-325)). This issue so far as it affects an 
issuer under this Article (Chapter) is in- 
tentionally left to the courts for decision in 
light of the facts and general law (Section 
1-103 (A.C.A. § 4-1-108)) with due regard 
to the general provisions of the Code in 
Article 1 (Chapter 1) particularly Section 
1-205 (A.C.A. § 4-1-205) on course of deal- 
ing and usage of trade. 

2. Paragraph (b) (A.C.A. § 4-5- 
103(1)(b)) is intended to show that the 
word “document” is far broader than “doc- 
ument of title” for the purposes of this 
Article (Chapter). This is of special impor- 
tance with respect to the application of the 
Article (Chapter) to banks under Section 
5-102(1)(a) (A.C.A. § 4-5-102(1)(a)) and 
differs from the definition of “document” 
in Article 9 (Chapter 9) on secured trans- 
actions which is there limited to docu- 
ments of title. See Section 9-105(1)(e) 
(A.C.A. § 4-9-105(1)(e)). 
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3. The legal relations between the is- 
suer (1)(c) (A.C.A. § 4-5-103(1)(c)) and the 
beneficiary (1)(d) (A.C.A. § 4-5-103(1)(d)) 
and between the issuer and the customer 
(1)(g) (A.C.A. § 4-5-103(1)(g)) are spelled 
out in other sections of this Article (Chap- 
ter). The legal relations between the cus- 
tomer and the beneficiary turn on the 
underlying transaction between them: if 
that transaction be one of sale of goods, 
their rights depend upon Article 2 (Chap- 
ter 2); if the transaction involves the sale 
of investment securities, Article 8 (Chap- 
ter 8) will be applicable; if the transaction 
involves the transfer of commercial paper, 
Article 3 (Chapter 3) will be applicable; if 
documents of title are transferred, Article 
7 (Chapter 7) will be applicable; and if the 
transaction is intended to create a secu- 
rity interest, Article 9 (Chapter 9) will 
apply. The issuer is not a guarantor of the 
performance of these underlying transac- 
tions. See Section 5-109 (A.C.A. § 4-5- 
109). 

4. The definition of customer in subsec- 
tion (1)(g) (A.C.A. § 4-5-103(1)(g)) is ex- 
plicitly made to include a bank which is 
acting for its customer, so that a particu- 
lar transaction may well involve a metro- 
politan issuing bank and two customers, 
one of whom is the ultimate customer as, 
e.g., the buyer of goods and the other of 
whom is the buyer’s local bank which has 
requested the metropolitan bank to issue 
the credit. 

5. The definition of “advising” and “con- 
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firming” banks in subsection (1)(e) (A.C.A. 
§ 4-5-103(1)(e)) and (f) (A.C.A. § 4-5- 
103(1)(f)) do not include a statement of 
their legal consequences. These are set 
out primarily in Section 5-107 (A.C.A. 
§ 4-5-107) on advice of credit; confirma- 
tion; error in statement. 


Cross References: 

Point 1: Sections 5-102 (A.C.A. § 4-5- 
102), 5-106 (A.C.A. § 4-5-106), 1-103 
(A.C.A. § 4-1-103), 1-205 (A.C.A. § 4-1- 
205), 2-325 (A.C.A. § 4-2-325) and Article 
1 (Chapter 1). 

Point 2: Sections 5-102 (A.C.A. § 4-5- 
102), 1-201 (A.C.A. § 4-1-201) and 9-105 
(A.C.A. § 4-9-105). 

Point 3: Articles 2 (Chapter 2), 3 (Chap- 
ter 3), 7 (Chapter 7), 8 (Chapter 8), and 9 
(Chapter 9); Section 5-109 (A.C.A. § 4-5- 
109). 

Point 5: Section 5-107 (A.C.A. § 4-5- 
107). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Bank”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Gives notification”. 
(A.C.A. § 4-1-201). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Section 1-201 


Comment to § 5-104 (A.C.A. § 4-5-104) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-5-104(1)) 
is to make clear that, except for the state- 
ment or title required by Section 
5-102(1)(c) (A.C.A. § 4-5-102(1)(c)) to 
bring certain transactions within the 
scope of this Article (Chapter), no partic- 
ular form need be followed; it is sufficient 
that the credit is in writing and signed by 
the issuer. The subsection also states that 
any modification is subject to the same 
requirements of signing and writing. 
Compare Section 2-209(3) (A.C.A. § 4-2- 
209(3)) on sale of goods. Questions of mis- 
take, waiver or estoppel are left to supple- 


mentary principles of law. See Section 
1-103 (A.C.A. § 4-1-1083). 

2. Subsection (2) (A.C.A. § 4-5-104(2)), 
although perhaps unnecessary in view of 
the definition of “signed” in Section 1-201 
(A.C.A. § 4-1-201), is inserted here to 
make certain that code and authorized 
naming of an issuer is a sufficient signing. 
These forms of signing are so customary 
that their explicit inclusion is useful to 
eliminate all controversy on the point. 


Cross References: 

Point 1: Sections 5-102 (A.C.A. § 4-5- 
102), 2-209 (A.C.A. § 4-2-209), 1-103 
(A.C.A. § 4-1-103). 

Point 2: Section 1-201 (A.C.A. § 4-1- 
201). 
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Definitional Cross References: 

“Confirming bank”. Section 
(A.C.A. § 4-5-103). 

“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Issuer”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 


5-103 
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“Telegram”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 5-105 (A.C.A. § 4-5-105) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

It is not to be expected that a financial 
institution will engage its credit without 
some form of expected remuneration. But 
it is not expected that the beneficiary will 
know what the issuer’s remuneration was, 
or whether in fact there was any identifi- 
able remuneration in a given case. And it 


would be extraordinarily difficult for the 
beneficiary to prove the issuer’s remuner- 
ation. This section dispenses with such 
proof. 


Definitional Cross References: 

“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Terms”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 5-106 (A.C.A. § 4-5-106) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

To define when a letter of credit is 
established in relation to the customer 
and the beneficiary, and to set forth for 
both irrevocable and revocable credits the 
legal consequences of the fact of establish- 
ment. 

1. The primary purpose of determining 
the time of establishment of an irrevoca- 
ble credit is to determine the point at 
which the issuer is no longer free to take 
unilateral action with respect to the can- 
cellation of the credit or modification of its 
terms. So far as the customer is concerned 
this point of time is reached when the 
issuer “sends” (as that term is defined in 
Section 1-201 (A.C.A. § 4-1-201)) the 
credit or when its authorized agent, the 
advising bank, sends the advice of the 
credit to the beneficiary. Since the sending 
is pursuant to an agreement between the 
issuer and the customer, it is the issuer’s 
performance of the first stage of the con- 
tract and under Section 5-107(4) (A.C.A. 
§ 4-5-107(4)) the risk of transmission is 
on the customer. The beneficiary, however, 
cannot rely upon the credit until and 
unless he receives it. His right to protest 
to the issuer in the event of cancellation or 


modification, therefore, turns on receipt. 
Nothing in this section affects the benefi- 
ciary’s right to protest the improper na- 
ture of the credit or its cancellation (i.e., 
its non-receipt) as against the customer, 
who will normally have agreed to have a 
letter of credit issued in favor of the ben- 
eficiary under some underlying contract. 
See, e.g., Section 2-325(1) (A.C.A. § 4-2- 
325(1)) on buyer’s failure to seasonably 
furnish an agreed letter of credit pursuant 
to a sales contract. 

2. So far as a revocable letter of credit 
is concerned, the rules stated in subsec- 
tions (3) (A.C.A. § 4-5-106(3)) and (4) 
(A.C.A. § 4-5-106(4)) are intended to show 
that so far as the customer or beneficiary 
are concerned establishment of such a 
credit has no legal significance unless the 
parties provide otherwise in their con- 
tracts with the issuer. The primary signif- 
icance of the establishment of a revocable 
letter of credit is the obligation it imposes 
upon the issuer to innocent third parties 
who have negotiated or honored drafts 
drawn under the credit before receiving 
notice of its cancellation or change. The 
purpose of this rule is to further the move- 
ment of goods which the underlying trans- 
action typically envisages and to preserve 
the solidity of American credits. As a nec- 
essary consequence of the imposition of 
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this duty upon the issuer, a duty of reim- 
bursement of the issuer is placed upon the 
customer by explicit mention here even 
though it would fall within the general 
duty of reimbursement imposed by Sec- 
tion 5-114(3) (A.C.A. § 4-5-114(3)). 


Cross References: 

Point 1: Sections 5-107 (A.C.A. § 4-5- 
107), 2-325 (A.C.A. § 4-2-325). 

Point 2: Section 5-114 (A.C.A. § 4-5- 
114), 


Definitional Cross References: 

“Beneficiary”. Section 5-103 (A.C.A. 
§ 4-5-103). 

“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Customer”. Section 5-103 (A.C.A. § 4- 
5-103). 
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“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Issuer”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Receive notice”. Section 1-201 (A.C.A. 
§ 4-1-201). 


“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 5-107 (A.C.A. § 4-5-107) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. An “advising bank” is defined in Sec- 
tion 5-103 (A.C.A. § 4-5-103). Subsection 
(1) of this section (A.C.A. § 4-5-107(1)) 
states its obligations to transmit accu- 
rately but not to honor drafts. The advice 
may of course not be accurate. The advis- 
ing bank is responsible for its own error; 
under subsection (3) (A.C.A. § 4-5- 
107(3)), however, the issuer is bound to 
honor only in accordance with the original 
terms of the credit. 

2. A “confirming bank” is defined in 
Section 5-103 (A.C.A. § 4-5-103). Subsec- 
tion (2) of this section (A.C.A. § 4-5- 
107(2)) states its obligations and rights. 
The obligation, to the extent of the confir- 
mation, is that of an issuer and so too is 
the right of reimbursement. The most 
important aspect of this rule is that a 
beneficiary who has received a confirmed 
credit has the independent engagements 
of both the issuer and the confirming 
bank. A confirming bank may of course be 
an advising bank so far as the issuer’s 
engagement is concerned but this is rarely 
of importance because its own engage- 
ment if the terms be improperly advised 


will be to honor in accordance with those 
terms. 

3. Subsection (4) (A.C.A. § 4-5-107(4)) 
distributes the risks, as between customer 
and issuer, of errors in transmission and 
translation by placing them on the cus- 
tomer in the absence of specific agreement 
to the contrary. See also Section 
5-109(1)(b) (A.C.A. § 4-5-109(1)(b)). 


Cross References: 
Sections 5-103 (A.C.A. § 4-5-103) and 
5-109 (A.C.A. § 4-5-109). 


Definitional Cross References: 

“Advising bank”. Section 5-103 (A.C.A. 
§ 4-5-103). 

“Bank”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Confirming bank”. 
(A.C.A. § 4-5-1083). 

“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Customer”. Section 5-103 (A.C.A. § 4- 
5-103). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Issuer”. Section 5-103 (A.C.A. § 4-5- 
103). 


Section 5-103 
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Comment to § 5-108 (A.C.A. § 4-5-108) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. Practice has varied in regard to re- 
quiring notation on a letter of credit of the 
drafts drawn thereunder, and dispute has 
been rife for more than a century over the 
effect of failure by a purchaser to make 
such notations when they are required. 
The confusion has been due to a failure to 
distinguish two different types of credit 
and the different results which flow from 
each. 

Under subsection (3) (A.C.A. § 4-5- 
108(3)), if an issuer chooses to issue a 
credit not requiring notation or if the 
credit is available in portions (see Section 
5-110 (A.C.A. § 4-5-110)) without require- 
ment of notation the issuer avoids all 
troubles attendant on any purchaser’s 
failure to make notations, but he also 
imperils the utility of the credit to a ben- 
eficiary by reason of its possible exhaus- 
tion before any particular purchaser may 
have discounted drafts under it, so that 
there may be no market at all for such 
drafts. Yet this way of operation becomes 
useful and desirable at least whenever the 
credit is “domiciled,” i.e., when it is explic- 
itly made available only through one par- 
ticular named correspondent, who will 
have his own records of prior drafts. 

Subsection (3) (A.C.A. § 4-5-108(3)) ex- 
pressly protects the issuer under such a 
credit (almost exactly as in the case of 
drafts drawn in a set under Section 3-801 
(A.C.A. § 4-3-801)) in regard to any drafts 
which he honors in good faith, even 
though they are in the hands of a party 
who as against some other purchaser of 
drafts is not entitled to their proceeds. 
Similarly, in the last sentence, the rights 
of successive good faith purchasers are 
regulated as with drafts in a set. 

2. Under subsection (2) (A.C.A. § 4-5- 
108(2)), on the other hand, the notation 
machinery is made available where the 
credit provides for notation in accordance 
with subsection (1) (A.C.A. § 4-5-108(1)). 


This is useful particularly where the 
credit is intended (as a traveler’s letter 
would be) for roving use, but the respon- 
sibility is put upon the purchaser to make 
the appropriate notation on pain of reim- 
bursing the issuer for any loss occasioned 
by the failure. The provision in regard to 
delay of honor while evidence of notation 
is being procured is novel in the law, but is 
believed to be a necessary addition first, to 
protect the issuer, and second, to educate 
purchasers. 

Subsection (2)(a) (A.C.A. § 4-5- 
108(2)(a)) avoids a difficult question of 
conflict of laws by making the obligation 
to note a condition of the credit itself, 
governed, therefore, by the law which con- 
trols the issue of the credit. 


Cross References: 
Sections 3-801 (A.C.A. § 4-3-801) and 
5-110 (A.C.A. § 4-5-110). 


Definitional Cross References: 

“Beneficiary”. Section 5-103 (A.C.A. 
§ 4-5-103). 

“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Customer”. Section 5-103 (A.C.A. § 4- 
5-103). 

“Document”. Section 5-103 (A.C.A. § 4- 


5-103). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Issuer”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 
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Comment to § 5-109 (A.C.A. § 4-5-109) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. The extent of the issuer’s obligation 
to its customer is based upon the agree- 
ment between the two. Like all agree- 
ments within the Code, that agreement is 
the bargain of the parties in fact as de- 
fined in Section 1-201(3) (A.C.A. § 4-1- 
201(3)) and includes the obligation of good 
faith imposed by Section 1-203 (A.C.A. 
§ 4-1-203) and the observance of any 
course of dealing or usage of trade made 
applicable by Section 1-205 (A.C.A. § 4-1- 
205). Subsection (1) of this section (A.C.A. 
§ 4-5-109(1)) states, as a particular appli- 
cation of those general rules, the issuer’s 
standard obligation of good faith and ob- 
servance of general banking usage. Dis- 
claimer of the obligation of good faith is 
governed by Section 1-102(3) (A.C.A. § 4- 
1-102(3)); conflict between express terms 
and a usage otherwise applicable is gov- 
erned by Section 1-205(4) (A.C.A. § 4-1- 
205(4)). 

Subsection (1) (A.C.A. § 4-5-109(1)) 
also clarifies the areas over which the 
issuer assumes no liability or responsibil- 
ity except as the agreement of the parties 
may indicate the contrary. Paragraph (a) 
(A.C.A. § 4-5-109(1)(a)) rests on the as- 
sumptions that the issuer has had no 
control over the making of the underlying 
contract or over the selection of the bene- 
ficiary, and that the issuer receives com- 
pensation for a payment service rather 
than for a guaranty of performance. The 
customer will normally have direct re- 
course against the beneficiary if perfor- 
mance fails, whereas the issuer will have 
such recourse only by assignment of or in 
a proper case subrogation to the rights of 
the customer. 

Paragraph (b) (A.C.A. § 4-5-109(1)(b)) 
also rests in part on the assumption that 
the issuer has not selected the other per- 
sons who may be involved in the transac- 
tion. Even though this assumption fails, 
however, as where the issuer selects the 
advising bank, the customer by entering 
the underlying transaction has assumed 
the risks inherent in it, including the risk 
of loss or destruction of the papers in- 
volved. The allocation of such risks be- 
tween the parties to the underlying trans- 


action is a proper subject for agreement 
between them, and the small charge for 
the issuance of a letter of credit ordinarily 
indicates that the issuer assumes mini- 
mum risks as against its customer. For 
comparable reasons Section 5-107(4) 
(A.C.A. § 4-5-107(4)) puts risks of trans- 
mission and translation upon the cus- 
tomer. 

Paragraph (c) (A.C.A. § 4-5-109(1)(c)) 
again emphasizes that normally an issuer 
performs a banking and not a trade func- 
tion. This paragraph makes an exception 
to Section 1-205(3) (A.C.A. § 4-1-205(3)), 
giving effect to usages of which the parties 
“are or should be aware.” The comparable 
provision for nonbank issuers in subsec- 
tion (3) of this section (A.C.A. § 4-5- 
109(3)) is limited to unknown banking 
usages and is thus merely a definition of a 
particular type of case not included by the 
words “should be aware” in Section 
1-205(3) (A.C.A. § 4-1-205(3)). 

2. Subsection (2) (A.C.A. § 4-5-109(2)) 
states the basic obligation of the issuer to 
examine with care the documents re- 
quired under the credit. Under Section 
1-102(3) (A.C.A. § 4-1-102(3)) this obliga- 
tion cannot be disclaimed but standards of 
performance can be determined by agree- 
ment if not manifestly unreasonable. 
There are not infrequent cases in which 
both parties understand that peculiar cir- 
cumstances make any check-up on some 
particular type of document impossible 
and it is agreed that the issuer may take it 
“as presented” — so e.g., export licenses in 
politically disturbed conditions, or “ship- 
ping documents” when no document in 
standard or regular form can be procured. 
These agreements will be controlling pro- 
vided they are not manifestly unreason- 
able. 

The purpose of the examination is to 
determine whether the documents appear 
regular on their face. The fact that the 
documents may be false or fraudulent or 
lacking in legal effect is not one for which 
the issuer is bound to examine. His duty is 
limited to apparent regularity on the face 
of the documents. The duties, privileges 
and rights of an issuer who has received 
documents which are regular on their face 
but are in fact improper because forged or 
fraudulent are dealt with in Section 5-114 
(A.C.A. § 4-5-114). 
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Cross References: 

Point 1: Sections 1-102 (A.C.A. § 4-1- 
102), 1-201 (A.C.A. § 4-1-201), 1-203 
(A.C.A. § 4-1-203), 1-205 (A.C.A. § 4-1- 
205), 5-107 (A.C.A. § 4-5-107). 

Point 2: Sections 1-102 (A.C.A. § 4-1- 
102), 5-114 (A.C.A. § 4-5-114). 


Definitional Cross References: 

“Bank”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Beneficiary”. 
§ 4-5-103). 

“Branch”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). , 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 


Section 5-103 (A.C.A. 
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“Customer”. Section 5-103 (A.C.A. § 4- 
5-108). 

“Document”. Section 5-103 (A.C.A. § 4- 
5-103). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Genuine”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Issuer”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Knowledge”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 5-110 (A.C.A. § 4-5-110) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. The beneficiary may desire to draw 
more than one draft under the credit, each 
draft accompanied, for instance, by docu- 
ments evidencing a single shipment under 
the underlying sales contract. Subsection 
(1) (A.C.A. § 4-5-110(1)) makes clear that 
unless otherwise specified he may do so. 
Of course, if he does, each draft and its 
accompanying documents must satisfy 
the terms of the credit and their total 
must not exceed its amount. See comment 
to Section 5-108(3) (A.C.A. § 4-5-108(3)) 
on exhaustion of a credit on the rule 
governing the situation in which the total 
drafts drawn do total more than the max- 
imum amount of the credit. 

2. The entire purpose of the usual letter 
of credit transaction, from the customer’s 
point of view, is to induce the beneficiary 
to deliver to him through the issuer the 
documents described in the credit. The 
buying customer wants the goods, and 
arranges the transaction in order to get 
the documents controlling the goods. 
Therefore, upon honor of the draft, the 
documents must be delivered free of 
claims even though the letter of credit is 
not for the full invoice price and any 
reservation of claim makes the draft non- 


complying. A beneficiary who wishes to 
prevent such delivery must do so by agree- 
ment with the customer in the underlying 
contract and must treat the failure to 
provide a sufficient letter of credit as a 
breach of that contract (Section 2-325 
(A.C.A. § 4-2-325)). So far as the issuer’s 
duty of honor is concerned, the terms of 
the letter of credit are controlling and the 
rule of subsection (2) (A.C.A. § 4-5-110(2)) 
is applicable. 


Cross References: 

Point 1: Section 5-108 (A.C.A. § 4-5- 
108). 

Point 2: Sections 2-325 (A.C.A. § 4-2- 
325), 5-114 (A.C.A. § 4-5-114). 


Definitional Cross References: 

“Beneficiary”. Section 5-103 (A.C.A. 
§ 4-5-103). 

“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Document”. Section 5-103 (A.C.A. § 4- 
5-103). 

“Documentary draft”. 
(A.C.A. § 4-5-103). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 5-103 
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Comment to § 5-111 (A.C.A. § 4-5-111) 


Prior Uniform Statutory Provision: 
None. 


Purpose: 

The purpose of this section is to state 
the peculiar warranty of performance 
made by a beneficiary and to make clear 
the intermediary character of the persons 
moving the documents from the benefi- 
ciary to the customer. The beneficiary’s 
warranty of compliance with the condi- 
tions of the credit in subsection (1) (A.C.A. 
§ 4-5-111(1)) is expressly extended to all 
interested parties unless agreed to the 
contrary. So far as the draft or the rele- 
vant documents are concerned, the bene- 
ficiary’s warranties are usually those of an 
ordinary transferor or indorser for value 
although varying circumstances may alter 
this. The usual warranties of an interme- 
diary, listed in subsection (2) (A.C.A. § 4- 
5-111(2)), are primarily its own good faith 
and authority. See also Comment to Sec- 
tion 5-114(2) (A.C.A. § 4-5-114(2)). 


Cross References: 
Sections 3-417 (A.C.A. § 4-3-4177), 4-207 


(A.C.A. § 4-4-207), 7-507 (A.C.A. § 4-7- 
507), 7-508 (A.C.A. § 4-7-508), 8-306 
(A.C.A. § 4-8-306). 


Definitional Cross References: 

“Advising bank”. Section 5-103 (A.C.A. 
§ 4-5-103). 

“Bank”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Beneficiary”. Section 5-103 (A.C.A. 
§ 4-5-103). 

“Collecting bank”. Section 4-105 (A.C.A. 
§ 4-4-105). 

“Confirming bank”. 
(A.C.A. § 4-5-103). 

“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Documentary draft”. 
(A.C.A. § 4-5-103). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 5-103 


Section 5-103 


Comment to § 5-112 (A.C.A. § 4-5-112) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. A bank called on to honor drafts 
under a credit must examine the accom- 
panying documents with care. See Section 
5-109(2) (A.C.A. § 4-5-109(2)). That may 
take time. Subsection (1) of this section 
(A.C.A. § 4-5-112(1)) therefore allows a 
longer period than in the case of ordinary 
drafts (Section 3-506 (A.C.A. § 4-3-506)) 
for the decision. The language in the 
postamble to subsection (1) (A.C.A. § 4-5- 
112(1)) particularizes for letters of credit 
the general rule on what constitutes dis- 
honor for negotiable instruments (Section 
3-507 (A.C.A. § 4-3-507)) and makes it 
clear that not only the draft but the credit 
is dishonored. If the particular draft is for 
a portion of the credit only, its wrongful 
dishonor is anticipatory repudiation of the 
entire credit and the beneficiary may pro- 
ceed under Section 5-115(2) (A.C.A. § 4-5- 
115(2)) as well as 5-115(1) (A.C.A. § 4-5- 
115(1)). 

2. Many letters of credit involve trans- 
actions in international trade and include 


as required documents the documents of 
title controlling the possession of goods on 
their way to the place of issuance of the 
credit. The ordinary rule requiring physi- 
cal return of dishonored documentary 
drafts (Section 4-302 (A.C.A. § 4-4-302)) 
would therefore frequently work commer- 
cial hardship on the mercantile parties to 
the transaction; resale of the goods might 
be more difficult if the controlling docu- 
ments of title were not available at the 
place of arrival of the goods. Subsection 
(2) (A.C.A. § 4-5-112(2)) therefore ex- 
pressly permits the issuer to retain the 
documents as bailee for the presenter if it 
advises the presenter of its retention for 
that purpose. Compare Sections 4-202 
(1)(b) (A.C.A. § 4-4-202(1)(b), 4-503 
(A.C.A. § 4-4-5038) and 4-504 (A.C.A. § 4- 
4-504) on the duties of presenting banks. 

3. The definition of “presenter” is to 
make clear that the term may include a 
bank which has rights in the documentary 
draft or which is in one sense the agent of 
the issuer. Such a bank may nevertheless 
give consent under subsection (1) (A.C.A. 
§ 4-5-112(1)), and the advice authorized 
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in subsection (2) (A.C.A. § 4-5-112(2)) 
may be sent to it. 

4. Insofar as the banks involved may 
also be depositary, collecting or paying 
banks, Article 4 (Chapter 4) is applicable. 
Article 3 (Chapter 3) applies to the extent 
that a negotiable instrument is involved. 


Cross References: 

Point 1: Sections 3-506 (A.C.A. § 4-3- 
506), 3-507 (A.C.A. § 4-3-507), 5-109 
(A.C.A. § 4-5-109), 5-114 (A.C.A. § 4-5- 
114) and 5-115 (A.C.A. § 4-5-115). 

Point 2: Sections 4-202 (A.C.A. § 4-4- 
202), 4-302 (A.C.A. § 4-4-302), 4-503 
(A.C.A. § 4-4-503) and 4-504 (A.C.A. § 4- 
4-504). 

Point 4: Articles 3 (Chapter 3) and 4 
(Chapter 4). 
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Definitional Cross References: 

“Bank”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Confirming bank”. 
(A.C.A. § 4-5-103). 

“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Documentary draft”. 
(A.C.A. § 4-5-103). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Issuer”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 5-103 


Section 5-103 


Comment to § 5-113 (A.C.A. § 4-5-113) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. A draft and accompanying docu- 
ments may almost comply with the terms 
of the credit, but fail in some particular. 
The issuer is then not obligated to honor 
the draft, but it may be willing to do so if 
properly indemnified against the particu- 
lar defect. Subsection (1) (A.C.A. § 4-5- 
113(1)) makes clear that it is proper for a 
bank seeking payment, acceptance, nego- 
tiation or reimbursement under the credit 
to give such indemnities, and that doing 
so is a proper part of the business of 
banking and therefore not ultra vires. 

2. Subsection (2)(a) (A.C.A. § 4-5- 
113(2)(a)) limits the agreed indemnity to 
defects in the documents, since under Sec- 
tion 5-109(1)(a) (A.C.A. § 4-5-109 (1)(a)) 
the issuer is ordinarily not responsible for 
performance of the underlying transac- 
tion. The parties are free to agree further 
on the scope of the indemnity, but the 
agreement must be explicit, since an in- 
demnity against defects in the goods 
would be most unusual. 

3. Subsection (2)(b) (A.C.A. § 4-5- 
113(2)(b)) makes it clear that the indem- 
nity in the absence of explicit agreement 
for a longer time continues for ten days 
after the receipt of the document by the 
ultimate customer, i.e., the customer who 
is a party to the underlying transaction. 
This ten day period may not be shortened. 


If the customer fails to send notice of 
objection within the period, he loses his 
right to object and the need for the indem- 
nity disappears. Compare Section 
2-605(2) (A.C.A. § 4-2-605(2)). Thus 
indemnitors are free of the possibility of 
unknown long-continuing contingent lia- 
bility, a danger under existing law. 

4. The question whether a particular 
banking usage may require honor of doc- 
umentary drafts accompanied by indem- 
nities for particular defects goes to the 
meaning of the terms of the credit and is 
beyond the scope of this section. See, e.g., 
Dixon, Irmaos & Cia, Ltd. v. Chase Nat. 
Bank of City of New York, 144 F.2d 759 (2d 
Cir., 1944). If by virtue of indemnities and 
usage the credit is complied with, the 
rights of the customer rest on the implica- 
tions of the usage rather than on breach of 
the issuer’s duty under this Article (Chap- 
ter). Even so, the policy of this section and 
its terms require notice before the expira- 
tion date. 


Cross References: 

Point 2: Section 5-109 (A.C.A. § 4-5- 
109). 

Point 3: Section 2-605 (A.C.A. § 4-2- 
605). 

Point 4: Section 1-205 (A.C.A. § 4-1- 
205). 


Definitional Cross References: 
“Bank”. Section 1-201 (A.C.A. § 4-1- 
201). 
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“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Customer”. Section 5-103 (A.C.A. § 4- 
5-103). 

“Documents”. 
§ 4-5-1083). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 5-103 (A.C.A. 
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“Midnight deadline”. Section 4-104 
(A.C.A. § 4-4-104). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Send”. Section 1-201 (A.C.A. § 4-1- 


201). 


Comment to § 5-114 (A.C.A. § 4-5-114)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

To define the areas in which the issuer 
must honor drafts or demands for pay- 
ment under a credit and those in which he 
has an option to do so and to make explicit 
the customer’s duty of reimbursement. 

1. The letter of credit is essentially a 
contract between the issuer and the ben- 
eficiary and is recognized by this Article 
(Chapter) as independent of the underly- 
ing contract between the customer and 
the beneficiary (See Section 5-109 (A.C.A. 
§ 4-5-109) and Comment thereto). In view 
of this independent nature of the letter of 
credit engagement, the issuer is under a 
duty to honor the drafts or demands for 
payment which in fact comply with the 
terms of the credit without reference to 
their compliance with the terms of the 
underlying contract. This is stated in sub- 
section (1) (A.C.A. § 4-5-114(1)). Attempts 
by the issuer to reserve a right to dishonor 
by including a clause that all documents 
must be satisfactory to itself are declared 
invalid as essentially repugnant to an 
irrevocable letter of credit. Such a reser- 
vation can be made by issuing a revocable 
credit. See Section 5-106 (A.C.A. § 4-5- 
106). Particular documents, such as bills 
of lading or inspection or weight certifi- 
cates can, of course, be required to be 
satisfactory to the issuer. The duty of the 
issuer to honor where there is factual 
compliance with the terms of the credit is 
also independent of any instructions from 
its customer once the credit has been 
issued and received by the beneficiary. 
(Section 5-106 (A.C.A. § 4-5-106)). 

2. Documents, however, may appear 
regular on their face and apparently con- 
forming to the credit whereas in fact they 
are forged or fraudulent or in other re- 
spects non-conforming to the warranties 
which arise under other Articles (Chap- 


ters) of the Code on their transfer or 
negotiation. Since the issuer’s duties to its 
customers are limited to examination of 
the documents with care (Section 5-109 
(A.C.A. § 4-5-109)) and since it is impor- 
tant to preserve both the independent 
character of the issuer’s engagement and 
the reasonable reliance on that engage- 
ment of persons dealing with papers reg- 
ular on their face and in apparent compli- 
ance with the terms of the credit, 
subsection (2)(a) (A.C.A. § 4-5-114 (2)(a)) 
includes as an area in which the issuer’s 
duty to honor exists cases in which per- 
sons have acted in a manner which would 
make them the equivalent of holders in 
due course under Article 3 (Chapter 3) or, 
where relevant, persons to whom docu- 
ments have been duly negotiated under 
Article 7 (Chapter 7) or bona fide purchas- 
ers of securities under Article 8 (Chapter 
8). The risk of the original bad-faith action 
of the beneficiary is thus thrown upon the 
customer who selected him rather than 
upon innocent third parties or the issuer. 
So, too, is the risk of fraud in the transac- 
tion placed upon the customer. 

When, however, no innocent third par- 
ties as defined in subsection (a) (A.C.A. 
§ 4-5-114(2)(a)) are involved the issuer is 
no longer under a duty to honor; but since 
these matters frequently involve situa- 
tions in which the determination of the 
fact of the non-conformance may be diffi- 
cult or time-consuming, the issuer if he 
acts in good faith is given the privilege of 
honoring the draft as against its customer, 
that is to say, with a right of reimburse- 
ment against him. The issuer may, how- 
ever, refuse honor. In the event of honor, 
an action by the customer against the 
beneficiary will lie by virtue of either the 
underlying contract or Section 5-111(1) 
(A.C.A. § 4-5-111(1)) of this Article (Chap- 
ter). In the event of dishonor, if the pre- 
senter is a person who has parted with 


COMMENTARIES 


value, he may also recover against the 
beneficiary under Section 5-111(1) (A.C.A. 
§ 4-5-111(1)). 

3. Subsection (3) (A.C.A. § 4-5-114(3)) 
represents the standard form for reim- 
bursement. The words “duly honored” in- 
clude not only situations where the issuer 
has honored because it was his duty to do 
so but also where he was privileged to do 
so as in subsection (2)(b) (A.C.A. § 4-5- 
114(2)(b)) or has done so as under Section 
5-106(4) (A.C.A. § 4-5-106(4)). 


Cross References: 

Point 1: Sections 5-106 (A.C.A. § 4-5- 
106) and 5-109 (A.C.A. § 4-5-109). 

Point 2: Sections 5-106 (A.C.A. § 4-5- 
106), 5-109 (A.C.A. § 4-5-109), 5-111 
(A.C.A. § 4-5-111) and Articles 3 (Chapter 
3), 7 (Chapter 7) and 8 (Chapter 8). 

Point 3: Section 5-106 (A.C.A. § 4-5- 
106). 


Definitional Cross References: 

“Bank”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Beneficiary”. Section 5-103 (A.C.A. 
§ 4-5-103). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 
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“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Customer”. Section 5-103 (A.C.A. § 4- 
5-103). 

“Document”. Section 5-103 (A.C.A. § 4- 
5-103). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Issuer”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Notification”. 
§ 4-1-201). 

“Receives notice”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Section 1-201 (A.C.A. 


*This section was amended by Acts 1985, 
No. 514, § 2, to incorporate the 1977 
changes to this Uniform Commercial Code 
section. 


Comment to § 5-115 (A.C.A. § 4-5-115) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-5-115(1)) 
states the rights of a person entitled to 
honor, both with respect to any documents 
and against the issuer, when there is 
wrongful dishonor. Whether dishonor is 
wrongful and whether a particular person 
is entitled to honor depend on the terms of 
the credit and on the provisions of this 
Article (Chapter), particularly Section 
5-114 (A.C.A. § 4-5-114) on the issuer’s 
duty to honor and Section 5-116 (A.C.A. 
§ 4-5-116) on transfer and assignment. 

2. Subsection (2) (A.C.A. § 4-5-115(2)) 
states the rights of the beneficiary upon 
repudiation of the credit, both against the 
issuer and with respect to any documents 
or goods. Note that wrongful dishonor of a 
draft for a portion of the credit is dishonor 
of the credit under Section 5-112(1) 
(A.C.A. § 4-5-112 (1)), and makes applica- 


ble subsection (2) of this section (A.C.A. 
§ 4-5-112(2)) as well as subsection (1) 
(A.C.A. § 4-5-112(1)). 

3. Both subsections are limited to irre- 
vocable credits. Since under Section 
5-106(3) (A.C.A. § 4-5-106(3)) revocable 
credits may be modified or revoked with- 
out notice to the customer or the benefi- 
ciary, rights against the issuer like those 
here provided can hardly arise under 
them. The rights of innocent third persons 
under revocable credits are governed by 
Section 5-106(4) (A.C.A. § 4-5-106(4)) 
rather than by this section. 


Cross References: 

Point 1: Sections 2-707 (A.C.A. § 4-2- 
707), 2-710 (A.C.A. § 4-2-710), 5-114 
(A.C.A. § 4-5-114) and 5-116 (A.C.A, § 4- 
5-116). 

Point 2: Sections 2-610 (A.C.A. § 4-2- 
610), 2-611 (A.C.A. § 4-2-611), 2-703 
(A.C.A. § 4-2-703) through 2-706 (A.C.A. 
§ 4-2-706), and 5-112 (A.C.A. § 4-5-112). 


370 


Point 3: Section 5-106 (A.C.A. § 4-5- 
106). 


Definitional Cross References: 
“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 
“Beneficiary”. 
§ 4-5-103). 
“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 
“Document”. Section 5-103 (A.C.A. § 4- 
5-103). 
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“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Issuer”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 


1972 Official Comment to § 5-116 (A.C.A. § 4-5-116)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. The situation involved is typified by 
that of an exporter who has made a con- 
tract for sale with a foreign buyer and is 
beneficiary of a letter of credit initiated by 
the buyer, especially where the subject 
matter involves goods still to be manufac- 
tured. The exporter is frequently in need 
of the wherewithal not only to finance 
payment to his supplier but to assure the 
latter against cancellation of the order 
during the process of manufacture. For 
this purpose assignment of the exporter’s 
rights under the letter of credit is fre- 
quently desirable. 

Since, however, there is a general con- 
fusion of thought as to the meaning of 
“assignment or transfer of a credit,” the 
law remains uncertain. If “assignment of 
the credit” includes delegation of perfor- 
mance of the conditions under the credit 
then the initiating customer, who in many 
cases has put his faith in performance or 
supervision of performance by a benefi- 
ciary of established reputation, may be 
deprived of real and intended security. See 
Comment to Section 2-210 (A.C.A. § 4-2- 
210) on the comparable situation as to the 
sales contract. On the other hand, all 
“negotiation credits” involve a transfer of 
the rights of the beneficiary by way of 
negotiation of the draft and such transfer 
involves no important loss of the initiating 
party’s intended safety. Meanwhile, the 
exceedingly useful institution of “back to 
back” credits, in which an American bank 
issues a credit with the exporter as the 
initiating customer and the exporter’s 
supplier as the beneficiary is dangerous 
for the banker unless he can secure in 


advance an effective assignment from the 
exporter of the latter’s rights under the 
initial credit issued on behalf of his for- 
eign buyer. Against this background, the 
section is drawn. 

2. Subsection (1) (A.C.A. § 4-5-116(1)) 
requires the beneficiary's signature on 
drafts drawn under the credit unless it is 
expressly designated as assignable or 
transferable. If it is so designated, the 
normal rules of assignment apply and 
both the right to draw and the perfor- 
mance of the beneficiary can be trans- 
ferred, subject to the beneficiary’s continu- 
ing liability, if any, for the nature of the 
performance. 

3. Subsection (2) (A.C.A. § 4-5-116(2)) 
makes clear that to safeguard among 
other things the letter of credit “back to 
back” practice, the assignability of pro- 
ceeds in advance of performance cannot be 
prohibited in advance of performance. In 
this respect the letter of credit is treated 
like any other contract calling for money 
to be earned. See Section 9-318 (A.C.A. 
§ 4-9-318) generally and Section 2-210 
(A.C.A. § 4-2-210) as to sales contracts. 
But the special nature of the letter of 
credit as evidence of the right to proceeds 
is recognized by the additional require- 
ment of delivery of the letter to the as- 
signee as a condition precedent to the 
perfection of the assignment. Similarly, 
the fact that letters of credit normally 
require presentation of drafts or demands 
for payment which are drawn under it and 
that as a result notice of assignment of 
proceeds can exist simultaneously with a 
draft payable by order or indorsement to 
either the beneficiary or another third 
person leads to the necessity for permit- 
ting an issuer to protect itself against 
double payment by requiring exhibition of 
the letter or advice of credit. 
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4. Subsection (8) (A.C.A. § 4-5-116(3)) 
makes clear that the section has no appli- 
cation to the normal case of negotiation of 
a draft or the transfer of a demand for 
payment unless effective assignment un- 
der the section has taken place. 


Cross References: 

Point 1: Section 2-210 (A.C.A. § 4-2- 
210). 

Point 3: Sections 2-210 (A.C.A. § 4-2- 
210) and 9-318 (A.C.A. § 4-9-318) and 
Article 9 (Chapter 9). 


Definitional Cross References: 

“Accept”. Section 3-410 (A.C.A. § 4-3- 
410). 

“Account”. Section 9-106 (A.C.A. § 4-9- 
106). 
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“Beneficiary”. Section 5-103 (A.C.A. 
§ 4-5-103). 

“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Issuer”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Receive notification”. 
(A.C.A. § 4-1-201). 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 4, to incorporate the 1972 
changes to this Uniform Commercial Code 
section. 


Comment to § 5-117 (A.C.A. § 4-5-117) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

A bank which issues a letter of credit 
acts as a principal, not as agent for its 
customer, and engages its own credit. But 
the resulting liability is not like that to its 
depositors, and the security and indem- 
nity furnished by the customer against it 
and the documents which it receives on 
honor of complying drafts are not like its 
own investments. 

The typical letter of credit transaction 
facilitates the movement of goods. The 
bank’s credit is engaged, but it expects to 
be put in funds by its customer before it 
makes disbursements, or to be reim- 
bursed immediately afterwards. And ev- 
erybody understands that the documents 
received upon honor of complying drafts 
are to be turned over to the customer at 
once when he makes reimbursement or 
signs trust receipts. Only the bank’s com- 
mission, if the transaction is completed, 
will enter the bank’s general assets and 
join the other backing of its deposit liabil- 
ities. 

It is therefore proper, when insolvency 
occurs before the letter of credit transac- 
tion is completed, to regard both the out- 
standing liabilities, the security held and 
funds provided to indemnify against those 
liabilities, and the related drafts and doc- 
uments, as separate from deposit liabili- 
ties and from general assets, and to deal 
with them as separate. To do so carries out 


the original purpose, which is to facilitate 
the underlying mercantile transaction, 
and does no wrong to the bank’s deposi- 
tors and other general creditors. 

This section states appropriate rules to 
carry out these principles. The section is 
limited to transactions under Section 
5-102(1)(a) (A.C.A. § 4-5-102(1)(a)) and 
(b) (A.C.A. § 4-5-102(1)(b)) to prevent 
abuse in situations where the commercial 
purpose of facilitating the movement of 
goods, securities or the like may be lack- 
ing. 


Cross Reference: 
Compare Section 4-214 (A.C.A. § 4-4- 
214), and the Comment thereto. 


Definitional Cross References: 

“Advising Bank”. Section 5-102 (A.C.A. 
§ 4-5-102). 

“Bank”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Beneficiary”. Section 5-103 (A.C.A. 
§ 4-5-1083). 

“Confirming Bank”. 
(A.C.A. § 4-5-1038). . 

“Credit”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Customer”. Section 5-103 (A.C.A. § 4- 
5-103). 

“Document”. Section 5-103 (A.C.A. § 4- 
5-103). 

“Draft”. Section 3-104 (A.C.A. § 4-3- 
104). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 5-103 
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“Insolvent”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Issuer”. Section 5-103 (A.C.A. § 4-5- 
103). 


“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


ARTICLE 6 
(A.C.A. § 4-6-101 ET SEQ.)* 


A.C.R.C. Notes. Acts 1991, No. 344, 
§ 4, provided: “Rights and obligations 
that arose under Chapter 6, Title 4, Ar- 
kansas Code Annotated, “BULK TRANS- 
FERS” and 4-9-111 before the effective 
date of this act repealing same, remain 
valid and may be enforced as though those 
provisions had not been repealed.” 


Although the Acts 1991, No. 344 appar- 
ently was intended to repeal § 4-9-111 as 
well as this chapter, the repeal of § 4-9- 
111 was not given effect by that act. 


* Article 6 (A.C.A. § 4-6-101 et seq.) was 
repealed by Acts 1991, No. 344, § 1. 


Comment to § 6-101 (A.C.A. § 4-6-101) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. This Article (Chapter) attempts to 
simplify and make uniform the bulk sales 
law of the states that adopt this Act. 

2. Many states have bulk sales laws, of 
varying type and coverage. Their central 
purpose is to deal with two common forms 
of commercial fraud, namely: 

(a) The merchant, owing debts, who 
sells out his stock in trade to a friend for 
less than it is worth, pays his creditors 
less than he owes them, and hopes to come 
back into the business through the back 
door some time in the future. 

(b) The merchant, owing debts, who 
sells out his stock in trade to any one for 
any price, pockets the proceeds, and dis- 
appears leaving his creditors unpaid. 

3. The first is one form of fraudulent 
conveyance. The substantive law concern- 
ing it has been codified by the Commis- 
sioners in the Uniform Fraudulent Con- 
veyance Act. No change in that Act is 
proposed. The contribution of the bulk 
sales laws to the problem is in the require- 
ment that creditors receive advance notice 
of bulk sales. Having such notice, they can 
investigate the price and other circum- 
stances of the sale before it occurs, and 
determine then instead of later whether 
they should try to stop it. This is a valu- 
able policing measure, and is continued. 
To be effective, it requires a longer notice 
than five days. This Article (Chapter) 
therefore follows in this respect those laws 
which require a longer notice (Sections 
6-105 (A.C.A. § 4-6-105) and 6-108 
(A.C.A. § 4-6-108)). 


4. The second form of fraud suggested 
above represents the major bulk sales 
risk, and its prevention is the central 
purpose of the existing bulk sales laws 
and of this Article (Chapter). Advance 
notice to the seller’s creditors of the im- 
pending sale is an important protection 
against it, since with notice the creditors 
can take steps to impound the proceeds if 
they think it necessary. In many states, 
typified for instance by New York, such 
notice is substantially the only protection 
which bulk sales statutes give. Other 
states, typified for instance by Pennsylva- 
nia, give additional protection by impos- 
ing on the buyer an obligation to ensure 
that the money that he pays to his in- 
debted seller is in fact applied to pay the 
seller’s debts. This Article (Chapter) re- 
quires notice to creditors (Section 6-105 
(A.C.A. § 4-6-105)) and if bracketed Sec- 
tion 6-106 (A.C.A. § 4-6-106) is enacted 
[not adopted in Arkansas]* it imposes the 
other obligation also. 

5. These are the affirmative reasons for 
a law such as this Article (Chapter). The 
objections are chiefly delay and red tape, 
on legitimate transactions, and the possi- 
bility of a trap for the unwary buyer. It is 
hard to avoid the latter danger. But to 
minimize both it and the former the trans- 
actions subject to the Article (Chapter) are 
identified as clearly as possible and are 
limited to those which carry the dangers 
to be guarded against (Sections 6-102 
(A.C.A. § 4-6-102) and 6-103 (A.C.A. § 4- 
6-103)), and the sanctions are such as to 
permit honest and solvent buyers and 
sellers to put through transactions 
promptly without undue risk. Sections 
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6-104 (A.C.A. § 4-6-104) through 6-108 
(A.C.A. § 4-6-108). 


Cross References: 

Point 3: Sections 6-105 (A.C.A. § 4-6- 
105) and 6-108 (A.C.A. § 4-6-108). 

Point 4: Sections 6-105 (A.C.A. § 4-6- 
105) and 6-106 (A.C.A. § 4-6-106) [re- 
served]. 

Point 5: Sections 6-102 (A.C.A. § 4-6- 
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102), 6-103 (A.C.A. § 4-6-103), 6-104 
(A.C.A. § 4-6-104) through 6-108 (A.C.A. 
§ 4-6-108)). 


*Bracketed language inserted by the com- 
piler of the Arkansas Statutes of 1947 
Annotated. 


Comment to § 6-102 (A.C.A. § 4-6-102) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. Much of the litigation under the ex- 
isting laws has dealt with the kinds of 
businesses and the kinds of transfers cov- 
ered. This section defines these matters. 

2. The businesses covered are defined 
in subsection (3) (A.C.A. § 4-6-102(3)). 
Notice that they do not include farming 
nor contracting nor professional services, 
nor such things as cleaning shops, barber 
shops, pool halls, hotels, restaurants, and 
the like whose principal business is the 
sale not of merchandise but of services. 
While some bulk sales risk exists in the 
excluded businesses, they have in com- 
mon the fact that unsecured credit is not 
commonly extended on the faith of a stock 
of merchandise. 

3. The transfers included are of “mate- 


rials, supplies, merchandise or other in- 
ventory” that is, of goods. Transfers of 
investment securities are not covered by 
the Article (Chapter), nor are transfers of 
money, accounts receivable, chattel paper, 
contract rights, negotiable instruments, 
nor things in action generally. Such trans- 
fers are dealt with in other Articles (Chap- 
ters), and are not believed to carry any 
major bulk sales risk. 

4. The kinds of transfers covered are 
identified in paragraph (1). They are be- 
lieved to be those that carry the major 
bulk sales risks. They are further limited 
by the section following. 


Cross References: 

Point 3: Articles 3, 4, 8 and 9 (Chapters 
3, 4, 8 and 9). 

Point 4: Section 6-103 (A.C.A. § 4-6- 
103). 


Comment to § 6-103 (A.C.A. § 4-6-103)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. The section defines the transfers 
which although within the general defini- 
tion of the previous section ought not to be 
subjected to the requirements of this Ar- 
ticle (Chapter). 

2. Some of the existing Bulk Sales laws 
cover “bulk mortgages” as well as outright 
sales. In this Code security interests of all 
kinds in personal property are regulated 
by Article 9 (Chapter 9), Secured Transac- 
tions. Subsection (1) of this section (A.C.A. 
§ 4-6-103(1)) therefore excludes all trans- 
fers for security from the operation of this 
Article (Chapter). See also Sec. 9-111 
(A.C.A. § 4-9-111). 

3. The exclusions described in subsec- 
tions (2) (A.C.A. § 4-6-103(2)), (3) (A.C.A. 


§ 4-6-103(3)), (4) (A.C.A. § 4-6-103(4)), (5) 
(A.C.A. § 4-6-103(5)) and (8) (A.C.A. § 4- 
6-103(8)) are believed to explain them- 
selves. 

4. Subsection (6) (A.C.A. § 4-6-103(6)) 
will exclude a great many transactions 
from the requirements of this Article 
(Chapter). It is believed the exclusion is 
justified, and that it removes many of the 
objections to a law of this character. The 
transactions excluded are outright sales, 
since that is the only kind of a transaction 
in which the transferee is likely to bind 
himself to pay the transferor’s debts. The 
purpose of this Article (Chapter) on out- 
right sales is to give the seller’s creditors a 
reasonable chance to collect their debts. 
(See Sections 6-104 (A.C.A. § 4-6-104) 
through 6-108 (A.C.A. § 4-6-108)). If the 
buyer is willing to assume personal liabil- 


COMMENTARIES 


ity of those debts, and is himself solvent 
after such assumption, there is no reason 
to subject the transaction to the delay and 
red tape which this Article (Chapter) im- 
poses. 

5. Subsection (7) (A.C.A. § 4-6-103(7)) 
deals with certain changes in the owner- 
ship of a business, as by incorporation, 
change of membership of a firm, or trans- 
fer from a sole proprietor to a firm. The 
exclusion is believed to be justified within 
the limits stated in the subsection. Notice 
that in all the transactions to which the 
subsection applies (a) both the original 
debtor and the new enterprise are person- 
ally bound to pay the debts, (b) the prop- 
erty subject to the debts before the trans- 
fer is still subject to them, and (c) the 
original debtor has taken nothing out of 
the transaction except an interest (shares 
in a corporation, an interest in a firm, or a 
subordinated obligation) which is junior to 
the debts. 
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Cross References: 

Point 1: Section 6-102 (A.C.A. § 4-6- 
102). 

Point 2: Section 9-111 (A.C.A. § 4-9-111) 
and Chapter 9 generally. 

Point 4: Sections 6-104 (A.C.A. § 4-6- 
104) through 6-108 (A.C.A. § 4-6-108). 


Definitional Cross References: 
“Creditor”. Sections 1-201 (A.C.A. § 4- 
1-201) and 6-109 (A.C.A. § 4-6-109). 
“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1967, 
No. 303, § 19 (6-103), to add the last 
paragraph of the section, which was added 
by the 1962 changes to this Uniform Com- 
mercial Code section. 


Comment to § 6-104 (A.C.A. § 4-6-104)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. The section describes the informa- 
tion that must be compiled and kept avail- 
able to creditors on all bulk transfers 
subject to this Article (Chapter) except 
those made by sale at auction. Additional 
requirements for particular kinds of 
transfers are stated in the succeeding Sec- 
tions 6-105 (A.C.A. § 4-6-105) through 
6-107 (A.C.A. § 4-6-107). The section on 
auction sales (Section 6-108 (A.C.A. § 4- 
6-108)) imposes similar requirements, but 
on different people and with a different 
sanction. 

2. Except for the accuracy of the list of 
creditors, the sanction for noncompliance 
with the present section is that the trans- 
fer is ineffective against creditors of the 
transferor. The creditors referred to are 
those holding claims based on transac- 
tions or events occurring before the trans- 
fer. (Section 6-109 (A.C.A. § 4-6-109)). 
Any such creditor or creditors may there- 
fore disregard the transfer and levy on the 
goods as still belonging to the transferor, 
or a receiver representing them can take 
them by whatever procedure the local law 
provides. But it follows also that if the 
debts of the transferor are paid as they 


mature disregard of the requirements of 
the section creates no liability. And a de- 
fect can always be cured by paying off the 
unpaid creditors. 

3. The sanction for the accuracy of the 
list of creditors is the criminal law of the 
state relative to false swearing, made ap- 
plicable by subsection (2) (A.C.A. § 4-6- 
104(2)). 


Cross References: 
Point 1: Sections 6-105 (A.C.A. § 4-6- 
105) through 6-108 (A.C.A. § 4-6-108). 
Point 2: Section 6-109 (A.C.A. § 4-6- 
109). 


Definitional Cross References: 

“Bulk transfer”. Section 6-102 (A.C.A. 
§ 4-6-102). 

“Creditor”. Sections 1-201 (A.C.A. § 4- 
1-201) and 6-109 (A.C.A. § 4-6-109). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201): 


*This section was amended by Acts 1967, 
No. 308, § 19 (6-104), to incorporate the 
1962 changes to this Uniform Commercial 
Code section. 


376 


UNIFORM COMMERCIAL CODE 


Comment to § 6-105 (A.C.A. § 4-6-105) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. This section is the heart of the Arti- 
cle (Chapter). It requires notice to credi- 
tors of all bulk transfers subject to the 
Article (Chapter), except those made by 
auction sale. The contents of the notice, 
the persons to whom it must be given, and 
the manner of giving it are stated in 
Section 6-107 (A.C.A. § 4-6-107). The sec- 
tion on auction sales (6-108 (A.C.A. § 4-6- 
108) also calls for notice but by a different 
person and with a different sanction. 

2. The notice in all cases must be given 
ten days in advance. See Points 3 and 4 to 
Section 6-101 (A.C.A. § 4-6-101). 


3. The sanction for noncompliance with 
the section is that the transfer is ineffec- 
tive against creditors. Comment 2 to Sec- 
tion 6-104 (A.C.A. § 4-6-104) applies. 


Cross References: 

Point 1: Sections 6-107 (A.C.A. § 4-6- 
107) and 6-108 (A.C.A. § 4-6-108). 

Point 2: Points 3 and 4 to Section 6-101 
(A.C.A. § 4-6-101). 

Point 3: Comment 2 to Section 6-104 
(A.C.A. § 4-6-104). 


Definitional Cross References: 

“Bulk transfer”. Section 6-102 (A.C.A. 
§ 4-6-102). 

“Creditor”. Sections 1-201 (A.C.A. § 4- 
1-201) and 6-109 (A.C.A. § 4-6-109). 


Comment to § 6-106 (A.C.A. § 4-6-106 [Reserved.])* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. This section applies only to transfers 
“for which new consideration becomes 
payable”. It applies only if something, 
which of course need not be money be- 
comes payable in consideration of the 
transfer. The purpose of this section is to 
give the transferor’s creditors direct pro- 
tection against improper dissipation by 
the transferor of the consideration which 
he receives for the transfer. See Comment 
4 to Section 6-101 (A.C.A. § 4-6-101). 

2. Subsections (6) and (7) of Section 
6-103 (A.C.A. § 4-6-103(6) and (7)) re- 
move many outright transfers from the 
operation of this Article (Chapter) and 
therefore of course of this section (A.C.A. 
§ 4-6-106). In addition it is clear from the 
section itself that in any case in which the 
seller’s debts are to be paid as they ma- 
ture the buyer can disregard the section 
without danger of added liability except 
that his seller will disappoint him. And in 
case of trouble the buyer is entitled under 
Section 6-109(2) (A.C.A. § 4-6-109(2)) to 
credit for sums honestly paid to particular 
creditors. 

3. The methods by which the buyer 
may perform the duty stated in the section 
are various. He may, for instance, by 
agreement with the seller hold the consid- 
eration in his own hands until the debts 


are ascertained, or deposit it in an account 
subject to checks bearing his counter-sig- 
nature, or deposit it in escrow with an 
independent agency. If the affairs of the 
seller are so involved that nothing else is 
practical the buyer will no doubt pay the 
consideration into the registry of an ap- 
propriate court and interplead the seller’s 
creditors. If optional subsection (4) 
(A.C.A. § 4-6-106(4)) is enacted, specific 
provision is made for such a procedure. 
But notice that the obligation runs, not to 
all possible creditors of the transferor who 
may appear at any time in the future, but 
only to existing creditors whom the trans- 
feree has a chance to identify in one of the 
ways provided in subsection (1) (A.C.A. 
§ 4-6-106(1)). [This paragraph was 
amended in 1962]. 


Cross References: 

Point 1: Section 6-108 (A.C.A. § 4-6- 
108), Comment 4 to Section 6-101 (A.C.A. 
§ 4-6-101). 

Point 2: Sections 6-103(6) and (7) 
(A.C.A. § 4-6-103(6) and (7)), 6-109(2) 
(A.C.A. § 4-6-109(2)). 

Point 3: Section 6-109 (A.C.A. § 4-6- 
109). 


Definitional Cross References: 

“Bulk transfer”. Section 6-102 (A.C.A. 
§ 4-6-102). 

“Creditor”. Section 6-109 (A.C.A. § 4-6- 
109). 


COMMENTARIES 


“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 
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*This section was not adopted in Arkan- 
sas. 


Comment to § 6-107 (A.C.A. § 4-6-107)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. This section specifies the contents of 
the notice to be given on all the transfers 
covered by Section 6-105 (A.C.A. § 4-6- 
105) (that is, all transfers subject to the 
Article (Chapter) except those made by 
auction sale) and the manner in which it 
is to be given. 

2. Under the section, if the debts of the 
transferor are to be paid in full as they fall 
due, a short form of notice is provided. 
This facilitates honest and solvent trans- 
actions. 

3. If the transfer is by auction sale 
Section 6-108 (A.C.A. § 4-6-108) applies. 

4. Subsection (2)(e) (A.C.A. § 4-6- 
107(2)(e)) is a corollary of Section 6-106 
(A.C.A. § 4-6-106) and should be omitted 
if that section is. See note to Section 6-106 
(A.C.A. § 4-6-106). 


Cross References: 

Point 1: Section 6-105 (A.C.A. § 4-6- 
105). 

Point 3: Section 6-108 (A.C.A. § 4-6- 
108). 

Point 4: Note to Section 6-106 (A.C.A. 
§ 4-6-106). 


Definitional Cross References: 

“Bulk transfer”. Section 6-102 (A.C.A. 
§ 4-6-102). 

“Creditor”. Sections 1-201 (A.C.A. § 4- 
1-201) and 6-109 (A.C.A. § 4-6-109). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1967, 
No. 303, § 19 (6-107) to incorporate the 
1962 changes to this Uniform Commercial 
Code section and for renumbering to con- 
form to the Uniform Commercial Code 
section. 


Comment to § 6-108 (A.C.A. § 4-6-108)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. The section is intended to make ap- 
propriate application of the requirements 
of this Article (Chapter) to auction sales. 
It is clear that the provisions of the four 
previous sections in their literal form can- 
not be applied directly to an auction, since 
neither the price nor the identity of the 
purchaser or purchasers can be known 
until the sale occurs. But it is equally 
clear that if auctions were excluded en- 
tirely from the transfers covered by this 
Article (Chapter) the way would be open 
to a debtor to carry out a bulk transfer of 
his property without notice to his credi- 
tors and without any duty upon anyone to 
see the application of the proceeds. The 
section attempts to meet this situation by 
imposing the obligations stated in the 
section upon the persons there described. 

2. Since the obligation to give advance 


notice, etc., cannot rest upon bidders at an 
auction it is clear that the sale must be 
effective so far as they are concerned 
whether or not the section is complied 
with. Subsection (4) (A.C.A. § 4-6-107(4)) 
therefore states a sanction which does not 
affect the purchasers. Notice that the 
sanction applies only “if the auctioneer 
knows that the auction constitutes a bulk 
transfer.” No doubt in some cases, as for 
instance when goods are simply received 
on consignment for sale, he may not know. 

3. Subsection (8)(c) (A.C.A. § 4-6- 
108(3)(c)) is a corollary of Section 6-106 
(A.C.A. § 4-6-106) and should be omitted 
if that section is. See note to that section. 


Cross References: 
Point 1: Sections 6-104 (A.C.A. § 4-6- 
104) through 6-107 (A.C.A. § 4-6-107). 
Point 2: Sections 6-104 (A.C.A. § 4-6- 
104) through 6-107 (A.C.A. § 4-6-107). 
Point 3: Section 6-106 (A.C.A. § 4-6- 
106) and Note thereto. 
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Definitional Cross References: 

“Bulk transfer”. Section 6-102 (A.C.A. 
§ 4-6-102). 

“Creditor”. Sections 1-201 (A.C.A. § 4- 
1-201) and 6-109 (A.C.A. § 4-6-109). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 


UNIFORM COMMERCIAL CODE 


*This section was amended by Acts 1967, 
No. 303, § 19 (6-108) to incorporate the 
1962 changes to this Uniform Commercial 
Code section and for renumbering to con- 
form it to the Uniform Commercial Code 
section. 


Comment to § 6-109 (A.C.A. § 4-6-109)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-6-109(1)) 
identifies the creditors who may have 
rights under the various provisions of this 
Article (Chapter). The claims referred to 
of course include unliquidated claims. 

2. Subsection (2) (A.C.A. § 4-6-109(2)) 
gives the transferee or auctioneer appro- 
priate credit for honest payments to par- 
ticular creditors. If Section 6-106 (A.C.A. 
§ 4-6-1006) is omitted this subsection 
should be also. See note to that section. 


Cross References: 
Point 1: Sections 6-104 (A.C.A. § 4-6- 
104) through 6-108 (A.C.A. § 4-6-108). 


Point 2: Section 6-106 (A.C.A. § 4-6- 
106) and Comment thereto. 


Definitional Cross References: 
“Auctioneer”. Section 6-108 (A.C.A. § 4- 


6-108). 

“Bulk transfer”. Section 6-102 (A.C.A. 
§ 4-6-102). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 


*This section was amended by Acts 1967, 
No. 303, § 19 (6-108) for renumbering to 
conform section numbers to the Uniform 
Commercial Code section. 


Comment to § 6-110 (A.C.A. § 4-6-110)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. The section deals with subsequent 
transfers by the transferee. 

2. The second transfer may of course 
itself be a “bulk transfer” subject to this 
Article (Chapter). Whether it is or not will 
depend on its own character under Sec- 
tions 6-102 (A.C.A. § 4-6-102) and 6-103 
(A.C.A. § 4-6-103). 


Cross References: 
Point 2: Sections 6-102 (A.C.A. § 4-6- 
102) and 6-103 (A.C.A. § 4-6-103). 


Definitional Cross References: 
“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 


“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1967, 
No. 3038, § 19 (6-110) to incorporate the 
1962 changes to this Uniform Commercial 
Code section and for renumbering to con- 
form to the Uniform Commercial Code 
section. 
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Comment to § 6-111 (A.C.A. § 4-6-111)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. This Article (Chapter) imposes un- 
usual obligations on buyers of property. A 
short statute of limitations is therefore 
appropriate. 

2. The main sanction for noncompli- 
ance with the Article (Chapter) is that the 
transfer “is ineffective against any credi- 
tor of the transferor.” Sections 6-104 
(A.C.A. § 4-6-104), 6-105 (A.C.A. § 4-6- 
105). This means, e.g., that a judgment 
creditor of the transferor may levy execu- 
tion on the property. See Comment 2 to 
Section 6-104 (A.C.A. § 4-6-104). 

In such a case, which may be expected 
to be frequent, no “action under this Arti- 
cle (Chapter)” will be necessary. The ac- 
tion will have been brought and prose- 
cuted to judgment on whatever the claim 
was. The only thing done “under this 
Article (Chapter)” will be the levy and 
resulting sale. 


The short statute of limitations is there- 
fore made applicable to levies as well as 
actions. “Levy”, which is not a defined 
term in the Code, should be read broadly 
as including not only levies of execution 
proper but also attachment, garnishment, 
trustee process, receivership, or whatever 
proceeding, under the state’s practice, is 
used to apply a debtor’s property to pay- 
ment of his debts. 


Definitional Cross References: 
“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1967, 
No. 303, § 19 (6-107) to incorporate the 
1962 changes to this Uniform Commercial 
Code section and for renumbering to con- 
form to the Uniform Commercial Code 
section. 
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UNIFORM COMMERCIAL CODE 


ARTICLE 7 
(A.C.A. § 4-7-101 ET SEQ.) 


Comment to § 7-101 (A.C.A. § 4-7-101) 


This Article (Chapter) is a consolidation 
and revision of the Uniform Warehouse 
Receipts Act and the Uniform Bills of 
Lading Act, and embraces also the provi- 
sions of the Uniform Sales Act relating to 
negotiation of documents of title. 

The only substantial omissions of mate- 
rial covered in the previous uniform acts 
are the criminal provisions found in the 
Warehouse Receipts and Bills of Lading 
acts. These criminal provisions are inap- 
propriate to a Commercial Code, and for 
the most part duplicate portions of the 
ordinary criminal law relating to frauds. 


The Article (Chapter) does not attempt 
to define the tort liability of bailees, except 
to hold certain classes of bailees to a 
minimum standard of reasonable care. 
For important classes of bailees, liabilities 
in case of loss, damages or destruction, as 
well as other legal questions associated 
with particular documents of title, are 
governed by federal statutes, interna- 
tional treaties, and in some cases regula- 
tory state laws, which supersede the pro- 
visions of this Article (Chapter) in case of 
inconsistency. See Section 7-103 (A.C.A. 
§ 4-7-103). 


Comment to § 7-102 (A.C.A. § 4-7-102) 


Prior Uniform Statutory Provision: 

Section 76, Uniform Sales Act; Section 
58, Uniform Warehouse Receipts Act; Sec- 
tions 1 and 53, Uniform Bills of Lading 
Act. 


Changes: 

Applicable definitions from the uniform 
acts have been consolidated and revised; 
definition of delivery order is new. 


Purposes of Changes and New Matter: 

1. “Bailee” was not defined in the old 
uniform acts. It is used in this Article 
(Chapter) as a blanket term to designate 
carriers, warehousemen and others who 
normally issue documents of title on the 
basis of goods which they have received. 
The definition does not, however, require 
actual possession of the goods. If a bailee 
acknowledges possession when he does 
not have it he is bound by sections of this 
Article (Chapter) which declare the “bail- 
ee’s” obligations. (See definition of “Issuer” 
in this section and Sections 7-203 (A.C.A. 
§ 4-7-203) and 7-301 (A.C.A. § 4-7-301) 
on liability in case of non-receipt.) 

2. The definition of warehouse receipt 
contained in the general definitions sec- 
tion of this Act (Section 1-201 (A.C.A. 
§ 4-1-201)) eliminates the requirement of 
the Uniform Warehouse Receipts Act that 
the issuing warehouseman be “lawfully 
engaged” in business. The warehouse- 
man’s compliance with applicable state 
regulations such as the filing of a bond has 


no bearing on the substantive issues dealt 
with in this Article (Chapter). Certainly 
the issuer’s violations of law should not 
diminish his responsibility on documents 
he has put in commercial circulation. The 
Uniform Warehouse Receipts Act require- 
ment that the warehouseman be engaged 
“for profit” has also been eliminated in 
view of the existence of state operated and 
co-operative warehouses. But it is still 
essential that the business be storing 
goods “for-hire” (Section 1-201 (A.C.A. 
§ 4-1-201) and this section). A person does 
not become a warehouseman by storing 
his own goods. 

3. Delivery orders, which were included 
without qualification in the Uniform Sales 
Act definition of document of title, must be 
treated differently in this consolidation of 
provisions from the three uniform acts. 
When a delivery order has been accepted 
by the bailee it is for practical purposes 
indistinguishable from a warehouse re- 
ceipt. Prior to such acceptance there is no 
basis for imposing obligations on the 
bailee other than the ordinary obligation 
of contract which the bailee may have 
assumed to the depositor of the goods. 


Cross References: 

Point 1: Sections 7-203 (A.C.A. § 4-7- 
203) and 7-301 (A.C.A. § 4-7-301). 

Point 2: Sections 1-201 (A.C.A. § 4-1- 
201) and 7-203 (A.C.A. § 4-7-2038). 

See general comment to document of 
title in Section 1-201 (A.C.A. § 4-1-201). 


COMMENTARIES 


Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 2-106 


Section 1-201 
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“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-103). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Warehouse receipt”. 
(A.C.A. § 4-1-201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Comment to § 7-103 (A.C.A. § 4-7-103) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. To make clear what would of course 
be true without the Section, that applica- 
ble Federal law is paramount. 

2. To make clear also that regulatory 
state statutes (such as those fixing or 
authorizing a commission to fix rates and 
prescribe services, authorizing different 
charges for goods of different values, and 
limiting liability for loss to the declared 
value on which the charge was based) are 
not affected by the Article (Chapter) and 
are controlling on the matters which they 


cover. Notice that the reference is not only 
to such statutes, but to tariffs, classifica- 
tions and regulations filed or issued pur- 
suant to them. 


Cross References: 

Sections 7-201 (A.C.A. § 4-7-201), 7-202 
(A.C.A. § 4-7-202), 7-204 (A.C.A. § 4-7- 
204), 7-206 (A.C.A. § 4-7-206), 7-309 
(A.C.A. § 4-7-309), 7-401 (A.C.A. § 4-7- 
401), 7-403 (A.C.A. § 4-7-4083). 


Definitional Cross Reference: 
“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 


Comment to § 7-104 (A.C.A. § 4-7-104) 


Prior Uniform Statutory Provision: 

Sections 27 and 76, Uniform Sales Act; 
Sections 2, 3, 4 and 5, Uniform Warehouse 
Receipts Act; Sections 2, 3, 4, 5 and 53, 
Uniform Bills of Lading Act. 


Changes: 
Consolidated and rewritten. 


Purposes of Changes: 

This Article (Chapter) deals with a class 
of commercial paper representing com- 
modities in storage or transportation. 
This “commodity paper” is to be distin- 
guished from what might be called “mon- 
ey paper” dealt with in the Article (Chap- 
ter) of this Act on Commercial Paper 
(Article 3 (Chapter 3)) and “investment 
paper” dealt with in the Article (Chapter) 
of this Act on Investment Securities (Arti- 
cle 8 (Chapter 8)). The class of “commodity 
paper” is designated “document of title” 
following the terminology of the Uniform 


Sales Act Section 76. Section 1-201 (A.C.A. 
§ 4-1-201). The distinctions between ne- 
gotiable and nonnegotiable documents in 
this section makes the most important 
subclassification employed in the Article 
(Chapter), in that the holder of negotiable 
documents may acquire more rights than 
his transferor had (See Section 7-502 
(A.C.A. § 4-7-502). 

A document of title is negotiable only if 
it satisfies this section. “Deliverable on 
proper indorsement and surrender of this 
receipt” will not render a document nego- 
tiable. Bailees often include such provi- 
sions as a means of insuring return of 
nonnegotiable receipts for record pur- 
poses. Such language may be regarded as 
insistence by the bailee upon a particular 
kind of receipt in connection with delivery 
of the goods. Subsections (1)(a) and (2) 
(A.C.A. § 4-7-104(1)(a) and (2)) make it 
clear that a document is not negotiable 
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which provides for delivery to order or 
bearer only if written instructions to that 
effect are given by a named person. 


Cross Reference: 
Section 7-502 (A.C.A. § 4-7-502). 


Definitional Cross References: 

“Bearer”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 
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“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Overseas”. Section 2-323 (A.C.A. § 4-2- 
od) 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Warehouse receipt”. 
(A.C.A. § 4-1-201). 


Section 1-201 


Section 1-201 


Comment to § 7-105 (A.C.A. § 4-7-105) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

To avoid any impairment, for example, 
of any common-law right of indemnity a 
warehouseman may have corresponding 


to Section 7-301(5) (A.C.A. § 4-7-301(5)), 
or of any contractual security interest a 
carrier might have corresponding to Sec- 
tion 7-209(2) (A.C.A. § 4-7-209(2)). 


Cross References: 
Parts 2 and 3 of Article (Chapter) 7. 


Comment to § 7-201 (A.C.A. § 4-7-201) 


Prior Uniform Statutory Provision: 
Section 1, Uniform Warehouse Receipts 
Act. 


Changes: 

Provision added to cover storage under 
government bond or under licensing stat- 
ute. 


Purposes: 

It is not intended by reenactment of 
subsection (1) (A.C.A. § 4-7-201(1)) to re- 
peal any provisions of special licensing or 
other statutes regulating who may be- 
come a warehouseman. See Section 10- 
103 (A.C.A. § 4-10-103). Subsection (2) 
(A.C.A. § 4-7-201(2)) covers receipts is- 
sued by the owner for whiskey or other 
goods stored in bonded warehouses under 


such statutes as 26 U.S.C. Chapter 26. 
Limitations on the transfer of the receipts 
and criminal sanctions for violation of 
such limitations are not impaired. Section 
7-103 (A.C.A. § 4-7-103). Compare Sec- 
tion 7-401(d) (A.C.A. § 4-7-401(d)) on the 
liability of the issuer in such cases. 


Cross References: 

Sections 7-103 (A.C.A. § 4-7-1038), 7-401 
(A.C.A. § 4-7-401), 10-103 (A.C.A. § 4-10- 
103). 


Definitional Cross References: 
“Warehouseman”. Section 7-102 (A.C.A. 
§ 4-7-102). 
“Warehouse receipt”. 
(A.C.A. § 4-1-201). 


Section 1-201 


Comment to § 7-202 (A.C.A. § 4-7-202) 


Prior Uniform Statutory Provision: 
Section 2, Uniform Warehouse Receipts 
Act. 


Changes: 

Exemption for field warehouse receipts 
added in subsection (2)(e) (A.C.A. § 4-7- 
202(2)(e)). 


Purposes: 
To make clear that the formal require- 
ments of the Uniform Warehouse Receipts 


Act are continued but not to displace par- 
ticular legislation requiring other or dif- 
ferent specifications of form. See Sections 
7-103 (A.C.A. § 4-7-1038) and 10-103 
(A.C.A. § 4-10-103) [general repeal sec- 
tion; § 85-1-101 (A.C.A. § 4-1-101), 
note].* This section does not require that a 
receipt be issued but states formal re- 
quirements for those which are issued. 


Cross References: 
Sections 7-103 (A.C.A. § 4-7-103) and 


COMMENTARIES 


10-103 (A.C.A. § 4-10-103) [§ 85-1-101 
(A.C.A. § 4-1-101), note].* 


Definitional Cross References: 

“Bearer”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 1-201 
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“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Warehouseman”. Section 7-102 (A.C.A. 
§ 4-7-102). 

“Warehouse receipt”. 
(A.C.A. § 4-1-201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


*Bracketed language apparently added 
by compiler to the Arkansas Statutes An- 
notated. 


Comment to § 7-203 (A.C.A. § 4-7-203) 


Prior Uniform Statutory Provision: 
Section 20, Uniform Warehouse Re- 
ceipts Act. 


Changes: 
New section confined to problems of 
non-receipt and misdescription. 


Purposes of Changes and New Matter: 

This section is a simplified restatement 
of existing law as to the method by which 
a bailee may avoid responsibility for the 
accuracy of descriptions which are made 
by or in reliance upon information fur- 
nished by the depositor. The issuer is 
liable on documents issued by an agent, 
contrary to instructions of his principal, 
without receiving goods. No disclaimer of 
the latter liability is permitted. 


Cross References: 
Sections 7-301 (A.C.A. § 4-7-301) and 
7-203 (A.C.A. § 4-7-2038). 


Definitional Cross References: 

“Conspicuous”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Issuer”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-1038). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Comment to § 7-204 (A.C.A. § 4-7-204) 


Prior Uniform Statutory Provision: 
Sections 3 and 21, Uniform Warehouse 


Receipts Act. 


Changes: 
Consolidated and rewritten; material 
on limitation of remedy is new. 


Purpose of Changes: 

The old uniform acts provided that re- 
ceipts could not contain terms impairing 
the obligation of reasonable care. Whether 
this is violated by a stipulation that in 
case of loss the bailee’s liability is limited 
to stated amounts has been much contro- 
verted. The section is intended to elimi- 
nate that controversy by setting forth the 


conditions under which liability is so lim- 
ited. However, as subsection (4)* makes 
clear, the states as well as the federal 
government may supplement this section 
with more rigid standards of responsibil- 
ity for some or all bailees. 


Cross References: 
Sections 7-103 (A.C.A. § 4-7-103) and 
10-103 (A.C.A. § 4-10-1083). 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Agreed”. Section 1-201 (A.C.A. § 4-1- 
201). 
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“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Reasonable time”. 
(A.C.A. § 4-1-204). 

“Sign”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-204 
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“Warehouseman”. Section 7-102 (A.C.A. 
§ 4-7-102). 

“Warehouse receipt”. 
(A.C.A. § 4-1-201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


*Subsection (4) was not adopted in Arkan- 
sas. 


Comment to § 7-205 (A.C.A. § 4-7-205)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

The typical case covered by this section 
is that of the warehouseman-dealer in 
grain, and the substantive question at 
issue is whether in case the warehouse- 
man becomes insolvent the receipt holders 
shall be able to trace and recover grain 
shipped to farmers and other purchasers 
from the elevator. This was possible under 
the old acts, although courts were eager to 
find estoppels to prevent it. The practical 
difficulty of tracing fungible grain means 
that the preservation of this theoretical 
right adds little to the commercial accept- 
ability of negotiable grain receipts, which 
really circulate on the credit of the ware- 
houseman. Moreover, on default of the 
warehouseman, the receipt holders at 
least share in what grain remains, 
whereas retaking the grain from a good 
faith cash purchaser reduces him com- 
pletely to the status of general creditor in 
a situation where there was very little he 
could do to guard against the loss. Com- 
pare 15 U.S.C. Section 714p [F.C.A., tit. 
15, § 741p],** enacted in 1955. 


Cross References: 
Sections 2-403 (A.C.A. § 4-2-403) and 
9-307 (A.C.A. § 4-9-307). 


Definitional Cross References: 

“Buyer in ordinary course of business”. 
Section 1-201 (A.C.A. § 4-1-201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Duly negotiate”. Section 7-501 (A.C.A. 
§ 4-7-501). 

“Fungible goods”. 
§ 4-1-201). 

“Goods”. Section 
102). 

“Value”. Section 
201). 

“Warehouseman”. Section 7-102 (A.C.A. 
§ 4-7-102). 

“Warehouse receipt”. 
(A.C.A. § 4-1-201). 


Section 1-201 (A.C.A. 
7-102 (A.C.A. § 4-7- 
1-201 (A.C.A. § 4-1- 


Section 1-201 


*This section was amended by Acts 1981, 
No. 401, § 3, making this section vary 
from the language of the Uniform Com- 
mercial Code section. 

**The bracketed language was appar- 
ently added by the compiler of the Arkan- 
sas Statutes of 1947 Annotated. 


Comment to § 7-206 (A.C.A. § 4-7-206) 


Prior Uniform Statutory Provision: 
Section 34, Uniform Warehouse Re- 
ceipts Act. 


Changes: 

Rewritten and expanded to define the 
warehouseman’s right to terminate the 
storage not only where the goods are per- 
ishable or hazardous as in Uniform Ware- 
house Receipts Act, Section 34, but also 
for any other reason including decline in 
value of the goods imperilling the ware- 
houseman’s security for charges. 


Purposes of Changes: 

1. Most warehousing is for an indefi- 
nite term, the bailor being entitled to 
delivery on reasonable demand. It is nec- 
essary to define the warehouseman’s 
power to terminate the bailment, since it 
would be commercially intolerable to al- 
low warehousemen to order removal of the 
goods on short notice. The thirty day pe- 
riod provided where the document does 
not carry its own period of termination 
corresponds to commercial practice of 
computing rates on a monthly basis. The 


COMMENTARIES 


right to terminate under subsection (1) 
(A.C.A. § 4-7-206(1)) includes a right to 
require payment of “any charges”, but 
does not depend on the existence of un- 
paid charges. 

2. In permitting expeditious disposition 
of perishable and hazardous goods Uni- 
form Warehouse Receipts Act, Section 34, 
made no distinction between cases where 
the warehouseman knowingly undertook 
to store such goods and cases where the 
goods were discovered to be of that char- 
acter subsequent to storage. The former 
situation presents no such emergency as 
justifies the summary power of removal 
and sale. Subsections (2) (A.C.A. § 4-7- 
206(2)) and (3) (A.C.A. § 4-7-206(3)) dis- 
tinguish between the two situations. 

3. Protection of his lien is the only 
interest which the warehouseman has to 
justify summary sale of perishable goods 
which are not hazardous. This same inter- 
est must be recognized when the stored 
goods, although not perishable, decline in 
market value to a point which threatens 
the warehouseman’s security. 

4. The right to order removal of stored 
goods is subject to provisions of the public 
warehousing laws of some states forbid- 
ding warehousemen from discriminating 
among customers. Nor does the section 
relieve the warehouseman of any obliga- 
tion under the state laws to secure the 
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approval of a public official before dispos- 
ing of deteriorating goods. Such regula- 
tory statutes and the regulations under 
them remain in force and operative. Sec- 
tions 7-103 (A.C.A. § 4-7-103), 10-103 
(A.C.A. § 4-10-103). 


Cross References: 

Sections 7-103 (A.C.A. § 4-7-103), 7-403 
(A.C.A. § 4-7-403), 10-103 (A.C.A. § 4-10- 
103). 


Definitional Cross References: 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Good faith”. Section 1-201 (A.C.A. § 4- 


1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notification”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Reasonable time”. Section 1-204 


(A.C.A. § 4-1-204). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Warehouseman”. Section 7-102 (A.C.A. 
§ 4-7-102). 


Comment to § 7-207 (A.C.A. § 4-7-207) 


Prior Uniform Statutory Provision: 
Sections 22, 23 and 24, Uniform Ware- 
house Receipts Act. 


Changes: 

Consolidated and revised; holders of 
overissued receipts permitted to share in 
mass of fungible goods. 


Purposes of Changes: 

No change of substance is made other 
than the explicit statement that holders to 
whom overissued receipts have been duly 
negotiated shall share in a mass of fungi- 
ble goods. Where individual ownership 
interests are merged into claims on a 
common fund, as is necessarily the case 
with fungible goods, there is no policy 
reason for discriminating between succes- 
sive purchasers of similar claims. 


Definitional Cross References: 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Duly negotiate”. Section 7-501 (A.C.A. 
§ 4-7-501). 

“Fungible goods”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Warehouseman”. Section 7-102 (A.C.A. 
§ 4-7-102). 

“Warehouse receipt”. 
(A.C.A. § 4-1-201). 


Section 1-201 
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Comment to § 7-208 (A.C.A. § 4-7-208) 


Prior Uniform Statutory Provision: 
Section 13, Uniform Warehouse Re- 
ceipts Act. 


Changes: 

Generally revised and simplified; ex- 
plicit treatment of the situation where a 
blank in an executed document is filled 
without authority. 


Purposes of Changes: 

1. The execution of warehouse receipts 
in blank is a dangerous practice. As be- 
tween the issuer and an innocent pur- 
chaser the risks should clearly fall on the 
former. 

2. An unauthorized alteration whether 
made with or without fraudulent intent 


does not relieve the issuer of his liability 
on the warehouse receipt as originally 
executed. The unauthorized alteration it- 
self is of course ineffective against the 
warehouseman. 


Definitional Cross References: 
“Issuer”. Section 7-102 (A.C.A. § 4-7- 


102). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 


“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Warehouse receipt”. 
(A.C.A. § 4-1-201). 


Section 1-201 


Comment to § 7-209 (A.C.A. § 4-7-209)* 


Prior Uniform Statutory Provision: 
Sections 27 through 32, Uniform Ware- 
house Receipts Act. 


Changes: 
Rewritten. 


Purposes of Changes: 

1. Subsection (1) (A.C.A. § 4-7-209(1)) 
defines the warehouseman’s statutory 
lien. A specific lien attaches automatically, 
without express notation on the receipt, to 
goods stored under a non-negotiable re- 
ceipt. That len is limited to the usual 
charges arising out of a storage transac- 
tion; by notation on the receipt it can be 
made a general lien extending to like 
charges in relation to other goods. The 
same rules apply where the receipt is 
negotiable, except that as against a holder 
by due negotiation the lien is limited to 
the amount or rate specified on the re- 
ceipt, or, if none is specified, to a reason- 
able charge for storage of the specific 
goods after the date of the receipt. 

2. Subsection (2) (A.C.A. § 4-7-209(2)) 
provides for a security interest based upon 
agreement. Such a security interest arises 
out of relations between the parties other 
than bailment for storage or transporta- 
tion, as where the bailee assumes the role 
of financer or performs a manufacturing 
operation, extending credit in reliance 
upon the goods covered by the receipt. 
Such a security interest is not a statutory 
lien. Compare Sections 9-102(2) (A.C.A. 


§ 4-9-102(2)) and 9-310 (A.C.A. § 4-9- 
310). It is governed in all respects by 
Article 9 (Chapter 9), except that subsec- 
tion (2) (A.C.A. § 4-7-209(2)) requires that 
the receipt specify a maximum amount 
and limits the security interest to the 
amount specified. 

3. Subsections (1) (A.C.A. § 4-7-209(1)) 
and (2) (A.C.A. § 4-7-209(2)) validate the 
lien and security interest “against the 
bailor.” As against third parties, subsec- 
tion (3)(a) (A.C.A. § 4-7-209(3)(a)) contin- 
ues the rule under the prior uniform stat- 
utory provision that to validate the lien 
the owner must have entrusted the goods 
to the depositor, and that the circum- 
stances must be such that a pledge by the 
depositor to a good faith purchaser for 
value would have been valid. Thus the 
owner’s interest will not be subjected to a 
lien or security interest arising out of a 
deposit of his goods by a thief. The ware- 
houseman may be protected because of 
the actual, implied or apparent authority 
of the depositor, because of a Factor’s Act, 
or because of other circumstances which 
would protect a bona fide pledgee, unless 
those circumstances are denied effect un- 
der Section 7-503 (A.C.A. § 4-7-503). 
Where the third party is the holder of a 
security interest, the rights of the ware- 
houseman depend on the priority given to 
a hypothetical bona fide pledgee by Article 
9 (Chapter 9), particularly Section 9-312 
(A.C.A. § 4-9-312). Thus the special prior- 
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ity granted to statutory liens by Section 
9-310 (A.C.A. § 4-9-310) does not apply to 
liens under subsection (1) of this section 
(A.C.A. § 4-7-209(1)), since subsection (3) 
(A.C.A. § 4-7-209(3)) “expressly provides 
otherwise” within the meaning of Section 
9-310 (A.C.A. § 4-9-310). As to household 
goods, however, subsection (3)(b) (A.C.A. 
§ 4-7-209(3)(b)) makes the warehouse- 
man’s lien “for charges and expenses in 
relation to the goods” effective against all 
persons if the depositor was the legal 
possessor. The purpose of the exception is 
to permit the warehouseman to accept 
household goods for storage in sole reli- 
ance on the value of the goods themselves, 
especially in situations of family emer- 
gency. [This paragraph was amended in 
1966]. 

4. It is unnecessary to state here, as in 
Uniform Warehouse Receipts Act 31, that 
a bailee with a valid lien need not deliver 
until the lien is satisfied. Section 7-403 
(A.C.A. § 4-7-403) provides that a person 
demanding delivery under a document 
must be prepared to satisfy the bailee’s 
lien. 

5. Where goods have been stored under 
a non-negotiable warehouse receipt and 
are sold by the person to whom the receipt 
has been issued, frequently the goods are 
not withdrawn by the new owner. The 
obligations of the seller of the goods in this 
situation are set forth in Section 2-503(4) 
(A.C.A. § 4-2-503(4)) on tender of delivery 
and include procurement of an acknowl- 
edgment by the bailee of the buyer’s right 
to possession of the goods. If a new receipt 
is requested, such an acknowledgment 
can be withheld until storage charges 
have been paid or provided for. The stat- 
utory lien for charges on the goods sold, 
granted by the first sentence of subsection 
(1) (A.C.A. § 4-7-209(1)), continues valid 
unless the bailee gives it up. But once a 
new receipt is issued to the buyer, the 
buyer becomes “the person on whose ac- 
count the goods are held” under the second 
sentence of subsection (1) (A.C.A. § 4-7- 
209(1)); unless he undertakes liability for 
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charges in relation to other goods stored 
by the seller, there is no general lien 
against the buyer for such charges. Of 
course, the bailee may preserve the gen- 
eral lien in such a case either by an 
arrangement by which the buyer “is liable 
for” such charges, or by reserving a secu- 
rity interest under subsection (2) (A.C.A. 
§ 4-7-209(2)). 


Cross References: 

Point 2: Sections 9-102(2) (A.C.A. § 4-9- 
102(2)) and 9-310 (A.C.A. § 4-9-310). 

Point 3: Sections 7-503 (A.C.A. § 4-7- 
503), 9-310 (A.C.A. § 4-9-310) and 9-312 
(A.C.A. § 4-9-312). 

Point 4: Section 7-403 (A.C.A. § 4-7- 
403). 

Point 5: Section 2-503 (A.C.A. § 4-2- 
503). 


Definitional Cross References: 

“Deliver”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201): 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201); 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Warehouseman”. Section 7-102 (A.C.A. 
§ 4-7-102). 

“Warehouse receipt”. 
(A.C.A. § 4-1-201). 


Section 1-201 


Section 1-201 


*This section was amended by Acts 1967, 
No. 303, § 20, to incorporate the 1966 
changes to this Uniform Commercial Code 
section. 
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Comment to § 7-210 (A.C.A. § 4-7-210) 


Prior Uniform Statutory Provision: 
Section 33, Uniform Warehouse Re- 
ceipts Act. 


Changes: 

Rewritten; simplified foreclosure pro- 
ceeding provided for all liens other than 
warehousemen’s lien in non-commercial 
storage. 


Purposes of Changes: 

1. Subsection (1) (A.C.A. § 4-7-210(1)) 
makes “commercial reasonableness” the 
standard for foreclosure proceedings in all 
cases except non-commercial storage with 
a warehouseman. The latter category em- 
braces principally storage of household 
goods by private owners; and for such 
cases the detailed provisions as to notifi- 
cation, publication and public sale, found 
in Section 33 of the Uniform Warehouse 
Receipts Act, are retained in subsection 
(2) (A.C.A. § 4-7-210(2)). The swifter, 
more flexible procedure of subsection (1) 
(A.C.A. § 4-7-210(1)) is appropriate to 
commercial storage. Compare seller’s 
power of resale on breach by buyer under 
the provisions of the Article (Chapter) on 
Sales (Section 2-706 (A.C.A. § 4-2-706)). 

2. The provisions of subsections (4) 
(A.C.A. § 4-7-210(4)) and (5) (A.C.A. § 4- 
7-210(5)) permitting the bailee to bid at 
public sales and confirming the title of 
purchasers at foreclosure sales are de- 


signed to secure more bidding and better 
prices. 


Cross Reference: 
Section 7-403 (A.C.A. § 4-7-403). 


Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Conspicuous”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Notification”. 
§ 4-1-201). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
200) 

“Warehouseman”. Section 7-102 (A.C.A. 
§ 4-7-102). 


Section 1-201 (A.C.A. 


Comment to § 7-301 (A.C.A. § 4-7-301)* 


Prior Uniform Statutory Provision: 
Section 23, Uniform Bills of Lading Act. 


Changes: 
Rewritten in part. 


Purposes of Changes: 

1. The provision as to misdating in sub- 
section (1) (A.C.A. § 4-7-301(1)) conforms 
to the policy of the amendment to the 
Federal Bills of Lading Act by 44 Stat. 
1450 (1927), as amended 49 U.S.C. Sec- 
tion 102 [F.C.A., tit. 49, § 102], after the 
holding in Browne v. Union Pac. R. Co., 
113 Kan. 726, 216 P. 299 (1923), affirmed 
on other grounds, 267 U.S. 255, 45 S.Ct. 
315, 69 L.Ed. 601 (1925). Subsections (2) 
(A.C.A. § 4-7-301(2)) and (8) (A.C.A. § 4- 
7-301(3)) conform to the policy of the Fed- 
eral Bills of Lading Act, 49 U.S.C. Sections 


100, 101 [F-C.A., tit. 49, §§ 100, 101],** 
and the laws of several states. See, e.g., 
N.Y.Pers. Prop. Law Section 209; Report 
of N.Y. Law Revision Commission, 
N.Y.Leg.Doc. (1941) No. 65(F). 

2. The language of the old Uniform Act 
suggested that a carrier is ordinarily lia- 
ble for damage caused by improper load- 
ing, but may relieve himself of liability by 
disclosing on the bill that shipper actually 
loaded. A more accurate statement of the 
law is that the carrier is not liable for 
losses caused by act or default of the 
shipper, which would include improper 
loading. There is some question whether 
under present law a carrier is liable even 
to a good faith purchaser of a negotiable 
bill for such losses, if the shipper’s faulty 
loading in fact caused the loss. It is this 
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doubtful liability which subsection (4) 
(A.C.A. § 4-7-301(4)) permits the carrier 
to bar by disclosure of shipper’s loading. 
There is no implication the decisions such 
as Modern Tool Corp. v. Pennsylvania R. 
Co., 100 F. Supp. 595 (D.N.J.1951), are 
disapproved. 

3. This section is a simplified restate- 
ment of existing law as to the method by 
which a bailee may avoid responsibility 
for the accuracy of descriptions which are 
made by or in reliance upon information 
furnished by the depositor or shipper. The 
issuer is liable on documents issued by an 
agent, contrary to instructions of his prin- 
cipal, without receiving goods. No dis- 
claimer of this liability is permitted since 
it is not a matter either of the care of the 
goods or their description. 

4, The shipper’s erroneous report to the 
carrier concerning the goods may cause 
damage to the carrier. Subsection (5) 
(A.C.A. § 4-7-301(5)) therefore provides 
appropriate indemnity. 


Cross References: 
Sections 7-203 (A.C.A. § 4-7-2038) and 
7-309 (A.C.A. § 4-7-309). 


Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Consignee”. Section 7-102 (A.C.A. § 4- 
7-102). 
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“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Duly negotiate”. Section 7-501 (A.C.A. 
§ 4-7-501). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
200) 

“Issuer”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-1083). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1967, 
No. 308, § 21, to conform it to the Uni- 
form Commercial Code section to correct 
typographical errors made in the original 
enactment by the Arkansas General As- 
sembly. 

**Bracketed language apparently in- 
serted by the compiler to Arkansas Stat- 
utes of 1947 Annotated. 


Comment to § 7-302 (A.C.A. § 4-7-302) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. The purpose of this section is to sub- 
ject the initial carrier under a through bill 
to suit for breach of the contract of car- 
riage by any connecting carrier and to 
make it clear that any such connecting 
carrier holds the goods on terms which are 
defined by the document of title even 
though such connecting carrier did not 
issue the document. Since the connecting 
carrier does hold on the terms of the 
document, it must honor a proper demand 
for delivery or a diversion order just as the 
original bailee would have to do. Similarly 
it has the benefits of the excuses for non- 
delivery and limitations of liability pro- 
vided for the original bailee. Unlike the 
original bailee-issuer, the connecting car- 
rier’s responsibility is limited to the pe- 


riod while the goods are in its possession. 
The section is patterned generally after 
the Interstate Commerce Act, but does not 
impose any obligation to issue through 
bills. 

2. The reference to documents other 
than through bills looks to the possibility 
that multi-purpose documents may come 
into use, e.g., combination warehouse re- 
ceipts and bills of lading. 

3. Where the obligations or standards 
applicable to different parties bound by a 
document of title are different, the initial 
carrier’s responsibility for portions of the 
journey not on its own lines will be deter- 
mined by the standards appropriate to the 
connecting carrier. Thus a land carrier 
issuing a through bill of lading involving 
water carriage at a later stage will have 
the benefit of the water carrier’s immu- 
nity from liability for negligence of its 
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servants in navigating the vessel, where 
the law provides such an immunity for 
water carriers and the loss occurred while 
the goods were in the water carrier’s pos- 
session. 

4. Under subsection (1) (A.C.A. § 4-7- 
302(1)) the issuer of a through bill of 
lading may become liable for the fault of 
another person. Subsection (3) (A.C.A. 
§ 4-7-302(3)) gives it appropriate rights of 
recourse. 


Definitional Cross References: 
“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 
“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 
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“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Issuer”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Overseas”. Section 2-323 (A.C.A. § 4-2- 
323): 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 7-303 (A.C.A. § 4-7-303) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. The old Acts contained no reference 
to diversion, a very common commercial 
practice which defeats delivery to the con- 
signee originally named in a bill of lading. 
The carrier was protected under the head- 
ing of “justified delivery” if the substituted 
consignee who received delivery was “a 
person lawfully entitled to possession of 
the goods.” Cf. subsection (1)(d) (A.C.A. 
§ 4-7-303(1)(d)). This in turn depended on 
whether the person ordering the diversion 
was the owner of the goods or empowered 
to dispose of them, which again might 
depend upon whether under sales law 
title had passed from the consignor-seller 
to the consignee-buyer. The carrier is 
plainly not in a position to decide such 
questions when directed by the person 
with whom it has contracted for transpor- 
tation to change the destination of the 
goods in transit. Carriers may as a busi- 
ness matter be willing to accept instruc- 
tions from consignees in which case, as 
under the old uniform acts, the carrier 
will be liable for misdelivery if the con- 
signee was not the owner or otherwise 
empowered to dispose of the goods. The 
section imposes no duty on carriers to 
undertake diversion; it is of course subject 
to the provisions of filed tariffs. Section 
7-103 (A.C.A. § 4-7-103). 

2. It should be noted that the section 
provides only an immunity for carriers 
against liability for “misdelivery.” It does 


not, for example, defeat the title to the 
goods which the consignee-buyer may 
have acquired from the consignor-seller 
upon delivery of the goods to the carrier 
under a non-negotiable bill of lading. Thus 
if the carrier, upon instructions from the 
consignor, returns the goods to him, the 
consignee may recover the goods from the 
consignor or his insolvent estate. How- 
ever, under certain circumstances, the 
consignee’s title may be defeated by diver- 
sion of the goods in transit to a different 
consignee. 


Cross References: 
Point 2: Sections 7-403 (A.C.A. § 4-7- 
403) and 7-504(3) (A.C.A. § 4-7-504(3)). 


Definitional Cross References: 

“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Consignee”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Consignor”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 
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Comment to § 7-304 (A.C.A. § 4-7-304) 


Prior Uniform Statutory Provision: 
Section 6, Uniform Bills of Lading Act. 


Changes: 

This section adds to existing legislation, 
which merely prohibits bills in a set in 
ordinary domestic trade, a statement of 
the legal effect of a lawfully issued set. 


Purposes of Changes: 

The statement of the legal effect of a 
lawfully issued set is in accord with exist- 
ing commercial law relating to maritime 
and other overseas bills. This law has 
been codified in the Hague and Warsaw 
Conventions and in the Carriage of Goods 
by Sea Act, the provisions of which would 
ordinarily govern in situations where bills 
in a set are recognized by this Article 
(Chapter). 


Cross Reference: 
Section 10-103 (A.C.A. § 4-10-103). 


Definitional Cross References: 

“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Bill of lading”. Section 7-102 (A.C.A. 
§ 4-7-102).* 


“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Duly negotiate”. Section 7-501 (A.C.A. 
§ 4-7-501). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
2018 

“Issuer”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Overseas”. Section 2-323 (A.C.A. § 4-2- 
323) 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-103). 


*“Bill of lading” is actually defined in 
A.C.A. § 4-1-201 rather than in A.C.A. 
§ 4-7-102 as stated in the Uniform Com- 
mercial Code Comments. 


Comment to § 7-305 (A.C.A. § 4-7-305) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

This proposal is designed to facilitate 
the use of order bills in connection with 
fast shipments. Use of order bills on high 
speed shipments is impeded by the fact 
that the goods may arrive at destination 
before the documents, so that no one is 
ready to take delivery from the carrier. 
This is especially inconvenient for carriers 
by truck and air, who do not have terminal 
facilities where shipments can be held to 
await consignee’s appearance. Order bills 
would be useful to take advantage of bank 
collection. This may be preferable to 
C.O.D. shipment in which the carrier, e.g., 
a truck driver, is the collecting and remit- 
ting agent. Financing of shipments under 
this plan would be handled as follows: 
seller at San Francisco delivers goods to 


an airline with instructions to issue a bill 
in New York to a named bank. Seller 
receives a receipt embodying this under- 
taking to issue a destination bill. Airline 
wires its New York freight agent to issue 
the bill as instructed by the seller. Seller 
wires the New York bank a draft on buyer. 
New York bank indorses the bill to buyer 
when he honors the draft. Normally seller 
would act through his own bank in San 
Francisco, which would extend him credit 
in reliance on the airline’s contract to 
deliver a bill to the order of its New York 
correspondent. This section is entirely 
permissive; ic imposes no duty to issue 
such bills. Whether a connecting carrier 
will act as issuing agent is left to agree- 
ment between carriers. 


Definitional Cross References: 
“Consignor”. Section 7-102 (A.C.A. § 4- 
7-102). 


392 


“Issuer”. Section 7-102 (A.C.A. § 4-7- 
102). 
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“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-103). 


Comment to § 7-306 (A.C.A. § 4-7-306) 


Prior Uniform Statutory Provision: 
Section 16, Uniform Bills of Lading Act. 


Changes: 

Generally revised and simplified; ex- 
plicit treatment of the situation where a 
blank in an executed document is filled 
without authority. 


Purposes of Changes: 

An unauthorized alteration whether 
made with or without fraudulent intent 
does not relieve the issuer of his liability 
on the document as originally executed. 
Uniform Warehouse Receipts Act 13 ex- 
cused the issuer from any liability to a 
fraudulent alterer, other than the liability 
to deliver the goods according to the terms 
of the original document. It is difficult to 
conceive what liability the draftsman in- 
tended to excuse. Uniform Bills of Lading 
Act 16 contains no such excuse provision, 


and is followed in this respect in the 
present section. Uniform Bills of Lading 
Act 16 characterizes an unauthorized al- 
teration as “void” but apparently nothing 
more was intended than that the alter- 
ation did not change the obligation of the 
issuer. This is sufficiently covered by the 
terms of this section. Moreover cases are 
conceivable in which an alteration would 
not be “void”; for example, an alteration 
made by common consent of a transferor 
and transferee of a document might evi- 
dence an enforceable contract between 
them. The same rule is made applicable to 
the filling in of blanks, a matter on which 
the prior Acts were silent. 


Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Issuer”. Section 7-102 (A.C.A. § 4-7- 
102). 


Comment to § 7-307 (A.C.A. § 4-7-307) 


Prior Uniform Statutory Provision: 
Sections 27 through 32, Uniform Ware- 
house Receipts Act. 


Changes: 

Rewritten; lien extended to carrier. Lien 
of common carrier validated unless carrier 
had notice that consignor lacked authority 
to subject the goods to charges and ex- 
penses. Where the carrier is not required 
by law to receive the goods for transporta- 
tion, lien validated against anyone who 
permitted the bailor to have possession 
even if he had no real or apparent author- 
ity. 


Purposes of Changes: 

The section is intended to give carriers a 
specific statutory lien for charges and ex- 
penses similar to that given to warehouse- 
men by the first sentence of Section 7-209 
(A.C.A. § 4-7-209). But since carriers do 
not commonly claim a lien for charges in 
relation to other goods or lend money on 
the security of goods in their hands, pro- 
visions for a general lien or a security 
interest similar to those in Section 
7-209(1) and (2) (A.C.A. § 4-7-209(1) and 
(2)) are omitted. See Comment to Section 


7-105 (A.C.A. § 4-7-105). Since the lien 
given by this section is specific, and the 
storage or transportation often preserves 
or increases the value of the goods, sub- 
section (2) (A.C.A. § 4-7-209(2)) validates 
the lien against anyone who permitted the 
bailor to have possession of the goods. 
Where the carrier is required to receive 
the goods for transportation, the owner’s 
interest may be subjected to charges and 
expenses arising out of deposit of his 
goods by a thief. Cf. Section 9-310 (A.C.A. 
§ 4-9-310). The crucial mental element is 
the carrier’s knowledge or reason to know 
of the bailor’s lack of authority. 


Cross References: 

Sections 7-209 (A.C.A. § 4-7-209), 
9-102(2) (A.C.A. § 4-9-102(2)), and 9-310 
(A.C.A. § 4-9-310). 


Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Consignor”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 
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“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 
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“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Comment to § 7-308 (A.C.A. § 4-7-308)* 


Prior Uniform Statutory Provision: 
Section 33, Uniform Warehouse Re- 
ceipts Act. 


Changes: 

Rewritten; provisions extended to carri- 
ers’ liens; simplified foreclosure proceed- 
ing provided. 


Purposes of Changes: 

This section is intended to give the 
carrier an enforcement procedure of his 
lien coextensive with that given the ware- 
housemen in cases other than those cov- 
ering noncommercial storage by him. See 
Comment to Section 7-210 (A.C.A. § 4-7- 
210). 


Cross Reference: 
Section 7-210 (A.C.A. § 4-7-210). 


Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Notification”. 
§ 4-1-201). 

“Notifies”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 (A.C.A. 


*This section was amended by Acts 1967, 
No. 308, § 22, to make it conform to the 
Uniform Commercial Code by adding sub- 
section (8), which was omitted from the 
original enactment by the Arkansas Gen- 
eral Assembly. 


Comment to § 7-309 (A.C.A. § 4-7-309) 


Prior Uniform Statutory Provision: 
Section 3, Uniform Bills of Lading Act. 


Changes: 
Consolidated and rewritten. 


Purposes of Changes: 

The old uniform act provided that bills 
of lading could not contain terms impair- 
ing the obligation of reasonable care. 
Whether this is violated by a stipulation 
that in case of loss the bailee’s liability is 
limited to stated amounts has been much 
controverted. For interstate rail transpor- 
tation the matter is settled by the 
Carmack Amendment to the Interstate 
Commerce Act (see 49 U.S.C. § 20(11) 
[F.C.A., tit. 49, § 20(11)]).* The present 
section is a generalized version of the 
Interstate Commerce Act provisions. The 
obligation of due care is radically quali- 
fied, in the case of maritime bills and 


international airbills, by federal legisla- 
tion and treaty. All this special legislation 
would remain in effect even if Congress 
enacts this Code, including the present 
Article (Chapter). See Section 7-103 
(A.C.A. § 4-7-103). 

Subsection (1) (A.C.A. § 4-7-309(1)) 
does not impair any rule of law imposing 
the liability of an insurer on a common 
carrier in intrastate commerce. Subsec- 
tion (2) (A.C.A. § 4-7-309(2)), however, 
applies to such liability as well as to 
liability based on negligence. The entire 
section is subject under Section 7-103 
(A.C.A. § 4-7-103) to applicable provi- 
sions in filed tariffs, such as the common 
disclaimer of responsibility for undeclared 
articles of extraordinary value, hidden 
from view. Tariffs which lawfully provide 
a maximum unit value beyond which 
goods are not taken fall within the same 
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principle, and are expressly covered by 
the words “value as lawfully provided in 
the tariff.” 


Cross Reference: 
Section 7-103 (A.C.A. § 4-7-103). 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Consignor”. Section 7-102 (A.C.A. § 4- 
7-102). 
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“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*Bracketed language was apparently in- 
serted by the compiler of the Arkansas 
Statutes of 1947 Annotated. 


Comment to § 7-401 (A.C.A. § 4-7-401) 


Prior Uniform Statutory Provision: 

Section 20, Uniform Warehouse Re- 
ceipts Act; Section 23, Uniform Bills of 
Lading Act. 


Changes: 

Most of the material is new; the uniform 
act sections cited deal only with non- 
receipt and misdescription. 

Purposes of Changes and New Matter: 

The bailee’s liability on his document 
despite non-receipt or misdescription of 
the goods is affirmed in Sections 7-203 
(A.C.A. § 4-7-203) and 7-301 (A.C.A. § 4- 
7-301). The purpose of this section is to 
make it clear that regardless of irregular- 
ities a document which falls within the 
definition of document of title imposes on 
the issuer the obligations stated in this 
Article (Chapter). For example, a bailee 
will not be permitted to avoid his obliga- 
tion to deliver the goods (Section 7-403 
(A.C.A. § 4-7-403)) or his obligation of due 
care with respect to them (Sections 7-204 
(A.C.A. § 4-7-204) and 7-309 (A.C.A. § 4- 
7-309)) by taking the position that no 
valid “document” was issued because he 
failed to file a statutory bond or did not 
pay stamp taxes or did not disclose the 
place of storage in the document. Sanc- 
tions against violations of statutory or 
administrative duties with respect to doc- 


uments should be limited to revocation of 
license or other measures prescribed by 
the regulation imposing the duty. As to the 
continuing vitality of regulations, in addi- 
tion to those found in this Article (Chap- 
ter), of documents of title, see Sections 
7-103 (A.C.A. § 4-7-103) and 10-103 
(A.C.A. § 4-10-103). 


Cross References: 

Sections 7-103 (A.C.A. § 4-7-103), 7-203 
(A.C.A. § 4-7-203), 7-204 (A.C.A. § 4-7- 
204), 7-301 (A.C.A. § 4-7-301), 7-309 
(A.C.A. § 4-7-309) and 10-103 (A.C.A. 
§ 4-10-103). 


Definitional Cross References: 

“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Issuer”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Warehouse receipt”. 
(A.C.A. § 4-1-201). 

“Warehouseman”. Section 7-102 (A.C.A. 
§ 4-7-102). 


Section 1-201 


Section 1-201 


Comment to § 7-402 (A.C.A. § 4-7-402) 


Prior Uniform Statutory Provision: 

Section 6, Uniform Warehouse Receipts 
Act; Section 7, Uniform Bills of Lading 
Act. 


Changes: 
Consolidated and rewritten. 


Purposes of Changes: 

1. This section treats a duplicate which 
is not properly identified as such like any 
other overissue of documents: a purchaser 
of such a document acquires no title but 
only a cause of action for damages against 
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the person who made his deception possi- 
ble, except in the cases noted in the sec- 
tion. But parts of a bill lawfully issued in 
a set of parts are not “overissue” (Section 
7-304 (A.C.A. § 4-7-304)). Of course, if the 
issuer has clearly indicated that a docu- 
ment is a duplicate so that no one can be 
deceived by it, and in fact the duplicate is 
a correct copy of the original, the ware- 
houseman is not liable for preparing and 
delivering such a duplicate copy. 

2. The section applies to nonnegotiable 
documents to the extent of providing an 
action for damages for one who acquires 
an unmarked duplicate from a transferor 
who knew the facts and would therefore 
himself have had no cause of action 
against the issuer of the duplicate. Ordi- 
narily the transferee of a nonnegotiable 
document acquires only the rights of his 
transferor. 

3. Overissue is defined so as to exclude 
the common situation where two valid 
documents of different issuers are out- 
standing for the same goods at the same 
time. Thus freight forwarders commonly 
issue bills of lading to their customers for 
small shipments to be combined into car- 
load shipments for which the railroad will 
issue a bill of lading to the forwarder. So 
also a warehouse receipt may be outstand- 
ing against goods, and the holder of the 
receipt may issue delivery orders against 
the same goods. In these cases dealings 
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with the subsequently issued documents 
may be effective to transfer title; e.g., 
negotiation of a delivery order will effec- 
tively transfer title in the ordinary case 
where no dishonesty has occurred and the 
goods are available to satisfy the orders. 
Section 7-503 (A.C.A. § 4-7-503) provides 
for cases of conflict between documents of 
different issuers. 


Cross References: 

Point 1: Sections 7-207 (A.C.A. § 4-7- 
207), 7-304 (A.C.A. § 4-7-304), and 7-601 
(A.C.A. § 4-7-601). 

Point 3: Section 7-503 (A.C.A. § 4-7- 
503). 


Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Conspicuous”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Fungible goods”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Issuer”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Comment to § 7-403 (A.C.A. § 4-7-403)* 


Prior Uniform Statutory Provision: 

Sections 8 through 12, 16 and 19, Uni- 
form Warehouse Receipts Act; Sections 11 
through 15, 19 and 22, Uniform Bills of 
Lading Act. 


Changes: 
Consolidated and rewritten. 


Purposes of Changes: 

1. The general and primary purpose of 
this revision is to simplify the statement 
of the bailee’s obligation on the document. 
The interrelations of the separate sections 
of the old uniform acts dealing with “obli- 
gation to deliver,” “justification in deliver- 
ing,” and “liability for misdelivery” are 
obscure. The present section is con- 
structed on the basis of stating what pre- 
vious deliveries or other circumstances 
operate to excuse the bailee’s normal obli- 


gation on the document. Accordingly, “jus- 
tified” deliveries under the old uniform 
acts now find their place as “excuse” under 
subsection (1) (A.C.A. § 4-7-403(1)). Un- 
justified deliveries, i.e., “misdeliveries” 
under the old acts, are simply omitted 
from the list of excuses, thus permitting 
the normal obligation on the document to 
be asserted. 

2. The principal case covered by subsec- 
tion (1)(a) (A.C.A. § 4-7-403(1)(a)) is deliv- 
ery to a person whose title is paramount to 
the rights represented by the document. 
For example, if a thief deposits stolen 
goods in a warehouse and takes a negotia- 
ble receipt, the warehouseman is not lia- 
ble on the receipt if he has surrendered 
the goods to the true owner, even though 
the receipt is held by a good faith pur- 
chaser. See Section 7-503(1) (A.C.A. § 4- 
7-503(1)). However, if the owner entrusted 
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the goods to a person with power of dispo- 
sition, and that person deposited the 
goods and took a negotiable document, the 
owner’s receipt would not be rightful as 
against a holder to whom the negotiable 
document was duly negotiated, and deliv- 
ery to the owner would not give the bailee 
a defense against such a holder. See Sec- 
tions 7-502(1)(b) (A.C.A. § 4-7-502(1)(b)), 
7-503 (1)(a) (A.C.A. § 4-7-503(1)(a)). 

3. Subsection (1)(b) (A.C.A. § 4-7- 
403(1)(b)) amounts to a cross reference to 
all the tort law that determines the vary- 
ing responsibilities and standards of care 
applicable to commercial bailees. A re- 
statement of this tort law would be beyond 
the scope of this Act. Much of the applica- 
ble law as to responsibility of bailees for 
the preservation of the goods and limita- 
tion of liability in case of loss has been 
codified for particular classes of bailees in 
interstate and foreign commerce by fed- 
eral legislation and treaty and for intra- 
state carriers and other bailees by the 
regulatory state laws preserved by Sec- 
tion 7-103 (A.C.A. § 4-7-103). In the ab- 
sence of governing legislation the common 
law will prevail subject to the minimum 
standard of reasonable care prescribed by 
Sections 7-204 (A.C.A. § 4-7-204) and 
7-309 (A.C.A. § 4-7-309) of this Article 
(Chapter). The optional language in sub- 
section (1)(b) (A.C.A. § 4-7-403(1)(b)) 
states the rule laid down for interstate 
carriers in many federal cases. State deci- 
sions are in conflict as to both carriers and 
warehousemen. Particular states may 
prefer to adopt the federal rule. 

4. Subsection (2) (A.C.A. § 4-7-403(2)) 
eliminates the implication of the old uni- 
form acts that a request for delivery must 
be accompanied by a formal tender of the 
amount of the charges due. Rather, the 
bailee must request payment of the 
amount of his lien when asked to deliver, 
and only in case this request is refused is 
he justified in declining to deliver because 
of nonpayment of charges. Where delivery 
without payment is forbidden by law, the 
request is treated as implicit. Such a pro- 
hibition reflects a policy of uniformity to 
prevent discrimination by failure to re- 
quest payment in particular cases. 

5. Subsection (3) (A.C.A. § 4-7-403(3)) 
states the obvious duty of a bailee to take 
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up a negotiable document or note partial 
deliveries conspicuously thereon, and the 
result of failure in that duty. It is subject 
to only one exception, that stated in sub- 
section 1(a) of this section (A.C.A. § 4-7- 
403(1)(a)) and in Section 7-503(1) (A.C.A. 
§ 4-7-503(1)). It is limited to cases of 
delivery to a claimant; it has no applica- 
tion, for example, where goods held under 
a negotiable document are lawfully sold to 
enforce the bailee’s lien. 


Cross References: 

Point 2: Sections 7-502 (A.C.A. § 4-7- 
502) and 7-503 (A.C.A. § 4-7-503). 

Point 3: Sections 7-103 (A.C.A. § 4-7- 
103), 7-204 (A.C.A. § 4-7-204), 7-309 
(A.C.A. § 4-7-309) and 10-103 (A.C.A. 
§ 4-10-1003) [note to § 85-1-101 (A.C.A. 
§ 4-1-101)]. 

Point 5: Section 7-503(1) (A.C.A. § 4-7- 
503(1)). 


Definitional Cross References: 

“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Conspicuous”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Duly negotiate”. Section 7-501 (A.C.A. 
§ 4-7-501). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-1083). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
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“Terms”. Section 1-201 (A.C.A. § 4-1- 
201). 
“Warehouseman”. Section 7-102 (A.C.A. 
§ 4-7-102). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1967, 
No. 303, § 23, to adopt the bracketed 
optional language at the end of subsection 


(1)(b). 
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Comment to § 7-404 (A.C.A. § 4-7-404) 


Prior Uniform Statutory Provision: 

Section 10, Uniform Warehouse Re- 
ceipts Act; Section 13, Uniform Bills of 
Lading Act. 


Changes: 
Consolidated and rewritten. 


Purposes of Changes: 

The generalized test of good faith and 
observance of reasonable commercial 
standards is substituted for the attempts 
to particularize what constitutes good 
faith in the cited sections of the old uni- 
form acts. The section states explicitly 
what is perhaps an implication from the 
old acts that the common law rule of 
“innocent conversion” by unauthorized 
“intermeddling” with another’s property is 
inapplicable to the operations of commer- 
cial carriers and warehousemen, who in 
good faith and with reasonable obser- 
vance of commercial standards perform 
obligations which they have assumed and 


which generally they are under a legal 
compulsion to assume. The section applies 
to delivery to a fraudulent holder of a 
valid document as well as to delivery to 
the holder of an invalid document. 


Definitional Cross References: 

“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Receipt of goods”. Section 2-103 (A.C.A. 
§ 4-2-103). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Comment to § 7-501 (A.C.A. § 4-7-501)* 


Prior Uniform Statutory Provision: 

Sections 28, 29, 31, 32 and 38, Uniform 
Sales Act; Sections 37, 38, 39, 40 and 47, 
Uniform Warehouse Receipts Act; Sec- 
tions 9, 28, 29, 30, 31 and 38, Uniform 
Bills of Lading Act. 


Changes: 
Consolidated and rewritten. 


Purposes of Changes: 

1. In general this section is intended to 
clarify the language of the old acts and to 
restate the effect of the better decisions 
thereunder. An important new concept is 
added, however, in the requirement of 
“regular course of business or financing” 
to effect the “due negotiation” which will 
transfer greater rights than those held by 
the person negotiating. The foundation of 
the mercantile doctrine of good faith pur- 
chase for value has always been, as shown 
by the case situations, the furtherance 
and protection of the regular course of 
trade. The reason for allowing a person, in 
bad faith or in error, to convey away rights 
which are not his own has from the begin- 
ning been to make possible the speedy 
handling of that great run of commercial 
transactions which are patently usual and 


normal. 


There are two aspects to the usual and 
normal course of mercantile dealings, 
namely, the person making the transfer 
and the nature of the transaction itself. 
The first question which arises is: Is the 
transferor a person with whom it is rea- 
sonable to deal as having full powers? In 
regard to documents of title the only 
holder whose possession appears, com- 
mercially, to be in order is almost invari- 
ably a person in the trade. No commercial 
purpose is served by allowing a tramp or 
professor to “duly negotiate” an order bill 
of lading for hides or cotton not his own, 
and since such a transfer is obviously not 
in the regular course of business, it is 
excluded from the scope of the protection 
of subsection (4) (A.C.A. § 4-7-501(4)). 

The second question posed by the “reg- 
ular course” qualification is: Is the trans- 
action one which is normally proper to 
pass full rights without inquiry, even 
though the transferor himself may not 
have such rights to pass, and even though 
he may be acting in breach of duty? In 
raising this question the “regular course” 
criterion has the further advantage of 
limiting the effective wrongful disposition 
to transactions whose protection will re- 
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ally further trade. Obviously, the snap- 
ping up of goods for quick resale at a price 
suspiciously below the market deserves no 
protection as a matter of policy: it is also 
clearly outside the range of regular 
course. 

Any notice from the face of the docu- 
ment sufficient to put a merchant on in- 
quiry as to the “regular course” quality of 
the transaction will frustrate a “due nego- 
tiation”. Thus irregularity of the docu- 
ment on its face or unexplained staleness 
of a bill of lading may appropriately be 
recognized as negating a negotiation in 
“regular” course. 

A pre-existing claim constitutes value, 
and “due negotiation” does not require 
“new value.” A usual and ordinary trans- 
action in which documents are received as 
security for credit previously extended 
may be in “regular” course, even though 
there is a demand for additional collateral 
because the creditor “deems himself inse- 
cure.” But the matter has moved out of the 
regular course of financing if the debtor is 
thought to be insolvent, the credit previ- 
ously extended is in effect canceled, and 
the creditor snatches a plank in the ship- 
wreck under the guise of a demand for 
additional collateral. Where a money debt 
is “paid” in commodity paper, any question 
of “regular” course disappears, as the case 
is explicitly excepted from “due negotia- 
tion”. 

2. Negotiation under this section may 
be made by any holder no matter how he 
acquired possession of the document. The 
present section follows in this respect the 
Uniform Bills of Lading Act and amend- 
ments of the original Uniform Sales Act 
and Uniform Warehouse Receipts Act pro- 
posed by the Commissioners on Uniform 
State Laws in 1922. 

3. Subsection (2)(b) (A.C.A. § 4-7- 
501(2)(b)) makes explicit a matter upon 
which the intent of the old acts was clear 
but the language somewhat obscure: a 
negotiation results from a delivery to a 
banker or buyer to whose order the docu- 
ment has been taken by the person mak- 
ing the bailment. There is no presumption 
of irregularity in such a negotiation; it 
may very well be in “regular course.” 

4, This Article (Chapter) does not con- 
tain any provision creating a presumption 
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of due negotiation to, and full rights in, a 
holder of a document of title akin to that 
created by Sections 16, 24 and 59 of the 
Negotiable Instruments Law. But the rea- 
son of the provisions of this Act (Section 
1-202 (A.C.A. § 4-1-202)) on the prima 
facie authenticity and accuracy of third 
party documents, joins with the reason of 
the present section to work such a pre- 
sumption in favor of any person who has 
power to make a due negotiation. It would 
not make sense for this Act to authorize a 
purchaser to indulge the presumption of 
regularity if the courts were not called 
upon to do so. 


Cross References: 

Point 1: Sections 7-502 (A.C.A. § 4-7- 
502) and 7-503 (A.C.A. § 4-7-503). 

Point 2: Section 7-502 (A.C.A. § 4-7- 
502). 


Definitional Cross References: 

“Bearer”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
2018 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


*This section was amended by Acts 1967, 
No. 303, § 24, to make it conform to the 
Uniform Commercial Code section by cor- 
recting a grammatical error in subsection 
(3) in the original enactment by the Ar- 
kansas General Assembly. 
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Comment to § 7-502 (A.C.A. § 4-7-502)* 


Prior Uniform Statutory Provision: 

Sections 20(4), 25, 33, 38 and 62, Uni- 
form Sales Act; Sections 41, 47, 48 and 49, 
Uniform Warehouse Receipts Act; Sec- 
tions 32, 38, 39, 40 and 42, Uniform Bills 
of Lading Act. 


Changes: 
Rewritten. 


Purposes of Changes: 

1. The several necessary qualifications 
of the broad principle that the holder of a 
document acquired in a due negotiation is 
the owner of the document and the goods 
have been brought together in the next 
section. 

2. Subsection (1)(c) (A.C.A. § 4-7- 
502(1)(c)) covers the case of “feeding” of a 
duly negotiated document by subsequent 
delivery to the bailee of such goods as the 
document falsely purported to cover; the 
bailee in such case is estopped as against 
the holder of the document. 

3. The explicit statement in subsection 
(1)(d) (A.C.A. § 4-7-502(1)(d)) of the bail- 
ee’s direct obligation to the holder pre- 
cludes the defense, sometimes success- 
fully asserted under the old acts, that the 
document in question was “spent” after 
the carrier had delivered the goods to a 
previous holder. But the holder is subject 
to such defenses as non-negligent destruc- 
tion even though not apparent on the face 
of the document, and the bailee’s obliga- 
tion is of course subject to lawful provi- 
sions in filed classifications and tariffs. 
See Sections 7-103 (A.C.A. § 4-7-103), 
7-403 (A.C.A. § 4-7-403). The sentence on 
delivery orders applies only to delivery 
orders in negotiable form which have been 
duly negotiated. On delivery orders, see 
also Section 7-503(2) (A.C.A. § 4-7-503(2)) 
and Comment. 

4. Subsection (2) (A.C.A. § 4-7-502(2)) 
condenses and continues the law of a 
number of sections of the prior acts which 
gave full effect to the issuance or due 
negotiation of a negotiable document. The 
subsection adds nothing to the effect of the 
rules stated in subsection (1) (A.C.A. § 4- 
7-502(1)), but it has been included since 
such explicit references were relied upon 
under the prior acts to preserve the rights 


of a purchaser by due negotiation unim- 
paired. The listing is not exhaustive. Only 
those matters have been repeated in this 
subsection which were explicitly reserved 
in the prior acts except in the case of 
stoppage of transit. Here, the language 
has been broadened to include “any stop- 
page” lest an inference be drawn that a 
stoppage of the goods before or after tran- 
sit might cut off or otherwise impair the 
purchaser’s rights. 


Cross References: 

Sections 7-103 (A.C.A. § 4-7-103), 7-205 
(A.C.A. § 4-7-205), 7-403 (A.C.A. § 4-7- 
403) and 7-503 (A.C.A. § 4-7-503). 


Definitional Cross References: 
“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 
“Delivery”. Section 1-201 (A.C.A. § 4-1- 
01) 


“Delivery order”. Section 7-102 (A.C.A. 
§ 4-7-102). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Duly negotiate”. Section 7-501 (A.C.A. 
§ 4-7-501). 

“Fungible”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 


Section 1-201 


102). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Issuer”. Section 7-102 (A.C.A. § 4-7- 
102). 


“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Warehouse _ receipt”. 
(A.C.A. § 4-1-201). 


Section 1-201 


*This section was amended by Acts 1967, 
No. 303, § 25, but there doesn’t appear to 
be any difference between that section as 
originally enacted, Acts 1961, No. 185, 
§ 7-502, and the Uniform Commercial 
Code section. 
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Comment to § 7-503 (A.C.A. § 4-7-503) 


Prior Uniform Statutory Provision: 

Section 33, Uniform Sales Act; Section 
41, Uniform Warehouse Receipts Act; Sec- 
tion 32, Uniform Bills of Lading Act. 


Changes: 

Subsection (1) (A.C.A. § 4-7-503(1)) 
narrows, as compared to the cited sec- 
tions, the occasions for defeating the doc- 
ument holder’s title. 


Purposes of Changes: 

1. In general it may be said that the 
title of a purchaser by due negotiation 
prevails over almost any interest in the 
goods which existed prior to the procure- 
ment of the document of title if the pos- 
session of the goods by the person obtain- 
ing the document derived from any action 
by the prior claimant which introduced 
the goods into the stream of commerce or 
carried them along that stream. A thief of 
the goods cannot indeed by shipping or 
storing them to his own order acquire 
power to transfer them to a good faith 
purchaser. Nor can a tenant or mortgagor 
defeat any rights of a landlord or mort- 
gagee which have been perfected under 
the local law merely by wrongfully ship- 
ping or storing a portion of the crop or 
other goods. However, “acquiescence” by 
the landlord or tenant does not require 
active consent under subsection (1)(b) 
(A.C.A. § 4-7-503(1)(b)) and knowledge of 
the likelihood of storage or shipment with 
no objection or effort to control it is suffi- 
cient to defeat his rights as against one 
who takes by “due” negotiation of a nego- 
tiable document. 

On the other hand, where goods are 
delivered to a factor for sale, even though 
the factor has made no advances and is 
limited in his duty to sell for cash, the 
goods are “entrusted” to him “with actual 

. authority ... to sell” under subsection 
(1)(a) (A.C.A. § 4-7-5038(1)(a)), and if he 
procures a negotiable document of title he 
can transfer the owner’s interest to a 
purchaser by due negotiation. Further, 
where the factor is in the business of 
selling, goods entrusted to him simply for 
safekeeping or storage may be entrusted 
under circumstances which give him “ap- 
parent authority to ship, store or sell” 
under subsection (1)(a) (A.C.A. § 4-7- 
503(1)(a)), or power of disposition under 


Section 2-403 (A.C.A. § 4-2-403), 7-205 
(A.C.A. § 4-7-205) or 9-307 (A.C.A. § 4-9- 
307), or under a statute such as the earlier 
Factors Acts, or under a rule of law giving 
effect to apparent ownership. See Section 
1-103 (A.C.A. § 4-1-1083). 

Persons having an interest in goods also 
frequently deliver or entrust them to 
agents or servants other than factors for 
the purpose of shipping or warehousing or 
under circumstances reasonably contem- 
plating such action. Rounding out the case 
law development under the prior Acts, 
this Act is clear that such persons assume 
the full risk that the agent to whom the 
goods are so delivered may ship or store in 
breach of duty, take a document to his own 
order and then proceed to misappropriate 
it. This Act makes no distinction between 
possession or mere custody in such situa- 
tions and finds no exception in the case of 
larceny by a bailee or the like. The safe- 
guard in such situations lies in the re- 
quirement that a due negotiation can oc- 
cur only “in the regular course of business 
or financing” and that the purchase be in 
good faith and without notice. See Section 
7-501 (A.C.A. § 4-7-501). Documents of 
title have no market among the commer- 
cially inexperienced and the commercially 
experienced do not take them without 
inquiry from persons known to be truck 
drivers or petty clerks even though such 
persons purport to be operating in their 
own names. 

Again, where the seller allows a buyer 
to receive goods under a contract for sale, 
though as a “conditional delivery” or un- 
der “cash sale” terms and on explicit 
agreement for immediate payment, the 
buyer thereby acquires power to defeat 
the seller’s interest by transfer of the 
goods to certain good faith purchasers. 
See Section 2-403 (A.C.A. § 4-2-4083). 
Both in policy and under the language of 
subsection (1)(a) (A.C.A. § 4-7-503(1)(a)) 
that same power must be extended to 
accomplish the same result if the buyer 
procures a negotiable document of title to 
the goods and duly negotiates it. 

2. Under subsection (1) (A.C.A. § 4-7- 
503(1)) a delivery order issued by a person 
having no right in or power over the goods 
is ineffective unless the owner acts as 
provided in subsection (1)(a) or (b) (A.C.A. 
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§ 4-7-503(1)(a) or (b)). Thus the rights of a 
transferee of a nonnegotiable warehouse 
receipt can be defeated by a delivery order 
subsequently issued by the transferor 
only if the transferee “delivers or en- 
trusts” to the “person procuring” the deliv- 
ery order or “acquiesces” in his procure- 
ment. Similarly, a second delivery order 
issued by the same issuer for the same 
goods will ordinarily be subject to the first, 
both under this section and under Section 
7-402 (A.C.A. § 4-7-402). After a delivery 
order is validly issued but before it is 
accepted, it may nevertheless be defeated 
under subsection (2) (A.C.A. § 4-7-503(2)) 
in much the same way that the rights of a 
transferee may be defeated under Section 
7-504 (A.C.A. § 4-7-504). For example, a 
buyer in ordinary course from the issuer 
may defeat the rights of the holder of a 
prior delivery order if the bailee receives 
notification of the buyer’s rights before 
notification of the holder’s rights. Section 
7-504(2)(b) (A.C.A. § 4-7-504(2)(b)). But 
an accepted delivery order has the same 
effect as a document issued by the bailee. 

3. Under subsection (3) (A.C.A. § 4-7- 
503(3)) a bill of lading issued to a freight 
forwarder is subordinated to the freight 
forwarder’s certificate, since the bill on its 
face gives notice of the fact that a freight 
forwarder is in the picture and has in all 
probability issued a certificate. But the 
carrier is protected in following the terms 
of its own bill of lading. 
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Cross References: 

Point 1: Sections 2-403 (A.C.A. § 4-2- 
403), 7-205 (A.C.A. § 4-7-205), 7-501 
(A.C.A. § 4-7-501), 9-307 (A.C.A. § 4-9- 
307) and 9-309 (A.C.A. § 4-9-309). 

Point 2: Sections 7-402 (A.C.A. § 4-7- 
402) and 7-504 (A.C.A. § 4-7-504). 

Point 3: Sections 7-402 (A.C.A. § 4-7- 
402), 7-403 (A.C.A. § 4-7-403) and 7-404 
(A.C.A. § 4-7-404). 


Definitional Cross References: 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Contract for sale”. 
(A.C.A. § 4-2-106). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery order”. Section 7-102 (A.C.A. 
§ 4-7-102). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Duly negotiate”. Section 7-501 (A.C.A. 
§ 4-7-501). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Warehouse receipt”. 
(A.C.A. § 4-1-201). 


Section 2-106 


Section 1-201 


Section 1-201 


Comment to § 7-504 (A.C.A. § 4-7-504) 


Prior Uniform Statutory Provision: 

Section 34, Uniform Sales Act; Sections 
41(b) and 42, Uniform Warehouse Re- 
ceipts Act; Sections 32(b) and 33, Uniform 
Bills of Lading Act. 


Changes: 
Generally rewritten; Subsection (3) 


(A.C.A. § 4-7-504(3)) is new. 


Purposes of Changes and New Matter: 

1. Under the general principles control- 
ling negotiable documents, it is clear that 
in the absence of due negotiation a trans- 
feror cannot convey greater rights than he 
himself has, even when the negotiation is 
formally perfect. This section recognizes 
the transferor’s power to transfer rights 
which he himself has or has “actual au- 
thority to convey.” Thus, where a negotia- 


ble document of title is being transferred 
the operation of the principle of estoppel is 
not recognized, as contrasted with situa- 
tions involving the transfer of the goods 
themselves. (Compare Section 2-403 
(A.C.A. § 4-2-403) on good faith purchase 
of goods.) 

A necessary part of the price for the 
protection of regular dealings with nego- 
tiable documents of title is an insistence 
that no dealing which is in any way irreg- 
ular shall be recognized as a good faith 
purchase of the document or of any rights 
pertaining to it. So, where the transfer of 
a negotiable document fails as a negotia- 
tion because a requisite indorsement is 
forged or otherwise missing, the pur- 
chaser in good faith and for value may be 
in the anomalous position of having less 
rights, in part, than if he had purchased 
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the goods themselves. True, his rights are 
not subject to defeat by attachment of the 
goods or surrender of them to his trans- 
feror (Contrast subsection (2) (A.C.A. § 4- 
7-504(2))); but on the other hand, he can- 
not acquire enforceable rights to control or 
receive the goods over the bailee’s objec- 
tion merely by giving notice to the bailee. 
Similarly, a consignee who makes pay- 
ment to his consignor against a straight 
bill of lading can thereby acquire the po- 
sition of a good faith purchaser of goods 
under provisions of the Article (Chapter) 
of this Act on Sales (Section 2-403 (A.C.A. 
§ 4-2-403)), whereas the same payment 
made in good faith against an unindorsed 
order bill would not have such effect. The 
appropriate remedy of a purchaser in such 
a situation is to regularize his status by 
compelling indorsement of the document 
(see Section 7-506 (A.C.A. § 4-7-506)). 

2. As in the case of transfer — as op- 
posed to “due negotiation” — of negotiable 
documents, subsection (1) (A.C.A. § 4-7- 
504(1)) empowers the transferor of a non- 
negotiable document to transfer only such 
rights as he himself has or has “actual 
authority” to convey. In contrast to situa- 
tions involving the goods themselves the 
operation of estoppel or agency principles 
is not here recognized to enable the trans- 
feror to convey greater rights than he 
actually has. Subsection (2) (A.C.A. § 4-7- 
504(2)) makes it clear, however, that the 
transferee of a nonnegotiable document 
may acquire rights greater in some re- 
spects than those of his transferor by 
giving notice of the transfer to the bailee. 

3. Subsection (3) (A.C.A. § 4-7-504(3)) 
is in part reiteration of the carrier’s im- 
munity from liability if it honors instruc- 
tions of the consignor to divert, but there 
is added a provision protecting the title of 
the substituted consignee if the latter is a 
buyer in ordinary cause of business. A 
typical situation would be where a manu- 
facturer, having shipped a lot of standard- 
ized goods to A on nonnegotiable bill of 
lading, diverts the goods to customer B 
who pays for them. Under orthodox pas- 
sage-of-title-by-appropriation doctrine A 
might reclaim the goods from B. However, 
no consideration of commercial policy sup- 
ports this involvement of an innocent 
third party in the default of the manufac- 
turer on his contract to A; and the common 
commercial practice of diverting goods in 
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transit suggests a trade understanding in 
accordance with this subsection. 

4. Subsection (4) (A.C.A. § 4-7-504(4)) 
gives the carrier an express right to in- 
demnity where he honors a seller’s re- 
quest to stop delivery. 

5. Section 1-201(27) (A.C.A. § 4-1- 
201(27)) gives the bailee protection, if due 
diligence is exercised, similar to that 
found in the third paragraph of Section 
33, Uniform Bills of Lading Act, where the 
bailee’s organization has not had time to 
act on a notification. 


Cross References: 

Point 1: Sections 2-403 (A.C.A. § 4-2- 
403) and 7-506 (A.C.A. § 4-7-506). 

Point 2: Section 2-403 (A.C.A. § 4-2- 
403). 

Point 3: Sections 7-303 (A.C.A. § 4-7- 


303) and 7-403(1)(e) (A.C.A. § 4-7- 
403(1)(e)). 
Point 4: Sections 2-705 (A.C.A. § 4-2- 
705) and 7-403(1)(d) (A.C.A. § 4-7- 
403(1)(d)). 


Definitional Cross References: 

“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Buyer in ordinary course of business”. 
Section 1-201 (A.C.A. § 4-1-201). 

“Consignee”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Consignor”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Duly negotiate”. Section 7-501 (A.C.A. 
§ 4-7-501). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102); 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notification”. 
§ 4-1-201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 (A.C.A. 
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Comment to § 7-505 (A.C.A. § 4-7-505) 


Prior Uniform Statutory Provision: 

Section 37, Uniform Sales Act; Section 
45, Uniform Warehouse Receipts Act; Sec- 
tion 36, Uniform Bills of Lading Act. 


Changes: 
No substantial change. 


Purposes of Changes: 

The indorsement of a document of title 
is generally understood to be directed to- 
wards perfecting the transferee’s rights 
rather than towards assuming additional 
obligations. The language of the present 
section, however, does not preclude the 
one case in which an indorsement given 
for value guarantees future action, 
namely, that in which the bailee has not 
yet become liable upon the document at 
the time of the indorsement. Under such 
circumstances the indorser, of course, en- 


gages that appropriate honor of the docu- 
ment by the bailee will occur. See Section 
7-502(1)(d) (A.C.A. § 4-7-502(1)(d)) as to 
negotiable delivery orders. However, even 
in such a case, once the bailee attorns to 
the transferee, the indorser’s obligation 
has been fulfilled and the policy of this 
section excludes any continuing obligation 
on the part of the indorser for the bailee’s 
ultimate actual performance. 


Cross Reference: 
Section 7-502 (A.C.A. § 4-7-502). 


Definitional Cross References: 

“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Comment to § 7-506 (A.C.A. § 4-7-506) 


Prior Uniform Statutory Provision: 

Section 35, Uniform Sales Act; Section 
43, Uniform Warehouse Receipts Act; Sec- 
tion 34, Uniform Bills of Lading Act. 


Changes: 

Consolidated and rewritten; former re- 
quirement that transfer be “for value” 
eliminated. 


Purposes of Changes: 

1. From a commercial point of view the 
intention to transfer a negotiable docu- 
ment of title which requires an indorse- 
ment for its transfer, is incompatible with 
an intention to withhold such indorse- 
ment and so defeat the effective use of the 
document. This position is sustained by 
the absence of any reported case applying 
the prior provisions in almost forty years 
of decisions. Further, the preceding sec- 
tion and the Comment thereto make it 
clear that an indorsement generally im- 
poses no responsibility on the indorser. 

2. Although this section provides that 
delivery of a document of title without the 
necessary indorsement is effective as a 


transfer, the transferee, of course, has not 
regularized his position until such in- 
dorsement is supplied. Until this is done 
he cannot claim rights under due negoti- 
ation within the requirements of this Ar- 
ticle (Chapter) (subsection (4) of Section 
7-501 (A.C.A. § 4-7-501(4))) on “due nego- 
tiation.” Similarly, despite the transfer to 
him of his transferor’s title, he cannot 
demand the goods from the bailee until 
the negotiation has been completed and 
the document is in proper form for surren- 
der. See Section 7-403(2) (A.C.A. § 4-7- 
403(2)). 


Cross References: 

Point 1: Section 7-505 (A.C.A. § 4-7- 
505). 

Point 2: Sections 7-501(4) (A.C.A. § 4-7- 
501(4)) and 7-403(2) (A.C.A. § 4-7-403(2)). 


Definitional Cross References: 

“Document of title”. Section 1-201 
(A.C.A. § 4-1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 


404 


UNIFORM COMMERCIAL CODE 


Comment to § 7-507 (A.C.A. § 4-7-507) 


Prior Uniform Statutory Provision: 

Section 36, Uniform Sales Act; Section 
44, Uniform Warehouse Receipts Act; Sec- 
tion 35, Uniform Bills of Lading Act. 


Changes: 
Consolidated and rewritten without 
change in policy. 


Purposes of Changes: 

1. This section omits provisions of the 
prior acts on warranties as to the goods as 
unnecessary and incomplete. It is unnec- 
essary because such warranties derive 
from the contract of sale and not from the 
transfer of the documents. The fact that 
transfer of control occurs by way of a 
document of title does not limit or displace 
the ordinary obligations of a seller. The 
former provision, moreover, was incom- 
plete because it did not expressly include 
all of the warranties which might rest 
upon a seller under such circumstances. 
This Act handles the problem by means of 
the precautionary reference to “any war- 
ranty made in selling the goods.” If the 
transfer of documents attends or follows 
the making of a contract for the sale of 
goods, the general obligations on warran- 


ties as to the goods (Sections 2-312 (A.C.A. 
§ 4-2-312) through 2-318 (A.C.A. § 4-2- 
318)) are brought to bear as well as the 
special warranties under this section. 

2. The limited warranties of a deliver- 
ing or collecting intermediary are stated 
in Section 7-508 (A.C.A. § 4-7-508). 


Cross References: 
Point 1: Sections 2-312 (A.C.A. § 4-2- 
312) through 2-318 (A.C.A. § 4-2-318). 
Point 2: Section 7-508 (A.C.A. § 4-7- 
508). 


Definitional Cross References: 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Document of title”. 
(A.C.A. § 4-1-201). 

“Genuine”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Comment to § 7-508 (A.C.A. § 4-7-508) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. To state the limited warranties given 
with respect to the documents accompany- 
ing a documentary draft. 

2. In warranting its authority a bank 
only warrants its authority from its trans- 
feror. See Section 4-203 (A.C.A. § 4-4- 
203). It does not warrant the genuineness 
or effectiveness of the document. Compare 
Section 7-507 (A.C.A. § 4-7-507). 

3. Other duties and rights of banks 
handling documentary drafts for collec- 
tion are stated in Article 4 (Chapter 4), 
Part 5. 


Cross References: 

Sections 4-203 (A.C.A. § 4-4-203) and 
7-507 (A.C.A. § 4-7-507), 4-501 (A.C.A. 
§ 4-4-501) through 4-504 (A.C.A. § 4-4- 
504). 


Definitional Cross References: 

“Collecting bank”. Section 4-105 (A.C.A. 
§ 4-4-105). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Draft”. Section 5-103 (A.C.A. § 4-5- 
103). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 
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Comment to § 7-509 (A.C.A. § 4-7-509) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

To cross-refer to the Articles (Chapters) 
of this Act which deal with the substantive 
issues of the type of document of title 
required under the contract entered into 
by the parties. 


Cross References: 
Articles 2 and 5 (Chapters 2 and 5). 


Definitional Cross References: 

“Contract for sale”. Section 2-106 
(A.C.A. § 4-2-106). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 


Comment to § 7-601 (A.C.A. § 4-7-601) 


Prior Uniform Statutory Provision: 

Section 14, Uniform Warehouse Re- 
ceipts Act; Section 17, Uniform Bills of 
Lading Act. 


Changes: 

General Revision. Principal innovations 
include: affirmation of bailee’s privilege to 
deliver to claimant without resort to judi- 
cial proceedings if the bailee acts in good 
faith and is willing to take the full risk of 
loss in case the lost document turns up in 
the hands of an innocent purchaser; ex- 
plicit authorization to the court to order 
bailee to issue a substitute document 
rather than make physical delivery of the 
goods; inclusion of “stolen” as well as lost 
documents; extension of section to nonne- 
gotiable documents. 


Purposes of Changes: 

The purposes of the changes insofar as 
they are not self-evident are as follows: 

1. As to the bailee’s privilege to deliver 
without court order, doubt had arisen as 
to the propriety of such action under Sec- 
tion 54 of the Uniform Warehouse Re- 
ceipts Act, which made it a crime to de- 
liver goods covered by negotiable receipts 
without taking up the receipts “except in 
the cases provided for in Section 14” (the 
lost receipts section). This has been inter- 
preted by one court as exempting from 
criminal liability only if the judicial pro- 
cedure of Section 14 was followed. Dahl v. 
Winter-Truesdell-Diercks Co., 61 N.D. 84, 
237 N.W.-202 (1931). Although the crimi- 
nal provisions are not being re-enacted in 
this Act (and the Uniform Bills of Lading 
Act never did include such a criminal 
provision), it seems advisable to clarify 
the legality of the well established com- 
mercial practice of bailees to make deliv- 
ery where they are satisfied that the 


claimant is the person entitled under a 
lost document. Since the bailee remains 
liable only on the document in such cases, 
he will usually insist that the claimant 
provide an indemnity bond. 

2. The old acts provide only for compul- 
sory delivery of goods; this Section pro- 
vides also for compulsory issuance of a 
substitute document. If continuance of the 
bailment is desirable there is no reason to 
require the goods to be withdrawn and 
redeposited in order to secure a negotiable 
document. The present acts would proba- 
bly be so interpreted. Section 20 of the 
Federal Warehouse Act and some state 
laws expressly require issuance of a new 
receipt on proof of loss and posting of 
bond. 

3. Claimants on nonnegotiable instru- 
ments are permitted to avail themselves 
of this procedure because straight bills of 
lading sometimes contain provisions that 
the goods shall not be delivered except 
upon production of the bill. If the carrier 
should choose to insist upon production of 
the bill, the consignee should have some 
means of compelling delivery on satisfac- 
tory proof of entitlement. 

Ordinarily no security would be neces- 
sary to indemnify a bailee in delivering to 
the person named in a nonnegotiable doc- 
ument. But disputes as to negotiability 
may arise, in which case if there is a 
reasonable doubt on the point that the 
bailee should be protected against the 
possibility that the missing document 
would, in the hands of an innocent pur- 
chaser for value, be held negotiable. 

4. It seems unnecessary to state, as do 
the present acts, that the court shall act 
“on satisfactory proof of such loss or de- 
struction.” The right of action created by 
the section is conditioned on a document 
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being lost, stolen or destroyed. Plaintiff 
must of course bring himself within the 
section. There is nothing in the language 
of the old acts to suggest that they in- 
tended to impose anything but the normal 
proof on the plaintiff in such proceedings. 

5. Subsection (2) (A.C.A. § 4-7-601(2)) 
makes it clear that after delivery without 
court order the bailee remains liable for 
actual damages. Liability for conversion is 
provided where the delivery is dishonest, 
but excluded where a filed classification or 
tariff is followed in good faith, or where 
the described bond is posted in good faith 
and no classification or tariff is filed. Lia- 
bility for conversion in other cases is left 
to judicial decision. 


Definitional Cross References: 
“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 
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“Bill of lading”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 7-102 (A.C.A. § 4- 


7-102). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 


“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Warehouse receipt”. 
(A.C.A. § 4-1-201). 

“Warehouseman”. Section 7-102 (A.C.A. 
§ 4-7-102). 


Section 1-201 


Comment to § 7-602 (A.C.A. § 4-7-602) 


Prior Uniform Statutory Provisions: 

Section 25, Uniform Warehouse Re- 
ceipts Act; Section 24, Uniform Bills of 
Lading Act. 


Changes: 
Consolidated and rewritten. 


Purposes of Changes: 

1. The purpose of the section is to pro- 
tect the bailee from conflicting claims of 
the document holder and the judgment 
creditors of the person who deposited the 
goods. The rights of the former prevail 
unless, in effect, the judgment creditors 
immobilize the negotiable document. 
However, if the document was issued upon 
deposit of the goods by a person who had 
no power to dispose of the goods so that 
the document is ineffective to pass title, 
judgment liens are valid to the extent of 
the debtor’s interest in the goods. 

2. The last sentence covers the possibil- 
ity that the holder of a document who has 
been enjoined from negotiating it will vi- 


olate the injunction by negotiating to an 
innocent purchaser for value. In such case 
the lien will be defeated. 


Cross Reference: 
Point 1: Section 7-503 (A.C.A. § 4-7- 
503). 


Definitional Cross References: 

“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 7-102 (A.C.A. § 4- 
7-102). 

“Goods”. 
102). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 7-102 (A.C.A. § 4-7- 


Comment to § 7-603 (A.C.A. § 4-7-603) 


Prior Uniform Statutory Provision: 
Sections 16 and 17, Uniform Warehouse 


Receipts Act; Sections 20 and 21, Uniform 
Bills of Lading Act. 
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Changes: “Delivery”. Section 1-201 (A.C.A. § 4-1- 
Consolidation without substantial 201). 
change. “Goods”. Section 7-102 (A.C.A. § 4-7- 
102). 
Purposes of Changes: « » ; 
The section enables a bailee faced with scat SES BRTO Uhl PHU GS sO PO 
conflicting claims to the goods to compel Sean eet ee arin en O04 


the claimants to litigate their claims with 
each other rather than with him. 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Bailee”. Section 7-102 (A.C.A. § 4-7- 
102). 


(A.C.A. § 4-1-204). 

Due to the substantial revision of Arti- 
cle 8 (Chapter 8) and the comments 
thereto, the updated 1977 commentary 
was used in place of the original commen- 
tary for each section which had revised 
commentary. 
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ARTICLE 8 
(A.C.A. § 4-8-101 ET SEQ.) 


A.C.R.C. Notes. This article was re- 
pealed and replaced by a revised Article 8 


by Acts 1995, No. 425. This commentary is 
applicable to the repealed article. 


Comment to § 8-101 (A.C.A. § 4-8-101) 


Purposes: 

This Article (Chapter) sets forth certain 
rights and duties of the issuers of and the 
parties that deal with investment securi- 
ties, both certificated and uncertificated. 
Unlike a corporation code, it does not set 
forth general rules defining property 
rights that accrue to holders of securities. 
And unlike a Blue Sky statute it does not 
set forth specific requirements for disclos- 
ing to the public the nature of the property 
interest that is the security. Rather it sets 
forth rules relative to the transfer of the 
rights that constitute securities and to the 
establishment of those rights against the 
issuer and other parties. 

As is true with respect to all other 
Articles (Chapters) of the Code, parties 


may by agreement create rights and du- 
ties between themselves that vary from 
those set forth in this Article (Chapter). 
Section 1-102(3) (A.C.A. § 4-1-102(3)). 
But prejudice to the rights of those not 
party to the agreement is limited by Code 
provisions (e.g., Sections 8-313 (A.C.A. 
§ 4-8-3138) and 8-321 (A.C.A. § 4-8-321)) 
as well as by general legal principles that 
supplement the Code. See Section 1-103 
(A.C.A. § 4-1-103) and Comment 2 to Sec- 
tion 1-102 (A.C.A. § 4-1-102). 

This Article (Chapter) does not purport 
to determine whether a particular issue of 
securities should be represented by certif- 
icates, in whole or in part. That determi- 
nation is left to the parties involved, sub- 
ject to federal and state law. 


Comment to § 8-102 (A.C.A. § 4-8-102)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. This is Article 8’s (Chapter 8’s) defi- 
nitional Section. It is supplemented gen- 
erally by the definitions in Article 1 
(Chapter 1) and in particular matters is 
supplemented by definitions in other Arti- 
cles (Chapters). Subsection (5) (A.C.A. 
§ 4-8-102(5)) enumerates several impor- 
tant supplementary definitions and their 
locations in the Code. 

2. Subsection (1) (A.C.A. § 4-8-102(1)) 
defines “security,” the basic term of this 
section. Paragraphs (a) and (b) (A.C.A. 
§ 4-8-102(1)(a) and (b)) respectively de- 
fine “certificated security” and “uncerti- 
ficated security,” and paragraph (c) 
(A.C.A. § 4-8-102(1)(c)) states that the 
term “security” comprises both. These def- 
initions are functional rather than formal. 
At the core is the notion that a security is 
a share or participation in an enterprise 
or an obligation that is of a type commonly 
traded in organized markets for such in- 
terests or is commonly recognized as a 
medium for investment. The ambit of the 


definition will change as “securities” trad- 
ing practices evolve to include or exclude 
new property interests. It is believed that 
the definition will cover anything which 
securities markets, including not only the 
organized exchanges but as well the “over- 
the-counter” markets, are likely to regard 
as suitable for trading. For example, 
transferable warrants evidencing rights 
to subscribe for shares in a corporation 
will normally be “certificated securities” 
within the definition, since they (a) are 
issued in bearer or registered form, (b) are 
of a type commonly dealt in on securities 
markets, (c) constitute a class or series of 
instruments, and (d) evidence an obliga- 
tion of the issuer, namely the obligation to 
honor the warrant upon its due exercise 
and issue shares accordingly. 

Notice that the definition of 
uncertificated security does not include 
the phrase “or commonly recognized in 
any area in which it is issued or dealt in as 
a medium for investment.” Since there is 
no requirement of representation by an 
instrument, a great many interests that 
might be regarded as media for invest- 
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ment would be classified as securities un- 
der the umbrella of the omitted phrase. 
For example, interests such as bank 
checking and savings accounts are in- 
tended to be excluded from the definition 
because they are not commonly traded; 
but since those accounts are commonly 
recognized as media for investment, the 
omitted language might bring them 
within the scope of the definition. 

Interests such as the stock of closely- 
held corporations, although they are not 
actually traded upon securities ex- 
changes, are intended to be included 
within the definitions of both certificated 
and uncertificated securities by the inclu- 
sion of interests “of a type” commonly 
traded in those markets. See paragraphs 
(1)(a)Gi) (A.C.A. § 4-8-102(1)(a)(ii)) and 
(1)(b)Gi) (A.C.A. § 4-8-102(1)(b)(ii)). 

The second sentence of (1)(c) (A.C.A. 
§ 4-8-102(1)(c)) is intended to eliminate 
confusion arising from the fact that certif- 
icated securities are alternately viewed as 
the actual pieces of paper and the inter- 
ests they represent. The tinal sentence of 
(1)(c) (A.C.A. § 4-8-102(1)(c)) is to recog- 
nize that an issuer that nominally issues 
certificated securities but does not nor- 
mally send the certificates to the owners is 
functionally identical to the issuer of 
uncertificated securities and should be 
guided by the same rules. 

3. The consequence of determining that 
an interest is a “security” is that this 
Article (Chapter) will provide the relative 
rights of issuers, owners, purchasers and 
creditors as to transfer of rights, notice of 
claims, registration of interests, etc. This 
definition has no bearing upon whether an 
interest is a “security” for purposes of 
federal securities laws. By the same token 
the definitions of “securities” for the pur- 
poses of those laws has no bearing upon 
whether an interest is a security within 
the definition of this Article (Chapter). 

4, Acertificated security is a negotiable 
instrument (Section 8-105 (A.C.A. § 4-8- 
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105)) but is nonetheless governed by this 
Article (Chapter) rather than Article 3 
(Chapter 3). A critical distinction between 
certificated securities and other negotia- 
ble instruments is that one indorsing a 
security does not undertake the issuer’s 
obligation or make any warranty that the 
issuer will honor the underlying obliga- 
tion. One indorsing other negotiable in- 
struments becomes secondarily liable on 
the underlying obligation. 

5. The definition of “clearing corpora- 
tion” in subsection (3) (A.C.A. § 4-8- 
102(3)) reflects the fact that a 1975 
amendment to the Securities Exchange 
Act provides for registration of “clearing 
agencies” with the Securities and Ex- 
change Commission. 


Cross Reference: 
Section 3-103 (A.C.A. § 4-3-1083). 


Definitional Cross References: 


“Bearer”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 


201). 
“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1967, 
No. 303, § 26(8-102), to incorporate the 
1962 changes to this Uniform Commercial 
Code section. It was then amended by Acts 
1973, No. 259, § 1, to incorporate the 
1973 changes to this Uniform Commercial 
Code section, and then it was amended to 
by Acts 1985, No. 514, § 3(8-102), to in- 
corporate the 1977 changes to this Uni- 
form Commercial Code section. 


Comment to § 8-103 (A.C.A. § 4-8-103)* 


Prior Uniform Statutory Provision: 
Section 15, Uniform Stock Transfer Act. 


Purposes: 
1. The rule of Section 15 of the Uniform 
Stock Transfer Act is made applicable to 


all securities covered by the Article (Chap- 
ter). An analogous rule as to restrictions 
on transfer imposed by the issuer appears 
at Section 8-204 (A.C.A. § 4-8-204). Com- 
pare also Section 8-202 (A.C.A. § 4-8- 
202). This section differs from those two 
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sections in that the purchaser’s knowl- 
edge of the issuer’s claim is irrelevant. 
“Noted” makes clear that the text of the 
lien provisions need not be set forth in 
full. However, this would not override a 
provision of an applicable corporation 
code requiring statement in haec verba. 
2. The purchaser of an uncertificated 
security is charged with notice of all pro- 
visions in the initial transaction state- 
ment, whether or not it is sent to him 
personally. Similarly, one who takes a 
certificated security is charged with notice 
of all provisions noted on the certificate 
whether or not he actually receives the 
certificate. When a purchaser takes a se- 
curity under circumstances in which no 
initial transaction statement is sent to 
him by the issuer and no certificated se- 
curity is delivered to him, he must look to 
the person to whom a transfer or pledge of 
the uncertificated security has been regis- 
tered or the person in possession of the 
certificated security for the appropriate 
notice or absence thereof. If the purchaser 
is not notified of a lien he may have a right 
of action for breach of transfer warranties. 
See Section 8-306 (A.C.A. § 4-8-306). 
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Compare Section 8-202 (A.C.A. § 4-8-202) 
and its Comment 1. 


Cross Reference: 
Sections 8-202 (A.C.A. § 4-8-202) and 
8-204 (A.C.A. § 4-8-204). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Conspicuous”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Initial Transaction Statement”. 
tion 8-408 (A.C.A. § 4-8-408). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


Sec- 


*This section was amended by Acts 1985, 
No. 514, § 3 (8-103), to incorporate the 
1977 changes to the Uniform Commercial 
Code section. 


Comment to § 8-104 (A.C.A. § 4-8-104)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. Deeply embedded in corporation law 
is the conception that “corporate power” to 
issue securities stems from the statute, 
either general or special, under which the 
corporation is organized. Corporations 
codes universally require that the charter 
or articles of incorporation state, at least 
as to capital shares, maximum limits in 
terms of number of shares er total dollar 
capital. Historically, special incorporation 
statutes are similarly drawn and some- 
times similarly limit the face amount of 
authorized debt securities. The theory is 
that issue of securities in excess of the 
authorized amounts is prohibited. See, for 
example, McWilliams v. Geddes & Moss 
Undertaking Co., 169 So. 894 (1936, La.); 
Crawford v. Twin City Oil Co., 216 Ala. 
216, 113 So. 61 (1927); New York and New 
Haven R.R. Co. v. Schuyler, 34 N.Y. 30 
(1865). This conception persists despite 
modern corporation codes under which, by 
action of directors and stockholders, addi- 


tional shares can be authorized by charter 
amendment and thereafter issued. This 
section does not give a person entitled to 
validation, issue or reissue of a security, 
the right to compel amendment of the 
charter to authorize additional shares. 
Therefore, in a case where issue of an 
additional security would require charter 
amendment, the plaintiff is limited to the 
two alternate remedies set forth in para- 
graphs (a) and (b) of subsection (1) (A.C.A. 
§ 4-8-104(1)(a) and (b)). 

2. Where an identical security is rea- 
sonably available for purchase, whether 
because traded on an organized market, 
or because one or more security owners 
may be willing to sell at a not unreason- 
able price, the issuer, although unable to 
issue additional shares, will be able to 
purchase them and may be compelled to 
follow that procedure. West v. Tintic Stan- 
dard Mining Co., 71 Utah 158, 263 P. 490 
(1928). 

Paragraph (1)(a) (ACA. § 4-8- 
104(1)(a)) gives the issuer the choice to 
transfer either a certificated or an 
uncertificated security. As a practical mat- 
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ter the issuer will have the choice only 
when the securities of the issue involved 
are partly certificated and _ partly 
uncertificated; and in those circumstances 
section 8-407 (A.C.A. § 4-8-407) gives the 
owner (or registered pledgee) the right to 
choose the form of the security. Thus the 
issuer likely will transfer a security of the 
form requested by the person entitled to 
the security. 

3. The right to recover damages from 
an issuer who has permitted an overissue 
to occur is well settled. New York and New 
Haven R.R. Co. v. Schuyler, 34 N.Y. 30 
(1865). The measure of such damages, 
however, has been open to the question, 
some courts basing them upon the value of 
the stock at the time registration is re- 
fused; some upon the value at the time of 
trial; and some upon the highest value 
between the time of refusal and the time 
of trial. Allen v. South Boston R. Co., 150 
Mass. 200, 22 N.E. 917, 5 L.R.A. 716, 15 
Am.St.Rep. 185 (1889); Commercial Bank 
v. Kortright, 22 Wend. (N.Y.) 348 (1839). 
The purchase price of the security to the 
last purchaser who gave value for it is 
here adopted as being the fairest means of 
reducing the possibility of speculation by 
the purchaser. Interest may be recovered 
as the best available measure of compen- 
sation for delay. 
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4. This section modifies and controls 
the rules otherwise laid down in this Ar- 
ticle (Chapter) as to the validation and 
issue of securities. The particular sections 
so modified are listed in the cross-refer- 
ences. 


Cross References: 

Point 4: See Sections 8-202 (A.C.A. § 4- 
8-202), 8-205 (A.C.A. § 4-8-205), 8-206 
(A.C.A. § 4-8-206), 8-208 (A.C.A. § 4-8- 
208), 8-311 (A.C.A. § 4-8-311) and Part 4 
of this Article (Chapter). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-104), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-105 (A.C.A. § 4-8-105)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 
1. Although certificated securities are 
negotiable instruments, this Article 


(Chapter) and not Article 3 (Chapter 3) 
provides the rights and duties relative to 
such instruments. See Sections 
8-102(1)(c) (A.C.A. § 4-8-102(1)(c)) and 
3-103(1) (A.C.A. § 4-3-103(1)). But in sub- 
section (3) of this section (A.C.A. § 4-8- 
105(3)) the particular rules stated in Sec- 
tion 3-307 (A.C.A. § 4-3-307) for the 
negotiable instruments governed by Arti- 
cle 3 (Chapter 3) are adapted to certifi- 
cated securities. Further those rules are 
adopted with respect to signatures on ini- 
tial transaction statements, although sub- 
section (2) (A.C.A. § 4-8-105(2)) makes 
clear that such statements are not nego- 
tiable instruments. 


2. Paragraph (3)(d) (A.C.A. § 4-8- 
105(3)(d)) makes clear that the effect of 
establishing the validity of signatures on 
an initial transaction statement is to cre- 
ate a presumption that the facts stated 
therein were true as of the time it was 
issued. The issuer is free to show that 
later events — e.g., a subsequent transfer 
— changed the stated facts. 

3. “Any action on a security” includes 
any action or proceeding brought against 
the issuer to enforce a right or interest 
that is part of the security — e.g., to 
collect principal or interest or a dividend, 
or to establish a right to vote or to receive 
a new security under an exchange offer or 
plan of reorganization. 


Cross References: 

Sections 3-103 (A.C.A. § 4-3-103), 3-307 
(A.C.A. § 4-3-3807), 8-202 (A.C.A. § 4-8- 
202), 8-301 (A.C.A. § 4-8-301). 
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Definitional Cross References: 
“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 
“Initial Transaction Statement”. Sec- 
tion 8-408 (A.C.A. § 4-8-408). 
“Instruction”. Section 8-308 (A.C.A. 
§ 4-8-308). 
“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 
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“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-105), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-106 (A.C.A. § 4-8-106)* 


Prior Uniform Statutory Provision: 
None. 


Purpose: 

1. This section states a special rule for 
conflicts of laws relating to certain mat- 
ters covered by this Article (Chapter). Ex- 
cept as provided in this section, the gen- 
erally applicable conflicts rules stated in 
Section 1-105 (A.C.A. § 4-1-105) apply to 
Article 8 (Chapter 8). 

2. Generally speaking, this section 
makes the law, including the conflict of 
laws rules, of the jurisdiction in which the 
issuer is organized applicable to deter- 
mine the rights and obligations of the 
issuer with respect to security. Further, 
the effectiveness of registration by the 
issuer is to be governed by the law of the 
jurisdiction in which the issuer is orga- 
nized. Thus whenever an uncertificated 
security is transferred through registra- 
tion on the issuer’s records, Section 
8-313(1)(b) (A.C.A. § 4-8-313(1)(b)), this 
section provides the choice of law rule as 
to the effectiveness of the registration to 
effect the transfer. Similarly, the effective- 
ness of a registration on the issuer’s 
records to create and perfect a security 
interest in uncertificated securities (see 
Section 8-321 (A.C.A. § 4-8-321)) is 
within the ambit of this section. 

It is significant that this section makes 
applicable the conflict of laws rules as well 
as the substantive law of the jurisdiction 
in which the issuer is organized. Because 
of this provision many matters related to 
the registration of transfer — for example, 


the appointment of a guardian for an 
incompetent person and the existence of 
agency relations — may be governed by 
the substantive law of a jurisdiction other 
than that in which the issuer is organized. 

Any transfer of securities that is not 
effected through registration on the issu- 
er’s records is subject to the law provided 
by general choice of law rules. Transfers 
(including pledges) of certificated securi- 
ties are not effected by registration on the 
issuer’s records, and thus are subject to 
general choice of law rules. Similarly, 
some transfers of uncertificated securities 
are not covered by this section. See Sec- 
tion 8-313(1)(d) and (f)-G) (A.C.A. § 4-8- 
313(1)(d) and (f)-(j)). 


Cross References: 

Sections 1-105 (A.C.A. § 4-1-105) and 
8-202 (A.C.A. § 4-8-202) and Part 4 of this 
Article (Chapter). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102)... 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-106), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-107 (A.C.A. § 4-8-107)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 
1. The rights and interests that consti- 


COMMENTARIES 


tute securities of the same issue are “fun- 
gible”. Section 1-201(17) (A.C.A. § 4-1- 
201(17)). This is true of both certificated 
and uncertificated securities. Subsection 
(1) (A.C.A. § 4-8-107(1)) states the gener- 
ally accepted legal consequences of such 
fungibility. “Unless otherwise agreed”, the 
seller, bailee, broker or other “person ob- 
ligated to transfer securities” need not 
transfer any specific instrument, but may 
select (e.g., from a “fungible bulk” (Section 
8-313(2) (A.C.A. § 4-8-313(2)) any secu- 
rity of the proper issue, in bearer form or 
appropriately registered or indorsed or 
may transfer an uncertificated security of 
the same issue. 

Rules of the organized markets limiting 
the forms in which securities are transfer- 
able in transactions on such markets are 
matters “otherwise agreed”. Cases such as 
Parsons v. Martin, 77 Mass. (11 Gray) 111 
(1858) and Rumery v. Brooks, 205 
App.Div. 283, 199 N.Y.Supp. 517 (1st 
Dept.1923), holding a broker liable for 
conversion if he registers transfer of a 
customer’s securities held in “cash ac- 
count” out of the customer’s name or ten- 
ders on demand for delivery a different 
though equivalent security, are rejected. 
However, this Act does not enlarge the 
rights of a broker as to such securities so 
as to permit him without the customer’s 
consent to pledge them for his own indebt- 
edness, and he may properly do with se- 
curities held in a “margin account” to the 
extent he has acquired a lien for advances. 
The distinction is carefully preserved in 
statute (e.g., N.Y.Penal Law § 956) and 
case law. In re Mills, 125 App.Div. 730, 113 
N.Y.Supp. 314 (1st Dept.1908). | 

2. Subsection (2) (A.C.A. § 4-8-107(2)) 
is designed to follow the dictum in Agar v. 
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Orda, 264 N.Y. 248, 190 N.E. 479 (1934) in 
this context. Paragraph (c) (A.C.A. § 4-8- 
107(2)(c)) is applicable where for example 
(i) the securities are those of a “closely- 
held” corporation not dealt in on any or- 
ganized market; or (ii) because of the 
necessity for compliance with the registra- 
tion requirements of the Securities Act of 
1933 or other regulatory provisions or 
procedures prior to offering the particular 
securities on the market substantial delay 
and expense would be involved. The ap- 
proval of these particular remedies does 
not constitute disapproval of other reme- 
dies that may exist under other rules of 
law. Section 1-103 (A.C.A. § 4-1-103). 


Cross References: 

Sections 1-103 (A.C.A. § 4-1-103); 2-708 
(A.C.A. § 4-2-708); 2-709 (A.C.A. § 4-2- 
709); 8-313 (A.C.A. § 4-8-313); 8-319 
(A.C.A. § 4-8-319). 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). | 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-107), to incorporate the 
1977 changes to the Uniform Commercial 
Code section. 


Comment to § 8-108 (A.C.A. § 4-8-108)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

This section introduces the concept of 
the registered pledge of uncertificated se- 
curities. The term “pledge” is used, not- 
withstanding the absence of physical de- 
livery, because it reflects common 
terminology employed in connection with 
security interests in investment securi- 
ties. Note that the same term has been 
used in Section 8-320 (A.C.A. § 4-8-320) 


to describe the security interest created by 
book entry made by a securities deposi- 
tory. The rights of a registered pledgee, set 
forth in other sections (particularly Sec- 
tion 8-207 (A.C.A. § 4-8-207)), are in- 
tended to resemble, as closely as possible, 
the rights of a pledgee of a certificated 
security who retains possession of the 
pledged security without reregistration. 
Although the registration of pledge re- 
quires communication to the issue, no 
details of the security agreement between 
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the debtor and the secured party need be 
disclosed. 

There is no provision for the registra- 
tion of more than one pledge at a time. 
This limits the burden on issuers and 
insulates them from problems of conflict- 
ing priorities and the like. The registra- 
tion of pledge is only one among several 
methods of creating security interests un- 
der Section 8-313(1) (A.C.A. § 4-8-313(1)), 
and other methods can be effectively em- 
ployed to create security interests junior 
to that of the registered pledgee or even 
first security interests if, for some reason, 
the use of the registered pledge mecha- 
nism is inadvisable. See Section 8-321 
(A.C.A. § 4-8-321), which deals compre- 
hensively with security interests and in- 
corporates the transfer rules of Section 
8-313(1) (A.C.A. § 4-8-313(1)) by refer- 
ence. 

The third sentence makes it clear that 
the registered owner, and not the regis- 
tered pledgee, is the person in whose 
name an uncertificated security is regis- 
tered as, for example, to determine how an 
unsecured creditor may reach his debtor’s 
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interest under Section 8-317(2) (A.C.A. 
§ 4-8-317(2)). The registration of release, 
in effect, nullifies the registration of the 
pledge, and is functionally equivalent to 
the redelivery of a pledged certificated 
security to the pledgor. 


Cross References: 

Sections 8-207 (A.C.A. § 4-8-207); 8-321 
(A.C.A. § 4-8-321); 8-401 (A.C.A. § 4-8- 
401). 


Definitional Cross References: 

“Secured Party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Security Interest”. 
(A.C.A. § 4-1-201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


Section 1-201 


*This section was amended by Acts 1985, 
No. 514, § 3(8-108), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-201 (A.C.A. § 4-8-201)* 


Prior Uniform Statutory Provision: 
Sections 29, 60, 61, and 62, Uniform 
Negotiable Instruments Law. 


Purposes: 

1. Part 2 (Subchapter 2) of Article 8 
(Chapter 8) describes the rights and du- 
ties of an “issuer” of a security. It is 
generally understood that an “issuer” is 
the one who creates the property interest 
that is a “security” and who thereby incurs 
obligations to purchasers of that interest. 
This section provides the criteria for de- 
termining whether a person nas incurred 
the obligations — and gained the rights — 
given to an issuer in this Article (Chap- 
ter). Numerous rights and obligations 
arise from sources other than Article 8 
(Chapter 8). This section does not deter- 
mine whether a person is an “issuer” for 
purposes of those sources of law. 

2. Paragraph (1)(a) (A.C.A. § 4-8- 
201(1)(a)) makes a person an “issuer” for 
purposes of this Article (Chapter) if he 
authorizes the placing of his name on a 
certificate intending that it should be a 
certificated security (Section 8-102(1)(a) 
(A.C.A. § 4-8-102(1)(a))). This paragraph 


bears a close relationship to Section 
8-102(1)(a) (A.C.A. § 4-8-102(1)(a)), which 
describes the property interests that may 
constitute a “certificated security.” The 
latter section describes those interests in 
terms of rights against “the issuer,” while 
this section defines the issuer in terms of 
authorizing the placing of a name on a 
“certificated security.” The effect is to add 
to the definition of “certificated security” 
the requirement that it bear the autho- 
rized name of the person creating the 
property interests. Thus, if a certificate 
bears the unauthorized name of the pur- 
ported issuer, the purported issuer is not 
an “issuer” within this Article (Chapter); 
and the certificate is not a “certificated 
security.” See Sections 8-202(3) (A.C.A. 
§ 4-8-202(3)) and its Comment 4. Section 
8-205 (A.C.A. § 4-8-205) describes the cir- 
cumstances in which will be treated as if 
he were a true “issuer” despite the ab- 
sence of his authorized signature. 

3. Read in conjunction with the defini- 
tion of “uncertificated security” in Section 
8-102(1)(b) (A.C.A. § 4-8-102(1)(b)), para- 
graph (1)(b) (A.C.A. § 4-8-201(1)(b)) 
makes a person an “issuer” if he creates, 
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and maintains books for the registration 
of ownership of, property interests that fit 
within the definition of an uncertificated 
security. 

4. Subsection (2) (A.C.A. § 4-8-201(2)) 
distinguishes the obligations of a guaran- 
tor as issuer from those of the principal 
obligor. However, it does not exempt the 
guarantor from the impact of subsection 
(4) of Section 8-202 (A.C.A. § 4-8-202(4)). 
Whether or not the obligation of the guar- 
antor is noted on the security or initial 
transaction statement (Section 8-408(4) 
(A.C.A. § 4-8-408(4))) is immaterial. Typ- 
ically, guarantors are parent corporations, 
or stand in some similar relationship to 
the principal obligor. If that relationship 
existed at the time the security originally 
was issued, the guaranty probably would 
be noted on the security or initial trans- 
action statement. However, if the relation- 
ship arose afterward — e.g., through a 
purchase of stock or properties, or through 
merger or consolidation — probably the 
notation would not be mace. Nonetheless, 
the holder of the security is entitled to the 
benefit of the obligation of the guarantor. 

5. Subsection (3) (A.C.A. § 4-8-201(3)) 
narrows the definition of “issuer” for pur- 
poses of Part 4 of this Article (Chapter) 
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(registration of transfer). It is supple- 
mented by Section 8-406 (A.C.A. § 4-8- 
406). 


Cross References: 

Points 1, 2, and 3: Sections 8-102 
(A.C.A. § 4-8-102), 8-202 (A.C.A. § 4-8- 
202), and 8-205 (A.C.A. § 4-8-205). 

Point 4: Section 8-202 (A.C.A. § 4-8- 
202). 

Point 5: Part (Subchapter) 4 of this 
Article (Chapter). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-201), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-202 (A.C.A. § 4-8-202)* 


Prior Uniform Statutory Provisions: 
Sections 16, 23, 28, 56, 57, 60, 61, 62, 
Uniform Negotiable Instruments Law. 


Purposes: 

1. Apurchaser must have some method 
of learning the terms of the security he is 
purchasing. The printing on the certificate 
or on the initial transaction statement 
(“ITS”) is designed to notify the purchaser 
of those terms. If he purchases without 
examining the certificate or ITS, he does 
so at his peril, since he is charged with 
notice of the terms stated thereon. 

Some methods of transferring a security 
do not involve the actual delivery of a 
certificate or the sending of an ITS to the 
actual purchaser. See Section 8-313(1)(c)- 
(j) (A.C.A. § 4-8-313(1)(c)-G)). The situa- 
tions in which these methods of transfer 
will be used can be divided into two cate- 
gories — those in which an intermediary 
takes a transfer for his principal and 
those in which a bailee “holding” a secu- 
rity effects a transfer by receiving notice 


of, or sending acknowledgment of, the 
purchase. In either type of situation the 
purchaser will be charged with notice of 
all terms stated on the certificate if the 
security is certificated or, if the security is 
uncertificated, with notice of all terms 
stated in the ITS sent to the registered 
owner or registered pledgee. For example, 
suppose that Customer purchases an 
uncertificated security that is already reg- 
istered in the name of his broker. Cus- 
tomer is content to allow the security to 
remain registered in Broker’s name, so 
that Customer never receives an ITS. 
Customer is charged with notice of the 
terms stated on the ITS sent to Broker 
when Broker became the registered 
owner. Or suppose that Purchaser buys a 
certificated security and the transfer is 
effected not by delivering the certificate 
but by having the Bailee, who holds the 
security, acknowledge that he holds for 
Purchaser. Purchaser is charged with no- 
tice of the terms written on the certificate. 

It is apparent that in these situations a 
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purchaser must rely upon the intermedi- 
any or bailee who “holds” the security for 
im. 

2. Subsection (1)(c) (A.C.A. § 4-8- 
202(1)(c)) states, in accordance with the 
prevailing case law, the right of the issuer 
(who prepares the text of the security or 
statement) to include terms incorporated 
by adequate reference to an extrinsic 
source, so long as the terms so incorpo- 
rated do not conflict with the stated terms. 
Thus the standard practice of referring in 
a bond or debenture to the trust indenture 
under which it is issued without spelling 
out its necessarily complex and lengthy 
provisions is approved. Every stock certif- 
icate or ITS will refer in some manner to 
the charter or articles of incorporation of 
the issuer. At least where there is more 
than one class of stock authorized, appli- 
cable corporation codes specifically re- 
quire a statement or summary as to pref- 
erences, voting powers and the like. 
References to constitutions, statutes, ordi- 
nances, rules, regulations or orders are 
not so common, except in the obligations 
of governments or governmental agencies 
or units; but where appropriate they fit 
into the rule here stated. 

Following the basic principles of the 
Negotiable Instruments Law the cases 
have generally held that an issuer is es- 
topped from denying representations 
made in the text of a security. Delaware- 
New Jersey Ferry Co. v. Leeds, 21 Del. Ch. 
279, 186 A. 913 (1936). Nor is a defect in 
form or the invalidity of a security nor- 
mally available to the issuer as a defense. 
Bonini v. Family Theatre Corporation, 327 
Pa. 273, 194 A. 498 (1937); First National 
Bank of Fairbanks v. Alaska Airmotive, 
119 F.2d 267 (C.C.A.Alaska 1941). 

This general rule of estoppel is here 
adopted in favor of purchasers, with the 
exception noted above. 

3. The last sentence of subsection (1) 
(A.C.A. § 4-8-202(1)) and all of subsection 
(2) (A.C.A. § 4-8-202(2)) embody the con- 
cept that it is the duty of the issuer, not of 
the purchaser, to make sure that the se- 
curity complies with the law governing its 
issue. The last sentence of subsection (1) 
(A.C.A. § 4-8-202(1)) makes clear that the 
issuer cannot, by incorporating a refer- 
ence to a statute or other document, 
charge the purchaser with notice of the 
securitys invalidity. Subsection (2) 
(A.C.A. § 4-8-202(2)) gives to a purchaser 
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for value without notice of the defect the 
right to enforce the security against the 
issuer despite the presence of a defect that 
otherwise would render the security in- 
valid. This right accrues to a purchaser 
regardless of whether the security has 
been transferred to him through physical 
delivery of a certificate (Section 
8-313(1)(a) (A.C.A.  § 4-8-313(1)(a))), 
through registration of transfer or pledge 
of an uncertificated security (Section 
8-313(1)(b) (A.C.A. § 4-8-313 (1)(b)), or 
through some other method in which he 
receives no certificate or initial transac- 
tion statement. (Section 8-313(1)(c)-(j) 
(A.C.A. § 4-8-313(1)(c)-G))). There are 
three circumstances in which a purchaser 
does not gain such rights: first, if the 
defect involves a violation of constitu- 
tional provisions, these rights accrue only 
to a subsequent purchaser (Section 
8-102(2) (A.C.A. § 4-8-102(2))). This Arti- 
cle (Chapter) leaves to the law of each 
particular state the rights of a purchaser 
on original issue of a security with a 
constitutional defect. No negative implica- 
tion is intended by the explicit grant of 
rights to a subsequent purchaser. 

Second, governmental issuers are dis- 
tinguished in subsection (2) (A.C.A. § 4-8- 
202(2)) from other issuers as a matter of 
public policy, and additional safeguards 
are imposed before governmental issues 
are validated. Governmental issuers are 
estopped from asserting defenses only if 
there has been substantial compliance 
with the legal requirements governing the 
issue or if substantial consideration has 
been received and a stated purpose of the 
issue is one for which the issuer has power 
to borrow money or issue the security. The 
purpose of the substantial compliance re- 
quirement is to make certain that a mere 
technicality as, e.g., in the manner of 
publishing election notices, shall not be a 
ground for depriving an innocent pur- 
chaser of his rights in the security. The 
policy is here adopted of such cases as 
Tommie v. City of Gadsden, 229 Ala. 521, 
158 So. 763 (1935), in which minor dis- 
crepancies in the form of the election 
ballot used were overlooked and the bonds 
were declared valid since there had been 
substantial compliance with the statute. 

A long and well established line of Fed- 
eral cases recognizes the principle of es- 
toppel in favor of bona fide purchasers 
where municipalities issue bonds contain- 
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ing recitals of compliance with governing 
constitutional and statutory provisions, 
made by the municipal authorities en- 
trusted with determining such compli- 
ance. Chaffee County v. Potter, 142 U.S. 
355, 12 S.Ct. 216, 35 L.Ed. 1040 (1892): 
Oregon v. Jennings, 119 U.S. 74, 7 S.Ct. 
124, 30 L.Ed. 323 (1886); Gunnison 
County Commissioners v. Rollins, 173 
U.S. 255, 19 S.Ct. 390, 43 L.Ed. 689 
(1898). This rule has been qualified, how- 
ever, by requiring that the municipality 
have power to issue the security. Anthony 
v. County of Jasper, 101 U.S. 693, 25 L.Ed. 
1005 (1879); Town of South Ottawa v. 
Perkins, 94 U.S. 260, 24 L.Ed. 154 (1876). 
This section follows the case law trend, 
simplifying the rule by setting up two 
conditions for an estoppel against a gov- 
ernmental issuer: (1) substantial consid- 
eration given, and (2) power in the issuer 
to borrow money or issue the security for 
the stated purpose. As a practical matter 
the problem of policing governmental is- 
suers has been alleviated by the present 
practice of requiring legal opinions as to 
the validity of the issue. The bulk of the 
case law on this point is more than 50 
years old and it may be assumed that the 
question now seldom arises. 

Section 8-104 (A.C.A. § 4-8-104) re- 
garding over-issue, provides the third ex- 
ception to the rule that an innocent pur- 
chase for value takes a valid security 
despite the presence of a defect that would 
otherwise give rise to invalidity. See that 
section and its comment for further expla- 
nation. 

4, Subsection (3) (A.C.A. § 4-8-202(3)) 
is in effect a definitional provision. The 
person purported to have issued a certifi- 
cated security is not an “issuer”, and the 
certificate is not a “certificated security”, 
unless that person actually took the ac- 
tions that constituted issue. See Sections 
8-102(1)(a) (A.C.A. § 4-8-102(1)(a)) and 
8-201(1) (A.C.A. § 4-8-201(1)). Similarly, 
a statement purportedly sent by an issuer 
is not an “initial transaction statement” if 
it was not actually sent by the issuer. 
(Section 8-408(4), (1), (2) and (3) (A.C.A. 
§ 4-8-408(4), (1), (2) and (8))). Section 
8-205 (A.C.A. § 4-8-205) is a caveat to 
both of these general rules. 

5. Subsection (4) (A.C.A. § 4-8-202(4)) 
gives the general rule that defenses of the 
issuer are ineffective against a purchaser 
for value without notice of the defense. 
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Notice to the purchaser may come from 
sources other than a notation on a certif- 
icate or an initial transaction statement. 
Compare Section 8-103 (A.C.A. § 4-8-103) 
with respect to an issuer’s lien. 

6. Subsection (5) (A.C.A. § 4-8-202(5)) 
is included to make clear that this section 
does not affect the presently recognized 
right of either party to a “when, as and if” 
or “when distributed” contract to cancel 
the contract on substantial change. 


Cross References: 

Point 1: Section 8-313 (A.C.A. § 4-8- 
Sul y. 

Point 2: Sections 1-201 (A.C.A. § 4-1- 
201), 8-103 (A.C.A. § 4-8-103), 8-203 
(A.C.A. § 4-8-2038), 8-204 (A.C.A. § 4-8- 
204). 

Point 3: Sections 1-201 (A.C.A. § 4-1- 
201), 8-102 (A.C.A. § 4-8-102) and 8-104 
(4.C.A. § 4-8-104). 

Point 4: Sections 8-102 (A.C.A. § 4-8- 
102), 8-201 (A.C.A. § 4-8-201) and 8-205 
(A.C.A. § 4-8-205). 

Point 5: Section 8-103 (A.C.A. § 4-8- 
103). 

See Sections 8-104 (A.C.A. § 4-8-104), 
8-203 (A.C.A. § 4-8-203), 8-205 (A.C.A. 
§ 4-8-205) and 8-206 (A.C.A. § 4-8-206). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Genuine”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Initial Transaction Statement”. 
tion 8-408 (A.C.A. § 4-8-408). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 


Sec- 


201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 


“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Subsequent Purchaser”. Section 8-102 
(A.C.A. § 4-8-102). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Unauthorized Signature”. 
1-201 (A.C.A. § 4-1-201). 


Section 
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“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1985, 
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No. 514, § 3(8-202), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-203 (A.C.A. § 4-8-203)* 


Prior Uniform Statutory Provision: 
Sections 52(2), 53, Uniform Negotiable 
Instruments Law. 


Purposes of Changes: 

1. The problem of matured or called 
securities is here dealt with in terms of 
the effect of such events in giving notice of 
the issuer’s defenses and not in terms of 
“negotiability”. The substance of this sec- 
tion applies only to certificated securities 
because such securities may be trans- 
ferred to a purchaser by delivery after 
they have matured, been called or become 
redeemable or exchangeable. It is contem- 
plated that uncertificated securities which 
have matured or been called will merely 
be cancelled on the books of the issuer and 
the proceeds sent to the registered owner 
or registered pledgee, as the case may be. 
Uncertificated securities which become re- 
deemable or exchangeable, at the option of 
the owner, may be transferred to a pur- 
chaser, but the transfer is effectuated only 
by registration of transfer, thus necessi- 
tating communication with the issuer. If 
defects or defenses in such securities ex- 
ist, the issuer will necessarily have the 
opportunity to bring them to the attention 
of the purchaser in the initial transaction 
statement sent to him. 

2. The fact that a certificated security 
is in circulation long after it has been 
called for redemption or exchange must 
give rise to the question in a purchaser’s 
mind as to why it has not been surren- 
dered. After the lapse of a reasonable 
period of time he can no longer claim that 
he had “no reason to know” of any defects 
or irregularities in its issue. Where funds 
are available for the redemption of the 
security it is normally turned in more 
promptly and a shorter time is set as the 
“reasonable period”, subsection (1)(a) 
(A.C.A. § 4-8-203(1)(a)), than is set where 
funds are not available. 

It is true that defaulted certificated se- 
curities are frequently traded on financial 


markets in the same manner as unma- 
tured and undefaulted instruments and a 
purchaser might not be placed upon notice 
of irregularity by the mere fact of default. 
An issuer, however, should at some point 
be placed in a position to determine defi- 
nitely its liability on an invalid or im- 
proper issue, and for this purpose a secu- 
rity under this section becomes “stale” two 
years after the default. But notice that a 
different rule applies when the question is 
notice not of issuer’s defenses but of 
claims of ownership. Section 8-305 (A.C.A. 
§ 4-8-305) and comment. 

3. Nothing in this section is designed to 
extend the life of preferred stocks called 
for redemption as “shares of stock” beyond 
the redemption date. After such a call, the 
security represents only a right to the 
funds set aside for redemption. 


Cross References: 

See Sections 8-104 (A.C.A. § 4-8-104), 
8-202 (A.C.A. § 4-8-202) and 8-305 
(A.C.A. § 4-8-305). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-203), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 
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Comment to § 8-204 (A.C.A. § 4-8-204)* 


Prior Uniform Statutory Provision: 
Section 15, Uniform Stock Transfer Act. 


Purposes: 

1. Use of the words “noted” and “nota- 
tion” is intended to make clear that the 
restriction need not be set forth in full 
text. See Allen v. Biltmore Tissue Corpo- 
ration, 2 N.Y.2d 534, 141 N.E.2d 812 
(1957). 

2. Securities traded on financial mar- 
kets are generally assumed to be free of 
adverse claims (Section 8-302 (A.C.A. § 4- 
8-302)). That assumption should not be 
lightly negated. Therefore, a strict rule as 
to notice of a restriction on transfer is here 
imposed. The issuer can protect itself by 
noting the restriction on the certificate or 
initial transaction statement. Refusal by 
an issuer to register a transfer on the 
basis of an unnoted restriction constitutes 
a conversion and the issuer can be com- 
pelled to register the transfer under the 
policy of Part 4 of this Article (Chapter). 
Hulse v. Consolidated Quicksilver Mining 
Corporation, 65 Idaho 768, 154 P.2d 149 
(1944); Mancini v. Patrizi, 110 Cal.App. 
42, 293 P. 828 (1930). Conversely, the 
issuer to whom a certificated security with 
proper notation of a restriction is pre- 
sented thereby receives timely notifica- 
tion of an adverse claim and is under a 
duty to inquire (Section 8-403 (A.C.A. § 4- 
8-403)). 

A purchaser with actual knowledge of 
an unnoted restriction certainly has no- 
tice of an adverse claim (Section 8-304 
(A.C.A. § 4-8-304) and Comment). In that 
situation this section adopts the reasoning 
of Baumohl v. Goldstein, 95 N.J.Eq. 597, 
124 A. 118 (1924), and Tomoser v. 
Kamphausen, 307 N.Y. 797, 121 N.E.2d 
622 (1954), rejecting the contrary holding 
of such cases as Costello v. Farrell, 234 
Minn. 453, 48 N.W.2d 557 (1951). 

3. A transferee who purchases securi- 
ties in organized financial markets often 
may neither take physical delivery of a 
certificated security nor have an 
uncertificated security registered in his 
name. See Section 8-313(1)(c) through (j) 
(A.C.A. § 4-8-313(c) through (j)). Under 
those circumstances the transferee may 
have no occasion to examine the writing 
on the certificate or the initial transaction 
statement. Nonetheless the transferee is 


charged with notice of restrictions noted 
on the certificate or on the initial transac- 
tion statement sent to the registered 
owner or the registered pledgee. See Sec- 
tion 8-202(1) (A.C.A. § 4-8-202(1)) and 
Comment 1 thereto. 

4. Most jurisdictions recognize the 
right of issuers to impose restrictions giv- 
ing either the issuer itself or other stock- 
holders the option to purchase the secu- 
rity at an ascertained price before it is 
offered to third parties. Vannucci v. 
Peduni, 217 Cal. 138, 17 P.2d 706 (1932); 
People ex rel. Rudaitis v. Galskis, 233 
Ill.App. 414 (1924); Bloomingdale v. 
Bloomingdale, 107 Misc. 646, 177 N.Y.S. 
873 (1919). This is the type of restriction 
contemplated by the present section. Mere 
notation on the certificate or initial trans- 
action statement cannot, of course, vali- 
date an otherwise unlawful restriction. 
The present section in no way alters the 
prevailing case law which recognizes free 
alienability as an inherent attribute of 
securities and holds invalid unreasonable 
restraints on alienation such as those re- 
quiring consents of directors without es- 
tablishing criteria for the granting or 
withholding of such consents and those 
giving the directors an option of purchase 
at a price to be fixed in their sole discre- 
tion. Howe v. Roberts, 209 Ala. 80, 95 So. 
344 (1923); People ex rel. Malcolm v. Lake 
Sand Corporation, 251 Ill. App. 499 (1929); 
Morris v. Hussong Dyeing Machine Co., 81 
N.J.Eq. 256, 86 A. 1026 (1913); New En- 
gland Trust Co. v. Abbott, 162 Mass. 148, 
38 N.E. 432, 27 L.R.A. 271 (1894). 

No interference is intended with the 
common practice of closing books for 
proper corporate purposes. 

5. Cooperative associations and ven- 
tures, as well as private clubs are gener- 
ally considered an exception to the rules 
against restrictions on transfer as unrea- 
sonable restraints on alienation and are 
permitted for example to require the con- 
sents of governing bodies such as a board 
of directors. Penthouse Properties, Inc. v. 
1158 Fifth Avenue, Inc., 256 App.Div. 685, 
11 N.Y.S.2d 417 (1939). 

Historically restrictions on transfer 
were most commonly imposed by so-called 
“closely-held” issuers (including coopera- 
tives and the like) in an attempt to restrict 
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control if not total membership to a ho- 
mogenous security holder group. They 
have been increasingly resorted to by is- 
suers with publicly held securities seeking 
to police enforcement to the registration 
requirement of the Securities Act of 1933 
against persons purchasing their securi- 
ties in a transaction exempt from those 
requirements (e.g., one “not involving any 
public offering” [Securities Act of 1933, 
Section 4(2)]) or against persons in a “con- 
trol” relationship to the issuer. [See Secu- 
rities Act of 1933, Section 2(11) and Rule 
405 of the Rules and Regulations of the 
Securities and Exchange Commission un- 
der that Act.] Particularly in the latter 
context in which notation of the restric- 
tion on all affected certificates or initial 
transaction statements may not be prac- 
tical, the issuer enforces it by notifying 
the holders of such certificates and refus- 
ing requests to register transfer out of the 
name of the “controlling person” either for 
purposes of sale or for delivery after sale, 
relying on the stated exception as to a 
person “with actual knowledge” of the 
restriction. 

6. This section deals only with restric- 
tions imposed by the issuer and restric- 
tions imposed by statute are not affected. 
See Quiner v. Marblehead Social Co., 10 
Mass. 476 (1813); Madison Bank v. Price, 
79 Kan. 289, 100 P. 280 (1909); Healey v. 
Steele Center Creamery Ass’n, 115 Minn. 
451, 1383 N.W. 69 (1911). Nor does it deal 
with private agreements between stock- 
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holders containing restrictive covenants 
as to the sale of the security as in In re 
Consolidated Factors Corporation, 46 F.2d 
561 (S.D.N.Y.1931). 

7. An analogous provision concerning 
issuer’s liens appears at Section 8-103 
(A.C.A. § 4-8-1083). 


Cross References: 

Point 7: Section 8-103 (A.C.A. § 4-8- 
103). 

See Part 4 of this Article (Chapter). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Conspicuous”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Initial Transaction Statement”. 
tion 8-408 (A.C.A. § 4-8-408). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Knowledge”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


Sec- 


*This section was amended by Acts 1985, 
No. 514, § 3(8-204), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-205 (A.C.A. § 4-8-205)* 


Prior Uniform Statutory Provision: 
Section 23, Uniform Negotiable Instru- 
ments Law. 


Purposes: 

1. In current practice the problem of 
forged or unauthorized signatures arises 
most frequently where an employee of the 
issuer, transfer agent or registrar has ac- 
cess to securities which he is required to 
prepare for issue by affixing the corporate 
seal or by adding a signature necessary 
for issue. This section is based upon the 
issuer’s duty to avoid the negligent en- 
trusting of securities to such persons. Is- 
suers have long been held responsible for 
signatures placed upon securities by par- 
ties whom they have held out to the public 
as authorized to prepare such securities. 


See Fifth Avenue Bank of New York v. The 
Forty-Second Street & Grand Street Ferry 
Railroad Co., 137 N.Y. 231, 33 N.E. 378, 
19 L.R.A. 331, 33 Am.St.Rep. 712 (1893); 
Jarvis v. Manhattan Beach Co., 148 N.Y. 
652, 43 N.E. 68, 31 L.R.A. 776, 51 
Am.St.Rep. 727 (1896). The “apparent au- 
thority” concept of some of the caselaw, 
however, is here extended and this section 
expressly rejects the technical distinction, 
made by the courts reluctant to recognize 
forged signatures, between cases where 
the forger signs a signature he is autho- 
rized to sign under proper circumstances 
and those in which he signs a signature he 
is never authorized to sign. Citizens’ & 
Southern National Bank v. Trust Co. of 
Georgia, 50 Ga.App. 681, 179 S.E. 278 
(1935). Normally the purchaser is not in a 
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position to determine which signature a 
forger, entrusted with the preparation of 
securities, has “apparent authority” to 
sign and which he has not. The issuer, on 
the other hand, can protect itself against 
such fraud by the careful selection and 
bonding of agents and employees, or by 
action over against transfer agents and 
registrars who in turn may bond their 
personnel. 

2. Itis contemplated that purchasers of 
uncertificated securities will rely on ini- 
tial transaction statements (ITS’s) sent to 
them, much as purchasers of certificated 
securities rely on certificates. The issuer’s 
signature is thus required to ensure gen- 
uineness of the ITS. Section 8-408(4) 
(A.C.A. § 4-8-408(4)). In this regard the 
principle difference between the certifi- 
cates and ITS’s is that only the one to 
whom the ITS is sent can safely rely on it, 
whereas a certificated security is a nego- 
tiable instrument and may be relied upon 
by transferees other than the original pur- 
chaser. The issuer’s responsibility for un- 
authorized signatures otherwise is the 
same in both instances. 

A transferee of an uncertificated secu- 
rity may be protected indirectly by this 
section despite the fact that he has not 
received the ITS. If his transferor received 
an ITS and was protected by this section, 
Section 8-301(1) (A.C.A. § 4-8-301(1)) 
gives those rights to the transferee. 

3. The issuer cannot be held liable for 
the honesty of employees not entrusted, 
directly or indirectly, with the signing, 
preparation, or responsible handling of 
similar securities or similar ITS’s and 
whose possible commission of forgery it 
has no reason to anticipate. The result in 
such cases as Hudson Trust Co. v. Ameri- 
can Linseed Co., 232 N.Y. 350, 134 N.E. 
178 (1922), and Dollar Savings Fund & 
Trust Co. v. Pittsburgh Plate Glass Co., 
213 Pa. 307, 62 A. 916, 5 Ann. Cas. 248 
(1906) is here adopted. 


421 


4. This section is not concerned with 
forged or unauthorized indorsements 
(Section 8-311 (A.C.A. § 4-8-311)), but 
only with unauthorized signatures of issu- 
ers, transfer agents, etc., placed upon cer- 
tificated securities or initial transaction 
statements during the course of their is- 
sue. The protection here stated is avail- 
able to all purchasers for value without 
notice and not merely to subsequent pur- 
chasers. 


Cross References: 

Point 4: Section 8-311 (A.C.A. § 4-8- 
311). 

See Section 8-202(3) (A.C.A. § 4-8- 
202(3)). 


Definitional Cross References: 
“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 
“Initial Transaction Statement”. 
tion 8-408 (A.C.A. § 4-8-408). 
“Issuer”. Section 8-201 (A.C.A. § 4-8- 


Sec- 


201). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Sign”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Unauthorized Signature”. 
1-201 (A.C.A. § 4-1-201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 


*This section was amended by Acts 1985, 
No. 514, § 3(8-205), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-206 (A.C.A. § 4-8-206)* 


Prior Uniform Statutory Provision: 

Sections 14, 15 and 124, Uniform Nego- 
tiable Instruments Law; Section 16, Uni- 
form Stock Transfer Act. 


Purposes: 
1. The problem of forged or unautho- 


rized signatures necessary for the issue or 
transfer of a security or for the authenti- 
cation of an initial transaction statement 
is not involved here, and a person in 
possession of a blank certificate or of a 
writing that would be an initial transac- 
tion statement if it were properly signed is 
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not, by this section, given authority to fill 
in blanks with such signatures. 

2. Completion of blanks left in a trans- 
fer instruction is dealt with elsewhere 
(Section 8-308(5) (A.C.A. § 4-8-308(5))). 
Blanks left upon authentication of an ini- 
tial transaction statement or upon issue of 
a certificated security are the only ones 
dealt with here, and a purchaser for value 
without notice is protected. A purchaser is 
not in a good position to determine 
whether blanks were completed by the 
issuer or by some person not authorized to 
complete them. On the other hand the 
issuer can protect itself by not placing its 
signature on the writing until the blanks 
are completed or, if it does sign before all 
blanks are completed, by carefully select- 
ing the agents and employees to whom it 
entrusts the writing after authentication. 
With respect to a certificated security or 
an initial transaction statement that is 
completed by the issuer but later is al- 
tered, the issuer has done everything it 
can to protect the purchaser and thus is 
not charged with the terms as altered. 
However, it is charged according to the 
original terms, since it is not thereby 
prejudiced. 

If the completion or alteration is obvi- 
ously irregular, the purchaser may be 
charged with notice. See Section 1-201(25) 
(A.C.A. § 4-1-201(25)). 

3. Only the purchaser who physically 
takes the certificate or receives the initial 
transaction statement is directly pro- 
tected. However, a transferee may receive 
protection indirectly through Section 
8-301(1) (A.C.A. § 4-8-301(1)). 

4. The protection granted a purchaser 
for value without notice under this section 
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is modified to the extent that an overissue 
may result where an incorrect amount is 
inserted into a blank (Section 8-104 
(A.C.A. § 4-8-104)). 


Cross References: 

Point 2: Sections 1-201 (A.C.A. § 4-1- 
201), 8-302 (A.C.A. § 4-8-302) and 8-308 
(A.C.A. § 4-8-308). 

Point 3: Section 8-301 (A.C.A. § 4-8- 
301). : 

Point 4: Section 8-104 (A.C.A. § 4-8- 
104). 

See Sections 8-205 (A.C.A. § 4-8-205) 
and 8-311 (A.C.A. § 4-8-311). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Initial Transaction Statement”. Sec- 
tion 8-408 (A.C.A. § 4-8-408). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-206), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-207 (A.C.A. § 4-8-207)* 


Prior Uniform Statutory Provision: 
Section 3, Uniform Stock Transfer Act. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-8-207(1)) 
states the issuer’s right to treat the regis- 
tered owner of a certificated security as 
the person entitled to exercise all the 
rights of an owner. This right of the issuer 
is limited by the provisions of Part 4 of 
this article (chapter) — once there has 
been due presentation for registration of 
transfer, the issuer has a duty to register 
ownership in the name of the transferee. 


Section 8-401 (A.C.A. § 4-8-401). Thus its 
right to treat the old registered owner as 
exclusively entitled to the rights of own- 
ership must cease. 

The issuer may, under this section 
(A.C.A. § 4-8-207), make distributions of 
money or securities to the registered own- 
ers of certificated securities without re- 
quiring further proof of ownership, pro- 
vided that such _ distributions are 
distributable to the owners of all securi- 
ties of the same issue and the terms of the 
security do not require its surrender as a 
condition of payment or exchange. Any 
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such distribution shall constitute a de- 
fense against a claim for the same distri- 
bution by a person, even if that person is 
in possession of the security and is a bona 
fide purchaser of the security. See PEB 
Commentary No. 4, dated March 10, 1990. 

Subsection (2) (A.C.A. § 4-8-207(2)) 
states a parallel rule for uncertificated 
securities, with the important exception 
that the rights of the registered owner are 
curtailed when the uncertificated security 
is subject to a registered pledge. See Sec- 
tion 8-108 (A.C.A. § 4-8-108). Thus, sub- 
section (3) (A.C.A. § 4-8-207(3)) denies 
the registered owner the power to order 
transfer of an uncertificated security sub- 
ject to a registered pledge until the pledge 
has been released by order of the pledgee. 
See Section 8-308(4) and (7)(b) (A.C.A. 
§ 4-8-308(4) and (7)(b)). 

Subsection (4) (A.C.A. § 4-8-207(4)) es- 
tablishes the right of the registered 
pledgee to control the transfer of an 
uncertificated security subject to his 
pledge. The three paragraphs of subsec- 
tion (4) (A.C.A. § 4-8-207(4)) illustrate the 
mechanics for three common transactions: 
(a) the outright transfer of the security, 
free of the pledge; (b) the transfer of 
registered ownership, subject to the 
pledge; and (c) the transfer of the pledg- 
ee’s interest without disturbing the regis- 
tered ownership. These transactions are 
not intended to be exclusive. For example, 
the transfer of a pledged uncertificated 
security to a new owner subject to the 
interest of a new pledgee might be accom- 
plished in several ways. There could be a 
release of his interest by the old pledgee 
followed by a transfer of registered own- 
ership from the old owner to the new 
owner and a pledge from the new owner to 
the new pledgee. Or, if the respective 
pledgees wished to maintain complete 
control over the security, the old pledgee 
could order a transfer of his interest to the 
new pledgee under paragraph (c) (A.C.A. 
§ 4-7-207(4)(c)) and the new pledgee could 
then order the transfer of registered own- 
ership from the old owner to the new 
owner under paragraph (b) (A.C.A. § 4-8- 
207(4)(b)). Still other combinations are 
possible, depending on the positions of the 
parties. 

Subsection (6) (A.C.A. § 4-8-207(6)) in- 
sures that stock dividends or splits issued 
with respect to a pledged uncertificated 
security and securities or money distrib- 
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uted or paid in exchange for a pledged 
uncertificated security will remain within 
the control of the registered pledgee. This 
result cannot be extended to pledges of 
certificated securities because the issuer 
will normally be unaware of the pledgee’s 
rights unless the pledgee has caused a 
transfer to be registered. 

2. The rule of such cases as Turnbull v. 
Longacre Bank, 249 N.Y. 159, 163 N.E. 
135 (1928), which held the issuer liable for 
paying out dividends to the record holder 
after the transferee had given notice of the 
transfer and demanded that a new certif- 
icate be issued to him, is left unchanged. 
However, such cases as Morrison v. Gulf 
Oil Corporation, 189 Miss. 212, 196 So. 
247 (1940), holding that Section 3 of the 
Uniform Stock Transfer Act did not 
change the common law as to the issuer’s 
hability for dealing with the record holder 
after mere notice of a pledge, are ex- 
pressly rejected. Mere notice is not enough 
under this section to impose upon the 
issuer the duty of dealing with the pledgee 
although it may constitute notice to the 
issuer of a claim of ownership under Part 
4, 

Subsections (1) and (2) (A.C.A. § 4-8- 
207(1) and (2)) are permissive and do not 
require that the issuer deal exclusively 
with the registered owner. It is free to 
require proof of ownership before paying 
out dividends or the like if it chooses to. 
Barbato v. Breeze Corporation, 128 N.J.L. 
309, 26 A.2d 53 (1942). 

3. This section does not operate to de- 
termine who is finally entitled to exercise 
voting and other rights or to receive pay- 
ments and distributions. The parties are 
still free to incorporate their own arrange- 
ments as to these matters in seller-pur- 
chaser agreements which will be defini- 
tive as between them. 

4. No change in existing state laws as 
to the liability of registered owners for 
calls and assessments is here intended; 
nor is anything in this section designed to 
estop a record holder from denying own- 
ership when assessments are levied if he 
is otherwise entitled to do so under state 
law. See State ex rel. Squire v. Murfey, 
Blosson & Co., 131 Ohio St. 289, 2 N.E.2d 
866 (1936); Willing v. Delaplaine, 23 
F.Supp. 579 (1937). 

5. No interference is intended with the 
common practice of closing the transfer 
books or taking a record date for dividend, 
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voting and other purposes, as provided for 
in by-laws, charters and statutes. 


Cross References: 
Section 8-108 (A.C.A. § 4-8-108) and 
Part 4 of this Article (Chapter). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Instruction”. Section 8-308 (A.C.A. 
§ 4-8-308). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notification”. 
§ 4-1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 (A.C.A. 
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“Registered Form”. Section 8-102 
(A.C.A. § 4-8-102). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Security Interest”. 
(A.C.A. § 4-1-201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


Section 1-201 


*This section was amended by Acts 1985, 
No. 514, § 3(8-207), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-208 (A.C.A. § 4-8-208)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. The warranties here stated express 
the current understanding and prevailing 
case law as to the effect of the signatures 
of authenticating trustees, transfer 
agents, and registrars. See Jarvis v. Man- 
hattan Beach Co., 148 N.Y. 652, 43 N.E. 
68, 31 L.R.A. 776, 51 Am.St.Rep. 727 
(1896). Although it has generally been 
regarded as the particular obligation of 
the transfer agent to determine whether 
securities are in proper forms as provided 
by the by-laws and Articles of Incorpora- 
tion, neither a registrar nor an authenti- 
cating trustee should properly place a 
signature upon a certificate or transaction 
statement without determining whether 
it is at least regular on its face. The 
obligations of these parties in this respect 
have therefore been made explicit in 
terms of due care. See Feldmeier v. Mort- 
gage Securities, Inc., 34 Cal.App.2d 201, 
93 P.2d 593 (1939). 

2. Those cases which hold that an au- 
thenticating trustee is not liable for any 
defect in the mortgage or property which 
secures the bond or for any fraudulent 
misrepresentations made by the issuer 
are not here affected since these matters 
do not involve the genuineness or proper 
form of the security. Ainsa v. Mercantile 
Trust Co., 174 Cal. 504, 163 P. 898 (1917); 
Tschetinian v. City Trust Co., 186 N.Y. 


432,79 N.E. 401 (1906); Davidge v. Guard- 
ian Trust Co. of New York, 203 N.Y. 331, 
96 N.E. 751 (1911). 

3. The charter or applicable statute 
may affect the capacity of a bank or other 
corporation undertaking to act as an au- 
thenticating trustee, registrar or transfer 
agent. See, for example, the Federal Re- 
serve Act (U.S.C.A., Title 12, Banks and 
Banking, Section 248) under which the 
Board of Governors of the Federal Reserve 
Bank is authorized to grant special per- 
mits to National Banks permitting them 
to act as trustees. Such corporations are 
therefore held to certify as to their legal 
capacity to act as well as to their author- 
ity. 

4. Authenticating trustees, registrars 
and transfer agents have normally been 
held liable for an issue in excess of the 
authorized amount. Jarvis v. Manhattan 
Beach Co., supra; Mullen v. Eastern Trust 
& Banking Co., 108 Me. 498, 81 A. 948 
(1911). In imposing upon these parties a 
duty of due care with respect to the 
amount they are authorized to help issue, 
this section does not necessarily validate 
the security, but merely holds persons 
responsible for the excess issue liable in 
damages for any loss suffered by the pur- 
chaser. 

5. Aside from questions of genuineness 
and excess issued these parties are not 
held to certify as to the validity of the 
security unless they specifically under- 
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take to do so. The case law which has 
recognized a unique responsibility on the 
transfer agent’s part to testify as to the 
validity of any security which it counter- 
signs is rejected. 

6. This provision does not prevent a 
transfer agent or issuer from agreeing 
with a registrar of stock to protect the 
registrar in respect of the genuineness 
and proper form of a certificated security 
or initial transaction statement signed by 
the issuer or the transfer agent or both. 
Nor does it interfere with proper indem- 
nity arrangements between the issuer and 
trustees, transfer agents, registrars and 
the like. 

7. An unauthorized signature is a sig- 
nature for purposes of this section if and 
only if it is made effective by Section 8-205 
(A.C.A. § 4-8-205). 


Cross References: 

Sections 8-102 (A.C.A. § 4-8-102), 8-205 
(A.C.A. § 4-8-205) and 8-406 (A.C.A., § 4- 
8-406). 


Definitional Cross References: 
“Agreed”. Section 1-201 (A.C.A. § 4-1- 
201). 
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“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Genuine”. Section 1-201 (A.C.A. § 4-1- 
207, 

“Initial Transaction Statement”. Sec- 
tion 8-408 (A.C.A. § 4-8-408). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201); 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1967, 


No. 303, § 27, to adopt the 1962 changes 
to this Uniform Commercial Code section, 
and by Acts 1985, No. 514, § 3(8-208), to 
incorporate the 1977 changes to this Uni- 
form Commercial Code section. 


Comment to § 8-301 (A.C.A. § 4-8-301)* 


Prior Uniform Statutory Provision: 
Section 58, Uniform Negotiable Instru- 
ments Law. 


Purposes: 

1. The concept of transfer is defined 
only by example (Section 8-313 (A.C.A. 
§ 4-8-313)), but it clearly involves the 
passing of rights in the security from one 
party to another. Subsection (1) (A.C.A. 
§ 4-8-301(1)) states the “shelter” provi- 
sion of the Negotiable Instruments Law — 
upon transfer of the security a purchaser 
acquires the rights his transferor had. 
There are at least three exceptions to this 
basic rule, two of which limit the purchas- 
er’s rights and one of which expands 
them. First, subsection (1) (A.C.A. § 4-8- 
301(1)) explicitly makes its rule subject to 
Section 8-302(4) (A.C.A. § 4-8-302(4)), 
which prevents certain transferees from 
being freed of the taint of earlier fraud or 
notice. The second exception, stated in 
subsection (2) (A.C.A. § 4-8-301(2)), is 
that there may be a transfer explicitly 
limited to an interest less than the trans- 
feror’s entire interest. Finally Section 


8-302 (A.C.A. § 4-8-302) provides that a 
bona fide purchaser takes certain rights of 
his own account, regardless of the rights 
his transferor had. 

2. Transfers by operation of law are not 
intended to be covered by this Article 
(Chapter). For example, transfers from 
decedent to administrator, from ward to 
guardian, and from bankrupt to trustee in 
bankruptcy are governed by other law as 
to both the time they occur and the sub- 
stance of the transfer. Subsequent deliv- 
ery and registration on the issuer’s record 
merely confirm what has already hap- 
pened. 


Cross References: 
Sections 3-201 (A.C.A. § 4-3-201) and 
8-321 (A.C.A. § 4-8-321). 


Definitional Cross References: 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 
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“Security interest”. Section 1-201 


(A.C.A. § 4-1-201). 


*This section was amended by Acts 1985, 


UNIFORM COMMERCIAL CODE 


No. 514, § 3(8-301), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-302 (A.C.A. § 4-8-302)* 


Prior Uniform Statutory Provision: 

Sections 52, 57, 58 and 59, Uniform 
Negotiable Instruments Law; Section 7, 
Uniform Stock Transfer Act. 


Purposes: 

1. Any purchaser for value of a security 
without notice of a particular defect may 
take free of the issuer’s defense based on 
that defect, but only a purchaser taking by 
a formally perfect transfer, for value and 
without notice of any adverse claim, may 
take free of adverse claims. The “bona fide 
purchaser” here dealt with is the person 
taking free of adverse claims. His rights 
against the issuer are determined by Part 
2 of this Article (Chapter) and his rights to 
registration are determined by Part 4. 

2. Not every form of transfer can confer 
upon the purchaser the status of bona’ fide 
purchaser. In particular, transfers ef- 
fected through the acknowledgment of a 
bailee who is not a financial intermediary 
or through the acknowledgment of a fi- 
nancial intermediary who holds for the 
transferee a proportionate interest in a 
fungible bulk do not confer bona fide pur- 
chaser status. However, the transferee 
can acquire all the rights of a bona fide 
purchaser through the “shelter” provi- 
sions of Section 8-301(1) (A.C.A. § 4-8- 
301(1)) if the transferor had those rights. 

3. Protection is extended to bona fide 
purchasers of all investment securities, 
whether such securities were considered 
negotiable or non-negotiable under the 
prior law. This is the result sought by 
many cases which have resolved doubts in 
favor of negotiability despite terms in 
bonds which militated against their nego- 
tiability under the provisions of the Nego- 
tiable Instruments Law. See Paxton v. 
Miller, 102 Ind.App. 511, 200 N.E. 87 
(1936); Scott v. Platt, 171 Or. 379, 135 P.2d 
769 (1943). Such cases as U.S. Gypsum v. 
Faroll, 296 Ill.App. 47, 15 N.E.2d 888 
(1938), protecting bona fide purchasers of 
stock certificates under the provisions of 
the Stock Transfer Act are adopted and 
approved. 


4, An adverse claim may be either legal 
or equitable, e.g., that the claimant is the 
beneficial owner of a security, though not 
the legal owner of it, or that it has been or 
is proposed to be transferred in breach of 
trust or a valid restriction on transfer (See 
Section 8-204 (A.C.A. § 4-8-204) and 
Comment). Note that there may be claims 
of ownership that are not “adverse” — e.g., 
the claim of a principal against his agent 
including that of a customer against his 
broker (Section 8-303 (A.C.A. § 4-8-303)). 
The agent’s knowledge of his principal’s 
claim thus cannot defeat the agent’s right 
to be a bona fide purchaser under this 
section. 

5. Subsection (4) (A.C.A. § 4-8-302(4)) 
provides an exception to the “shelter” pro- 
visions of Section 8-301(1) (A.C.A. § 4-8- 
301(1)), but applies only to a transferee of 
a certificated security who as a prior 
holder of the particular security had no- 
tice of adverse claims or who has been a 
party to fraud or illegality affecting the 
particular security. 


Cross References: 

Sections 3-302 (A.C.A. § 4-3-302) and 
8-301 (A.C.A. § 4-8-301). 

Point 4: Section 8-204 (A.C.A. § 4-8- 
204) and its comment. 


Definitional Cross References: 

“Bearer Form”. Section 8-102 (A.C.A. 
§ 4-8-102). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Good Faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Indorsed”. Section 8-308 (A.C.A. § 4-8- 
308). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 
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“Registered Form”. Section 8-102 
(A.C.A. § 4-8-102). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 


201). 
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“This section was amended by Acts 1985, 
No. 514, § 3(8-302), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-303 (A.C.A. § 4-8-303)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

This section defines “broker” for pur- 
poses of this Article (Chapter) in terms of 
function in this particular transaction. 
The term is applicable to the person per- 
forming the function. The differentiation 
under the Securities Exchange Act of 1934 
between “broker” and “dealer” is of no 
significance under this Article (Chapter). 
This and similar distinctions are pre- 
served for other purposes by the last sen- 
tence of the section. 


Definitional Cross References: 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-303), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-304 (A.C.A. § 4-8-304)* 


Prior Uniform Statutory Provision: 
Sections 37, 56, Uniform Negotiable In- 
struments Law. 


Purposes: 

1. Section 8-302 (A.C.A. § 4-8-302) de- 
fines “bona fide purchaser” in terms of 
three distinct elements, “value”, “good 
faith”, and lack of “notice of any adverse 
claim”. This section deals only with notice 
and presents specific situations in which a 
purchaser is charged with notice of ad- 
verse claims as a matter of law. The listing 
is not exhaustive and does not exclude 
other situations in which the trier of the 
facts may determine that similar notice 
has been given. For example, receipt of 
notification that the particular security 
has been lost or stolen raises the question 
of notice “forgotten” in good faith. Ken- 
tucky Rock Asphalt v. Mazza’s Admr., 264 
Ky. 158, 94 S.W.2d 316 (1936); Graham v. 
White-Phillips Co., 296 U.S. 27, 56 S.Ct. 
21, 80 L.Ed. 20, 102 A.L.R. 24 (1935) but 
cf., First National Bank of Odessa v. 
Fazzari, 10 N.Y.2d 394, 179 N.E.2d 493 
(1961). Also suspicious characteristics of 
the transaction may give a purchaser 
(particularly a commercially sophisticated 


purchaser such as a broker) “reason to 
know.” U.S. Fidelity & Guaranty Co. v. 
Goetz, 285 N.Y. 74, 32 N.E.2d 798 (1941); 
Morris v. Muir, 111 Misc. 739, 180 N.Y.S. 
913 (1920). 

2. Subsection (l1)(a) (A.C.A. § 4-8- 
304(1)(a)) refers to situations in which a 
certificated security endorsed “for collec- 
tion” or “for surrender” is being offered for 
transfer and follows in effect Section 37 of 
the Negotiable Instruments Law, which 
provides that subsequent indorsees ac- 
quire only the title of the first indorsee 
under a restrictive indorsement. 

3. A purchaser of an uncertificated se- 
curity is charged with notice of adverse 
claims noted in the initial transaction 
statement. If the security is transferred to 
him other than by registration on the 
issuer’s records, he is charged with notice 
of claims noted in the statement sent to 
the registered owner (or to the registered 
pledgee if his rights were transferred by 
notice to or acknowledgment from a regis- 
tered pledgee). 

Situations may arise in which the issuer 
receives notice of an adverse claim after 
registration of transfer, pledge or release 
but before the initial transaction state- 
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ment is prepared and sent. The issuer 
ought not to note those claims on the 
statement. See Section 8-408(1)(d), (2)(d) 
and (3)(d) (A.C.A. § 4-8-408(1)(d), (2)(d) 
and (3)(d)). If the issuer should mistak- 
enly note such a claim, subsection (2) 
(A.C.A. § 4-8-304(2)) does not charge the 
purchaser with notice. 

4. In subsection (3) (A.C.A. § 4-8- 
304(3)) some situations involving pur- 
chase from one described or identifiable as 
a fiduciary are explicitly provided for, 
again imposing an objective standard, 
while leaving the door open to other cir- 
cumstances which may constitute notice 
of adverse claims. Mere notice of the ex- 
istence of the fiduciary relation is not 
enough in itself to prevent bona fide pur- 
chase, and the purchaser is free to take 
the security on the assumption that the 
fiduciary is acting properly. The fact that 
the security may be transferred to the 
individual account of the fiduciary or that 
the proceeds of the transaction are paid 
into that account in cash would not be 
sufficient to charge the purchaser with 
notice of potential breach of fiduciary ob- 
ligation but as in State Bank of 
Binghampton v. Bache, 162 Misc. 128, 293 
N.Y.S. 667 (1937) knowledge that the pro- 
ceeds are being applied to the personal 
indebtedness of the fiduciary will charge 
the purchaser with such notice. 

5. The notice here involved is to pur- 
chasers. A broker acting as such (Section 
8-303 (A.C.A. § 4-8-303)) is treated in this 
section as a purchaser though he may not 
be a purchaser under the definitions of 
that term (Section 1-201(33) (A.C.A. § 4- 
1-201(33))). On the other hand, a bank, 
stockbroker or other intermediary who, in 
the particular transaction acts purely in 
that capacity, is not a purchaser. Cf. sub- 
sections (3) and (4) of Section 8-306 
(A.C.A. § 4-8-306(3) and (4)) and Com- 
ments 3 and 4 to that Section. Subsection 
(3) (A.C.A. § 4-8-304(3)) follows the policy 
of Section 4 of the Uniform Fiduciaries Act 
and of Section 3-304(2) (A.C.A. § 4-3- 
304(2)) with respect to commercial paper. 
Compare Section 7(a) of the Uniform Act 
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for Simplification of Fiduciary Security 
Transfers. 

The fact that the broker is expressly 
mentioned in this section carries no neg- 
ative implication in other sections in 
which merely the word “purchaser” is 
used. 

An issuer is not a purchaser. Its duty of 
inquiry is set forth in Part 4. 


Cross References: 
Point 5: Part 4 of this Article (Chapter). 
See Sections 8-104 (A.C.A. § 4-8-104), 
8-302 (A.C.A. § 4-8-302), 8-305 (A.C.A. 
§ 4-8-305) and 8-308 (A.C.A. § 4-8-308). 


Definitional Cross References: 
“Adverse Claim”. Section 8-302 (A.C.A. 


§ 4-8-302). 

“Bearer Form”. Section 8-102 (A.C.A. 
§ 4-8-102). 

“Broker”. Section 8-303 (A.C.A. § 4-8- 
303). 


“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Indorsed”. Section 8-308 (A.C.A. § 4-8- 
308). 

“Initial Transaction Statement”. Sec- 
tion 8-408 (A.C.A. § 4-8-408). 

“Intermediary Bank”. Section 4-105 
(A.C.A. § 4-4-105). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 


201). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Registered Form”. 
(A.C.A. § 4-8-102). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A, § 4-8-102). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 8-102 


*This section was amended by Acts 1985, 
No. 514, § 3(8-304), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 
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Comment to § 8-305 (A.C.A. § 4-8-305)* 


Prior Uniform Statutory Provision: 
Sections 52(2), 53, Uniform Negotiable 
Instruments Law. 


Purposes: 

1. The fact of “staleness” is viewed as 
notice of certain defects after the lapse of 
stated periods, but the maturity of the 
security does not operate automatically to 
affect holders’ rights. The periods of time 
here stated are shorter than those appear- 
ing in the provisions of this Article (Chap- 
ter) on staleness as notice of defects or 
defenses (Section 8-203 (A.C.A. § 4-8- 
203)) since a purchaser who takes a secu- 
rity after funds or other securities are 
available for its redemption has more rea- 
son to suspect claims of ownership than 
issuer’s defenses. An owner will normally 
turn in his security rather than transfer it 
at such a time. 

Of itself, a default never constitutes 
notice of a possible adverse claim. To pro- 
vide otherwise would not tend to drive 
defaulted securities home and would 
serve only to disrupt current financial 
markets where many defaulted securities 
are actively traded. 

2. The owner is provided with a means 
of protecting himself while his security is 
being sent in for redemption or exchange. 
He may endorse it “for collection” or “for 
surrender,” and this constitutes notice of 
his claims (Section 8-304 (A.C.A. § 4-8- 
304)). The present section does not come 
into operation unless the time period here 
stated has elapsed. 

3. Unpaid or overdue coupons attached 
to a bond do not bring it within the oper- 
ation of this section, although under some 


circumstances they may give the pur- 
chaser “reason to know” of claims of own- 
ership. Georgia Granite R. Co. v. Miller, 
144 Ga. 665, 87 S.E. 897 (1916). 

4. This section has been made ex- 
pressly applicable to certificated securi- 
ties only, since the transfer of an 
uncertificated security normally will in- 
volve communication with the issuer and 
a consequent opportunity for the issuer to 
give the transferee effective notice of ad- 
verse claims. 


Cross References: 

Point 1: Section 8-203 (A.C.A. § 4-8- 
203). 

Point 2: Section 8-304 (A.C.A. § 4-8- 
304). 

See Section 8-103 (A.C.A. § 4-8-1083). 


Definitional Cross References: 

“Adverse Claim”. Section 8-302 (A.C.A. 
§ 4-8-302). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
20.19) 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-305), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-306 (A.C.A. § 4-8-306)* 


Prior Uniform Statutory Provision: 

Sections 65, 66, 67, 69, Uniform Nego- 
tiable Instruments Law; Sections 11, 12, 
Uniform Stock Transfer Act. 


Purposes: 

1. The warranties with respect to cer- 
tificated securities have been recognized 
by the prevailing case law as well as by 
the prior Acts cited. See Boston Tow Boat 
Co. v. Medford Nat. Bank, 232 Mass. 38, 
121 N.E. 491 (1919); Burtch v. Child, 


Hulswit & Co., 207 Mich. 205, 174 N.W. 
170 (1919). 

Usual estoppel principles apply with 
respect to transfers of both certificated 
and uncertificated securities whenever 
the purchaser has knowledge of the de- 
fect, and these warranties will not be 
effective in such a case. In addition, under 
Section 1-102(3) (A.C.A. § 4-1-102(3)) 
these provisions apply only “unless other- 
wise agreed” and the parties are free to 
enter into any express agreement they 
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desire where both are aware of possible 
defects. 

2. The second sentence of subsection (1) 
(A.C.A. § 4-8-306(1)) limits the warran- 
ties made by a bona fide purchaser whose 
presentation of a certificated security is 
defective in some way but who nonethe- 
less is given a reissued certificated secu- 
rity or an initial transaction statement 
confirming the transfer of an 
uncertificated security to him. The effect 
is to deny the issuer a remedy against 
such a person unless at the time of pre- 
sentment the person had knowledge of an 
unauthorized signature in a necessary in- 
dorsement. The issuer can protect itself by 
refusing to make the transfer or, if it 
registers the transfer before it discovers 
the defect, by pursuing its remedy against 
a signature guarantor. 

3. Subsections (3) and (4) (A.C.A. § 4- 
8-306(3) and (4)) are designed to eliminate 
all substantive warranties in the case of 
deliveries of certificated securities by in- 
termediaries and pledgees. Such parties 
deal primarily with the draft or other 
claim and, having no access to direct 
knowledge about the security, they cannot 
be held to warrant its genuineness or 
validity. Subsection (8) (A.C.A. § 4-8- 
306(8)) similarly limits the warranties 
given by a secured party (or its agent) 
originating an instruction at the behest of 
the debtor. 

4. The so-called “stock-broker” nor- 
mally functions as a broker (see definition 
of “broker”, Section 8-303 (A.C.A. § 4-8- 
303)) and on a few occasions another in- 
stitution such as a bank may function as a 
broker — e.g. for a standard broker’s 
commission or similar compensation. In 
those situations the warranties, rights 
and privileges of the broker are spelled 
out in subsection (10) (A.C.A. § 4-8- 
306(10)). Nevertheless either the so-called 
“stock-broker” or the bank can qualify for 
the protection given by subsections (3) 
and (4) (A.C.A. § 4-8-306(3) and (4)) to an 
“intermediary” where in the particular 
transaction it does not function as a bro- 
ker — e.g. when it transfers securities on 
a customer’s instructions, either without 
charge or for a nominal handling charge. 

5. Subsection (5) (A.C.A. § 4-8-306(5)) 
establishes the rights of the issuer against 
one who originates an instruction (Section 
8-308(4) (A.C.A. § 4-8-308(4))) that is 
fraudulent or otherwise improper. The is- 
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suer’s loss — which necessitates the rem- 
edy — arises only if the issuer registers 
the requested transfer, pledge or release 
and is subjected to liability for improper 
registration. See Section 8-404(3) (A.C.A. 
§ 4-8-404(3)). 

6. Subsection (6) (A.C.A. § 4-8-306(6)) 
sets forth the warranties made by the 
instruction originator to a person spe- 
cially guaranteeing his signature. These 
warranties mirror those made by the spe- 
cial signature guarantor. 

7. Subsection (7) (A.C.A. § 4-8-306(7)) 
sets forth the warranties made to a pur- 
chaser for value by one who originates an 
instruction. These warranties are quite 
similar to those made by one transferring 
a certificated security, subsection (2) 
(A.C.A. § 4-8-306(2)), the principal differ- 
ence being the absolute warranty of valid- 
ity. If upon receipt of the instruction the 
issuer should dispute the validity of the 
security, it seems proper to place the bur- 
den of proving validity upon the trans- 
feror. Because the guarantor of an instruc- 
tion makes an absolute warranty of 
rightfulness, Section 8-312(6) (A.C.A. § 4- 
8-312(6)), he is given the benefit of a 
similar warranty from the originator in 
subsection (7) (A.C.A. § 4-8-306(7)). 


Cross References: 

See Sections 1-102(3) (A.C.A. § 4-1- 
102(3)), 8-103 (A.C.A. § 4-8-103), 8-301 
(A.C.A. § 4-8-301), 8-311 (A.C.A. § 4-8- 
311) and 8-405 (A.C.A. § 4-8-405). 


Definitional Cross References: 

“Adverse Claims”. Section 8-302 (A.C.A. 
§ 4-8-302). 

“Appropriate Person”. Section 8-308 
(A.C.A. § 4-8-308). 

“Broker”. Section 8-308 (A.C.A. § 4-8- 
308). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Genuine”. Section 1-201 (A.C.A. § 4-1- 


201). 

“Good Faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Indorsement”. Section 8-308 (A.C.A. 
§ 4-8-308). 


“Initial Transaction Statement”. Sec- 
tion 8-408 (A.C.A. § 4-8-408). 
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“Instruction”. 
§ 4-8-308). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Knowledge”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Secured Party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Security Interest”. 
(A.C.A. § 4-1-201). 


Section 8-308 (A.C.A. 


Section 1-201 
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“Unauthorized Signature”. Section 
1-201 (A.C.A. § 4-1-201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1967, 
No. 303, § 28(8-306), to incorporate the 
1962 changes to this Uniform Commercial 
Code section, and by Acts 1985, No. 514, 
§ 3(8-306), to incorporate the 1977 
changes to this Uniform Commercial Code 
section. 


Comment to § 8-307 (A.C.A. § 4-8-307)* 


Prior Uniform Statutory Provision: 

Section 49, Uniform Negotiable Instru- 
ments Law; Section 9, Uniform Stock 
Transfer Act. 


Purposes: 

1. As between the parties the transfer 
of a certificated security is made complete 
upon delivery, but the transferee cannot 
become a bona fide purchaser of the secu- 
rity until indorsement is made. The in- 
dorsement does not operate retroactively, 
and notice may intervene between deliv- 
ery and indorsement so as to prevent the 
transferee from becoming a bona fide pur- 
chaser. This Article (Chapter) rejects such 
cases as Bethea v. Floyd, 177 S.C. 521, 181 
S.E. 721 (1935), certiorari denied, 296 
U.S. 622, 56 S.Ct. 148, 80 L.Ed. 442, 
holding that the indorsement of a note 
delivered prior to maturity but indorsed 
thereafter took effect as of the date of 
delivery to permit the purchaser to be- 
come a holder in due course. Although a 
purchaser taking without a necessary 1n- 
dorsement may be subject to claims of 
ownership, any issuer’s defense of which 
he had no notice at the time of delivery 
will be cut off, since the provisions of this 
Article (Chapter) protect all purchasers 
for value without notice (Section 8-202 
(A.C.A. § 4-8-202)). 

2. The transferee’s right to compel an 
indorsement where a certificated security 
has been delivered with intent to transfer 
is recognized in the case law and the 
Article (Chapter) of this Act on Documents 


of Title. See Coats v. Guaranty Bank & 
Trust Co., 170 La. 871, 129 So. 513 (1930), 
and Section 7-506 of this Act (A.C.A. § 4- 
7-506). 

3. A proper indorsement is one of the 
requisites of transfer which a purchaser of 
a certificated security has a right to obtain 
(Section 8-316 (A.C.A. § 4-8-316)). A pur- 
chaser may not only compel an indorse- 
ment under that section but may also 
recover for any reasonable expense in- 
curred by the transferor’s failure to re- 
spond to the demand for an indorsement. 


Cross References: 

Point 1: Section 8-202 (A.C.A. § 4-8- 
202). 

Point 2: Section 7-506 (A.C.A. § 4-7- 
506). 

Point 3: Section 8-316 (A.C.A. § 4-8- 
316). 

See Sections 8-302 (A.C.A. § 4-8-302), 
8-308 (A.C.A. § 4-8-308) and 8-309 
(A.C.A. § 4-8-309). 


Definitional Cross References: 

“Bona Fide Purchaser”. Section 8-302 
(A.C.A. § 4-8-302). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Indorsement”. Section 8-308 (A.C.A. 
§ 4-8-308). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Registered Form”. 
(A.C.A. § 4-8-102). 


Section 8-102 
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“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1985, 
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No. 514, § 3(8-307), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-308 (A.C.A. § 4-8-308)* 


Prior Uniform Statutory Provision: 
Sections 31 through 37, 64 through 69, 

Uniform Negotiable Instruments Law; 

Section 20, Uniform Stock Transfer Act. 


Purposes: 

1. The simplified method of indorsing 
certificated securities set forth in the Uni- 
form Stock Transfer Act is continued in 
subsections (1) and (2) (A.C.A. § 4-8- 
308(1) and (2)). Although more than one 
special indorsement on a given certifi- 
cated security is here made possible, the 
desire for dividends or interest, as the 
case may be, should operate to bring the 
security home for registration of transfer 
within a reasonable period of time. The 
usual form of assignment which appears 
in the back of a stock certificate or in a 
separate “power” may be filled up either in 
the form of an assignment, a power of 
attorney to transfer, or both. If it is not 
filled up at all but merely signed, the 
indorsement is in blank; if filled up either 
as an assignment or as a power of attor- 
ney to transfer, the indorsement is special. 

2. Subsection (3) (A.C.A. § 4-8-308)(3)) 
recognizes, in contradistinction to the rule 
under the Uniform Negotiable Instru- 
ments Law, the validity of a “partial” in- 
dorsement of a certificated security — e.g., 
as to fifty shares of the one hundred 
represented by a single certificate. The 
rights of a transferee under a partial in- 
dorsement to the status of a bona fide 
purchaser are left to the case law. 

3. Subsections (4) and (5) (A.C.A. § 4- 
8-308(4) and (5)) together indicate that an 
instruction is an order from an “appropri- 
ate person” (subsection (7) (A.C.A. § 4-8- 
308(7))) to the issuer demanding registra- 
tion of some form of transfer of an 
uncertificated security. Functionally, pre- 
sentation of an instruction is quite similar 
to the presentation of an indorsed certifi- 
cate for re-registration. The instruction 
may be in the form of a writing signed by 
an appropriate person or in any other 
form agreed upon in writing by the issuer 


and an appropriate person. Allowing non- 
written forms of instructions will permit 
the development and employment of 
means of transmitting instructions elec- 
tronically. 

When a person originates an instruction 
in which he leaves a blank and the blank 
later is completed, subsection (5) (A.C.A. 
§ 4-8-308(5)) gives the issuer the same 
rights it would have had against the orig- 
inating person had that person completed 
the blank himself. This is true regardless 
of whether the person completing the in- 
struction had authority to complete it. 
Compare Section 8-206 (A.C.A. § 4-8-206) 
and its Comment, dealing with blanks left 
upon issue. 

4. Subsections (6) and (7) (A.C.A. § 4- 
8-308(6) and (7)) give basic rules for deter- 
mining who is an appropriate person to 
indorse a certificated security or to origi- 
nate a transfer instruction for an 
uncertificated security. Subsection (8) 
(A.C.A. § 4-8-308(8)) defines the various 
situations in which persons other than 
those designated in subsections (6) and (7) 
(A.C.A. § 4-8-308(6) and (7)) will also be 
“appropriate persons.” The provisions are 
not mutually exclusive; for example, the 
same certificated security may be effec- 
tively indorsed either by the registered 
owner under subsection (6) (A.C.A. § 4-8- 
308(6)) or by his agent under (8)(f) (A.C.A. 
§ 4-8-308(8)(f)). Paragraph (8)(a) (A.C.A. 
§ 4-8-308(8)(a)) is made explicitly alter- 
native to make it clear that there is no 
conflict with paragraph (3)(a) of Section 
8-403 (A.C.A. § 4-8-403(3)(a)), permitting 
the issuer to rely on the continued power 
of a fiduciary to act where he is the regis- 
tered owner and the issuer has not re- 
ceived written notice to the contrary. Sim- 
ilar protection is given to other persons 
dealing with the security. See also the 
Comment to Section 8-404 (A.C.A. § 4-8- 
404). 

Paragraphs (e) and (f) (A.C.A. § 4-8- 
308(8)(e) and (f)) in particular are compre- 
hensive. For example, where a “small es- 
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tate statute” permits a widow to transfer a 
decedent’s securities without administra- 
tion proceedings, she would be “a person 
having power to sign under applicable 
law.” Similarly, in the usual partnership 
case, the signature of a partner would be 
that of “a person having power to sign 
under ... [a] ... controlling instrument.” 

Indorsement or origination by “an ap- 
propriate person” is included in the scope 
of the guarantee of signature (Section 
8-312 (A.C.A. § 4-8-312)). It is prerequi- 
site to the issuer’s duty to register a 
transfer (Section 8-401 (A.C.A. § 4-8- 
401)) and to his exoneration from liability 
for improper registration (Section 8-404 
(A.C.A. § 4-8-404)). 

5. Subsection (9) (A.C.A. § 4-8-308(9)) 
makes clear that the indorser of a certifi- 
cated security and the originator of an 
instruction do not warrant that the issuer 
will honor the underlying obligation. In 
view of the nature of the investment secu- 
rities and the circumstances under which 
they are normally transferred, a trans- 
feror cannot be held to warrant as to the 
issuer’s actions. As a transferor he, of 
course, remains liable for breach of the 
warranties set forth in this Article (Chap- 
ter) (Section 8-306 (A.C.A. § 4-8-306)). 

6. Subsection (10) of this section 
(A.C.A. § 4-8-308(10)) makes the indorse- 
ment or instruction speak as of the date of 
signing. Section 8-312 (A.C.A. § 4-8-312) 
on guaranty of signature and Section 
8-402 (A.C.A. § 4-8-402) on assurance 
that indorsements and instructions are 
effective apply the same reasoning. Thus, 
the signatures on a security indorsed by A 
during his lifetime or on behalf of X cor- 
poration by Y as president during his 
incumbency do not become “unauthorized” 
(Section 8-311 (A.C.A. § 4-8-311)) because 
A dies or Y is replaced as president by Z. 
Authority to deliver a certificated security 
and thus to complete the transfer is not 
covered by this section. Subsection (11) 
(A.C.A. § 4-8-308(11)) supplements Sec- 
tion 8-403(3)(b) (A.C.A. § 4-8-403(3)(b)) 
by making it clear that certain matters go 
to rightfulness of the transfer rather than 
to the validity of the indorsement or in- 
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struction. An example is the failure of a 
duly appointed guardian to obtain a re- 
quired court approval of the transfer. Such 
a guardian is an “appropriate person” un- 
der paragraph (8)(c) of this section (A.C.A. 
§ 4-8-308(8)(c)), and his indorsement may 
be effective even though, e.g., a required 
court order is not obtained. 


Cross References: 

Point 1: Section 8-306 (A.C.A. § 4-8- 
306). 

Point 4: Section 8-312 (A.C.A. § 4-8- 
312) and Part 4 of this Article (Chapter). 

Point 6: Sections 8-301 (A.C.A. § 4-8- 
301), 8-302 (A.C.A. § 4-8-302), 8-307 
(A.C.A. § 4-8-3807), 8-309 (A.C.A. § 4-8- 
309) and 8-312 (A.C.A. § 4-8-312). 


Definitional Cross References: 

“Bearer”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 


201). 

“Honor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 


“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Registered Form”. 
(A.C.A. § 4-8-102). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Sign”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 8-102 


*This section was amended by Acts 1967, 
No. 303, § 28(8-308), to incorporate the 
1962 changes to this Uniform Commercial 
Code section, and by Acts 1985, No. 514, 
§ 3(8-308), to incorporate the 1977 
changes to this Uniform Commercial Code 
section. 
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Comment to § 8-309 (A.C.A. § 4-8-309)* 


Prior Uniform Statutory Provision: 

Section 30, Uniform Negotiable Instru- 
ments Law; Sections 1, 10, Uniform Stock 
Transfer Act. 


Purposes: 

1. There must be a voluntary parting 
with control in order to effect a valid 
transfer of a certificated security as be- 
tween the parties. Levey v. Nason, 279 
Mass. 268, 181 N.E. 193 (1932), and Na- 
tional Surety Co. v. Indemnity Insurance 
Co. of North America, 237 App.Div. 485, 
261 N.Y.S. 605 (1938). 

2. The provision in Section 10 of the 
Uniform Stock Transfer Act that an at- 
tempted transfer without delivery 
amounts to a promise to transfer is here 
omitted. Even under the prior Act the 
effect of such a promise was left to the 
applicable law of contracts, and this Arti- 
cle (Chapter) by making no reference to 
such situations intends to achieve a simi- 
lar result. 

With respect to delivery there is no 
counterpart to Section 8-307 (A.C.A. § 4- 


8-307) on right to compel indorsements, 
such as is envisaged in Johnson v. John- 
son, 300 Mass. 24, 13 N.E.2d 788 (1938), 
where the transferee under a written as- 
signment was given the right to compel a 
transfer of the certificate. 


Cross References: 

Point 2: Section 8-307 (A.C.A § 4-8- 
307). 

See Sections 8-202(4) (A.C.A. § 4-8- 
202(4)) and 8-313 (A.C.A. § 4-8-313). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Indorsement”. Sections 8-308 (A.C.A. 
§ 4-8-308). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-309), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-310 (A.C.A. § 4-8-310)* 


Prior Uniform Statutory Provision: 
Section 40, Uniform Negotiable Instru- 
ments Law. 


Purposes: 

1. The concept of indorsement applies 
only to registered certificated securities, 
and a purported indorsement of bearer 
paper is normally of no effect. 

An indorsement “for collection,” “for sur- 
render” or the like, charges a purchaser 
with notice of adverse claims (Section 
8-304(1)(a) (A.C.A. § 4-8-304(1)(a))) but 
does not operate beyond this to interfere 
with any right the holder may otherwise 
possess to have the security registered in 
his name. 

2. The provisions of Section 40 of the 
Negotiable Instruments Law as to the 
liability of special indorsers of bearer in- 
struments have no applicability here since 
this Article (Chapter) negates the liability 
of indorsers as such upon the issuer’s 
obligations (Section 8-308(9) (A.C.A. § 4- 
8-308(9))). 


Cross References: 
Sections 8-304 (A.C.A. § 4-8-304) and 
8-308 (A.C.A. § 4-8-308). 


Definitional Cross References: 

“Adverse Claims”. Section 8-302 (A.C.A. 
§ 4-8-302). 

“Bearer Form”. Section 8-102 (A.C.A. 
§ 4-8-102). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Indorsement”. Section 8-308 (A.C.A. 
§ 4-8-308). } 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1985 
No. 514 § 3(8-310), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 
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Comment to § 8-311 (A.C.A. § 4-8-311)* 


Prior Uniform Statutory Provision: 
Section 23, Uniform Negotiable Instru- 
ments Law. 


Purposes: 

1. Most present day security purchases 
are made through brokers. The purchaser 
who normally receives and sees only a 
certificated security registered in his own 
name or an initial transaction statement 
addressed to him cannot realistically be 
held to have notice of or to have relied 
upon a forged or unauthorized indorse- 
ment on the original security transferred 
or upon the unauthorized instruction. A 
good faith purchaser who has received an 
initial transaction statement or a new, 
reissued or re-registered certificate is 
therefore protected. Compare Telegraph 
Co. v. Davenport, 97 U.S. 369, 24 L.Ed. 
1047 (1878). That line of cases which has 
refused to apply this rule where the new 
security is still in the hands of the party to 
whom it was issued is expressly rejected. 
See Weniger v. Success Mining Co., 227 F. 
548 (C.C.A.Utah 1915); Hambleton v. Cen- 
tral Ohio R.R. Co., 44 Md. 551 (1876). 

2. The original owner of a security 
which has been transferred on the basis of 
a forged indorsement or instruction is 
protected by the issuer’s liability for 
wrongful registration of transfer (Section 
8-404 (A.C.A. § 4-8-404)). The issuer’s 
duty to issue a similar security to the 
owner unless an overissue would result is 
made explicit in Part 4 of this Article 
(Chapter), as is his obligation to purchase 
available securities on the open market 
for transfer to the owner where overissue 
is involved (see Section 8-104 (A.C.A. § 4- 
8-104)). Compare Prince v. Childs Co., 23 
F.2d 605 (1928); West v. Tintic Standard 
Mining Co., 71 Utah 158, 263 P. 490, 56 
A.L.R. 1190 (1928). The issuer’s recourse 
is against the forger and the guarantor of 
the latter’s signature, if any. But since the 


issuer has a right to require a guarantee 
of signature, a bona fide purchaser pre- 
senting the certificated security or in- 
struction to the issuer should not be held 
liable on any implied warranty of title 
theory unless he knew of the forgery (Sec- 
tion 8-306 (A.C.A. § 4-8-306)). 

3. Abond which has been registered as 
to principal and subsequently is returned 
to bearer form is, at that point, a “new 
security” within the meaning of this Sec- 
tion (A.C.A. § 4-8-311). 


Cross References: 

Point 2: Sections 8-104 (A.C.A. § 4-8- 
104), 8-306(1) (A.C.A. § 4-8-306(1)), 8-312 
(A.C.A. § 4-8-312) and Part 4 of this Arti- 
cle (Chapter). 


Definitional Cross References: 

“Adverse Claim”. Section 8-302 (A.C.A. 
§ 4-8-302). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Good Faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Initial Transaction Statement”. 
tion 8-408 (A.C.A. § 4-8-408). 


Sec- 


“Instruction”. Section 8-308 (A.C.A. 
§ 4-8-308). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201), 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-311), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-312 (A.C.A. § 4-8-312)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 
1. In subsection (1) (A.C.A. § 4-8- 
312(1)) the commonly accepted liability of 


the guarantor of the signature of the in- 
dorser of a certificated security, which 
includes a warranty of the authority of the 
signer to sign for the holder as well as of 
the capacity of the signer to sign, is made 
express so that issuers and their agents 
may have a clear understanding of the 
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extent to which they may rely upon such 
guarantees. 

2. Consistent with the coordinate pro- 
visions of Sections 8-308 (A.C.A. § 4-8- 
308), 8-401 (A.C.A. § 4-8-401) and 8-404 
(A.C.A. § 4-8-404), this section (A.C.A. 
§ 4-8-312) provides that a signature guar- 
antor warrants as to facts “at the time of 
signing.” 

3. Subsection (2) (A.C.A. § 4-8-312(2)) 
sets forth the warranties that can reason- 
ably be expected from the guarantor of the 
signature of the originator of an instruc- 
tion, who, though familiar with the signer, 
does not have before him any evidence 
that the purported owner or pledgee is, in 
fact, the owner or pledgee of the subject 
uncertificated security. This is in contrast 
to the position of the person guaranteeing 
a signature on a certificate who can see a 
certificate in the signer’s possession in the 
name of or indorsed to the signer or in 
blank. Thus, the warranty of appropriate- 
ness in clause (b) (A.C.A. § 4-8-312(2)(b)) 
is expressly conditioned on the actual reg- 
istration’s conforming to that represented 
by the originator. If the signer purports to 
be the owner or pledgee, the guarantor 
under clause (b) (A.C.A. § 4-8-312(2)(b)), 
warrants only his identity. If, however, the 
signer is acting in a representative capac- 
ity, the guarantor warrants both his iden- 
tity and his authority to act for the pur- 
ported owner or pledgee. The additional 
warranty of clause (d) (A.C.A. § 4-8- 
312(2)(d)) as to the taxpayer identification 
number is intended to prevent error or 
fraud resulting from identical or similar 
names. The warranties of subsection (2) 
(A.C.A. § 4-8-312(2)) are intended to pro- 
vide satisfactory assurance to the issuer 
who needs no warranty as to the facts of 
registration because he can ascertain 
those facts from his own records. 

4. Subsection (3) (A.C.A. § 4-8-312(3)) 
sets forth a “special guarantee of signa- 
ture” under which the guarantor addition- 
ally warrants both registered ownership 
or pledge and freedom from undisclosed 
defects of record. The guarantor of the 
signature of an indorser of a certificated 
security effectively makes these warran- 
ties to a purchaser for value on the evi- 
dence of a clean certificate issued in the 
name of the indorser, indorsed to the in- 
dorser or indorsed in blank. By specially 
guaranteeing under subsection (3) (A.C.A. 
§ 4-8-312(3)), the guarantor warrants 
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that the instruction will, when presented 
to the issuer, result in the requested reg- 
istration free from defects not specified. It 
is contemplated that the special guaran- 
tee of signature will be used principally in 
brokerage transactions where the broker 
will be specially guaranteeing the signa- 
ture on an instruction originated by his 
own customer. The broker’s risk will be no 
greater than that of a broker who executes 
the sale of a security for his customer 
without the absolute assurance that his 
customer will deliver a clean certificate at 
settlement. 

5. Subsection (4) (A.C.A. § 4-8-312(4)) 
makes clear that the warranties of a per- 
son guaranteeing a signature are limited 
to those specified in this section and do not 
include a general warranty of rightful- 
ness. On the other hand subsections (5) 
and (6) (A.C.A. § 4-8-312(5) and (6)) make 
clear that a person guaranteeing an in- 
dorsement or an instruction does warrant 
that the transfer is rightful in all respects. 

6. Subsection (7) (A.C.A. § 4-8-312(7)) 
makes clear what can be inferred from the 
combination of Sections 8-401 (A.C.A. § 4- 
8-401) and 8-402 (A.C.A. § 4-8-402), that 
the issuer may not require as a condition 
to transfer a guarantee of the indorsement 
or instruction nor may it require a special 
signature guarantee. But the voluntary 
furnishing of such a guarantee and its 
acceptance by the issuer may save the 
time and expense of an inquiry into possi- 
ble adverse claims (cf. Section 8-403 
(A.C.A. § 4-8-4038). 

7. Subsection (8) (A.C.A. § 4-8-312(8)) 
is expressly designed to encourage issuers 
and their agents to rely upon signature 
guarantees and to avoid needless waste of 
time and duplication of effort in ascertain- 
ing the facts so guaranteed. 


Cross References: 

Point 1: Section 8-308 (A.C.A. § 4-8- 
308). 

See Part 4 of this Article (Chapter). 


Definitional Cross References: 

“Appropriate Person”. Section 8-308 
(A.C.A. § 4-8-308). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Genuine”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Indorsement”. Section 8-308 (A.C.A. 
§ 4-8-308). 
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“Instruction”. 
§ 4-8-308). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 8 

“Security Interest”. 
(A.C.A. § 4-1-201). 


Section 8-308 (A.C.A. 


Section 1-201 
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“Sign”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-312), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-313 (A.C.A. § 4-8-313)* 


Prior Uniform Statutory Provision: 

Section 191, Uniform Negotiable In- 
struments Law; Section 22, Uniform 
Stock Transfer Act. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-8-313(1)) 
lists the various methods by which legal 
rights in a security may be transferred 
from one person to another. Subsection (1) 
(A.C.A. § 4-8-313(1)) is expressly made 
applicable to limited interests, including 
security interests, as well as to entire 
interests. Compare Section 8-301(2) 
(A.C.A. § 4-8-301(2)). The word “only” in 
the first sentence is intended to provide 
that the methods of transfer listed are 
exclusive and that compliance with one of 
them is essential to a valid transfer. 
Transfers by operation of law are excepted 
because they are not transfers to a “pur- 
chaser”. 

2. This section is intended to bring the 
law of securities transfers into line with 
modern security trading practices and to 
allow for future development of those 
practices. It is recognized that most trans- 
fers are not effected through physical de- 
livery of a certificate from seller to buyer, 
but rather through adjustments in bal- 
ances of the parties’ accounts with various 
intermediaries. Whether each intermedi- 
ary has physical possession of a certificate 
to match every security it “holds” in its 
customer accounts is of no importance. So 
long as the intermediary exercises ulti- 
mate control, the securities may equally 
well take the form of an account with a 
securities depository, with another inter- 
mediary or with a transfer agent. 

Thus a “financial intermediary,” which 
as defined in subsection (4) (A.C.A. § 4-8- 
313(4)) must be a person that as part of 
the ordinary course of business “main- 
tains security accounts” for its customers, 


must control the disposition of securities 
pursuant to its customers’ orders but may 
exercise its control in any of a number of 


forms — e.g. maintaining possession of 
certificated securities, being registered 
owner or_ registered pledgee of 


uncertificated securities, or having its 
own account with another financial inter- 
mediary. The important factor is that the 
intermediary must “hold” securities in an 
account for the customer. Notice that one 
who is a professional agent for holding 
securities accounts is not a financial inter- 
mediary with respect to any particular 
transaction in which it is not holding 
securities in an account for its customer. 
For example, a bank may as part of its 
business hold securities in accounts for its 
customers and therefore hold a financial 
intermediary with respect to those ac- 
counts; but if it takes a pledge of securities 
not held in account for the borrower to 
secure a loan, it is not a financial interme- 
diary with respect to the _ securities 
pledged, since it holds the securities for its 
own account rather than for the customer. 
On the other hand, a broker is a financial 
intermediary with respect to a margin 
account, since even though it has a per- 
sonal interest in the securities, it holds 
securities in an account for a customer. 
3. Paragraphs (a) and (b) of subsection 
(1) (A.C.A. § 4-8-313(1)(a) and (b)) de- 
scribe the most basic forms of transfer for 
certificated and uncertificated securities 
respectively. Paragraph (d) (A.C.A. § 4-8- 
313(1)(d)) is the basic provision for trans- 
fers effected through entries in the records 
of a financial intermediary. For a valid 
transfer to be effected there must be both 
an entry made in the records and a con- 
firmation sent to the purchaser. Confirma- 
tion is required to ensure that evidence 
exists to prove that the securities are held 
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by the intermediary in a customer account 
rather than for its own account. This pro- 
vision is important principally with re- 
gard to potential insolvency of an interme- 
diary. So long as_ the financial 
intermediary holds the securities in an 
account, the form in which it “holds” the 
securities makes no difference to the effec- 
tuation of a transfer. The form does, how- 
ever, make a difference as to whether the 
purchaser can become a bona fide pur- 
chaser. See subsection (2) (A.C.A. § 4-8- 
313(2)) and Section 8-302(1)(c) (A.C.A. 
§ 4-8-302(1)(c)). 

Paragraphs (e) and (f) of subsection (1) 
(A.C.A. § 4-8-313(1)(e) and (f)) provide for 
transfers of certificated and uncertificated 
securities held by a “third person” who is 
not a financial intermediary. 
Acknowledgement by that person that he 
holds for the purchaser is the only condi- 
tion to the transfer. Requiring 
acknowledgement forces the transferee to 
have the arrangement made explicit. 

Paragraph (g) (A.C.A. § 4-8-313(1)(g)) 
sets forth the requirements for a transfer 
of a security held by a clearing corpora- 
tion. The transfer occurs when the appro- 
priate entries are made. No confirmation 
is required, since the fact that a clearing 
corporation holds no securities for its own 
account eliminates the possibility that 
customers’ securities might be intermin- 
gled with securities owned by the clearing 
corporation. 

Paragraphs (h), (i) and (j) (A.C.A. § 4- 
8-313(1)(h), (i) and G)) relate only to trans- 
fers of security interests. Paragraph (h) 
(A.C.A. § 4-8-313(1)(h)) is analogous to 
Section 9-305 (A.C.A. § 4-9-305), which 
provides the rule for perfecting a security 
interest in property in the possession of a 
bailee. Paragraph (h) (A.C.A. § 4-8- 
313(h)) makes explicit that if the transfer- 
or’s interest is in an account with a finan- 
cial intermediary, that intermediary is the 
proper person to receive notice of the 
transfer regardless of whether it has 
physical possession or registration in its 
own name or whether it has securities in 
an account with another intermediary. 
The notification to the “bailee” must be 
written and must be signed by the debtor 
or by the secured party, according to 
whether the security interest is being cre- 
ated or released. The transfer is also con- 
ditioned upon the existence of a written 
security agreement signed by the debtor 


UNIFORM COMMERCIAL CODE 


and adequately identifying the security. 
This requirement is included in para- 
graph (h) (A.C.A. § 4-8-313(1)(h)) because 
Section 8-321 (A.C.A. § 4-8-321), which 
sets forth the requirements for creation 
and perfection of security interests, gives 
no formality requirements other than the 
existence of a valid transfer. 

Paragraph (i) (A.C.A. § 4-8-313(1)(i)) is 
similar to Section 9-304(4) (A.C.A. § 4-9- 
304(4)). Read in conjunction with Section 
8-321 (A.C.A. § 4-8-321), it provides for 
“automatic” perfection for 21 days after 
new value is given with respect to a secu- 
rity interest as to which the debtor has 
signed a security agreement. 

Paragraph (j) (A.C.A. § 4-8-313(1)G)) 
also deals only with the creation of secu- 
rity interests. In conjunction with Section 
8-321 (A.C.A. § 4-8-321), it provides that 
a financial intermediary that already con- 
trols disposition of a security may take a 
perfected security interest by giving value 
and having the debtor sign a security 
agreement. 

4. Subsection (2) (A.C.A. § 4-8-313(2)) 
sets forth the principle that a purchaser is 
the owner of any security “held for him” — 
i.e., controlled pursuant to his instruc- 
tions — by a financial intermediary. For 
example, a purchaser owns the securities 
in his custody account with a bank or his 
margin account with a broker. However, 
unless specific securities are separately 
identified as belonging to the purchaser, 
he cannot become a bona fide purchaser. A 
bona fide purchaser takes particular secu- 
rities free of all claims and defenses. If 
bona fide purchaser status were given to 
those whose securities are held as part of 
a fungible bulk, there would be a possibil- 
ity of inconsistent claims between two or 
more bona fide purchasers, since if the 
bulk should prove to be smaller than was 
expected, the claim of one or both must be 
compromised. An exception is made with 
respect to securities held by the clearing 
corporation, since the fact that those enti- 
ties hold only for customer accounts 
makes the chance of inconsistent claims 
small. Securities held by intermediaries 
pursuant to paragraphs (c) and (d)(i) of 
subsection (1) (A.C.A. § 4-8-313(1)(c) and 
(d)(i)) are identifiable as belonging to a 
particular customer, and the customer 
therefore can be a bona fide purchaser. 
Those customers that are not bona fide 
purchasers own a proportionate property 
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interest in the bulk of securities of that 
nature held by the intermediary. Thus the 
group of customers together own the en- 
tire bulk, and in the event of insolvency of 
the intermediary they would as a group be 
secured to the extent the bulk covered 
their ownership claims. If the bulk were 
insufficient to provide each customer his 
full claim, each would share ratably. 

5. Subsection (3) (A.C.A. § 4-8-313(3)) 
provides protection to both financial inter- 
mediary and customer whenever notice of 
an adverse claim is received after the 
intermediary takes delivery of a certifi- 
cated security as a holder for value or 
after the transfer, pledge or release of an 
uncertificated security has been regis- 
tered free of the claim to a financial inter- 
mediary. It also states the principle that 
as between the intermediary and its cus- 
tomer, the latter is entitled to a “clean” 
security, i.e. one as to which no notice of 
adverse claim has been received. Isham v. 
Post, 141 N.Y. 100, 35 N.E. 1084, 23 
L.R.A. 90 (1894), which permitted a bro- 
ker acting as agent to deliver to his cus- 
tomer a security as to which a claim of 
forgery was made after its receipt by the 
broker, is rejected. An intermediary is in 
the business of handling securities. It is 
better equipped to clear up any questions 
of genuineness or adverse claim, and even 
though it acts in whole or in part as agent 
for its customer, it is not permitted to pass 
such problems on to its customer. How- 
ever if the problem arises because of the 
customer’s own act or omission to act, he 
is estopped to rely on it as a basis for 
rejecting the security. Section 1-103 
(A.C.A. § 4-1-1083). 


Cross References: 

Sections 8-301 (A.C.A. § 4-8-301), 8-302 
(A.C.A. § 4-8-302), 8-314 (A.C.A. § 4-8- 
314), 8-315 (A.C.A. § 4-8-315), 8-320 
(A.C.A. § 4-8-320), 8-821 (A.C.A. § 4-8- 
321), 9-304(4) (A.C.A. § 4-9-304(4)) and 
9-305 (A.C.A. § 4-9-3085). 


Definitional Cross References: 
“Adverse Claim”. Section 8-302 (A.C.A. 


§ 4-8-302). 
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“Bona Fide Purchaser”. Section 8-302 
(A.C.A. § 4-8-302). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Clearing Corporation”. Section 8-102 
(A.C.A. § 4-8-102). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Fungible”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Indorsed”. Section 8-308 (A.C.A. § 4-8- 
308). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notification”. 
§ 4-1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Secured Party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Security Agreement”. Section 9-105 
(A.C.A. § 4-9-105). 

“Security Interest”. 
(A.C.A. § 4-1-201). 

“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 (A.C.A. 


Section 1-201 


*This section was amended by Acts 1967, 
No. 303, § 28(8-313), to incorporate the 
1962 changes to this Uniform Commercial 
Code section, and by Acts 1985, No. 514, 
§ 3(8-313), to incorporate the 1977 
changes to this Uniform Commercial Code 
section. 
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Comment to § 8-314 (A.C.A. § 4-8-314)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. This section, together with the sec- 
tion on warranties to the purchaser (Sec- 
tion 8-306 (A.C.A. § 4-8-306)) and the 
section on transfer to the purchaser (Sec- 
tion 8-313 (A.C.A. § 4-8-313)), states the 
rights and duties of the parties involved in 
the transfer of a security from the original 
transferor to the ultimate purchaser. Par- 
ticular emphasis has been placed upon 
transactions on organized exchanges or 
through brokers or dealers since they ac- 
count for the great bulk of security sales. 
Normally the sale of a security on such an 
exchange or through brokers involves at 
least three intermediate transactions, and 
perhaps more, depending upon the num- 
ber of correspondent brokers concerned. 
Rarely is the same security transferred 
through the entire transaction, and the 
duty of each intermediate party in the 
chain of transfer must therefore be stated. 
The increased use of clearing houses is 
also recognized — in subparagraph 
(1)(b)Gv) (A.C.A. § 4-8-314(1)(b)Giv)) a 
selling broker is specifically permitted to 
make delivery by clearing the sale 
through such a clearing agency. 


2. Subparagraphs (1)(a)(i), (1)(a)(i), 
(1)(b)G) and (1)(b)Gi) (A.C.A. § 4-8- 
314(1)(a)\@), (1)(a)Gi), ()(b)G) ~~ and 


(1)(b)Gi)) set forth the basic methods of 
fulfilling the duty to transfer in exchange 
transactions. The selling customer can 
fulfill his duty by physically delivering a 
certificated security to the selling broker 
or by effecting the transfer of an 
uncertificated security to him on the 
records of the issuer. Similarly the selling 
broker can satisfy its duty to transfer to 
the buying broker by delivering a certifi- 
cate or causing registration of an 
uncertificated security. Further, with re- 
spect to exchange transactions subpara- 
graphs (a)(iv) and (b)(ii1) of subsection (1) 
(A.C.A. § 4-8-314(1)(a)Giv) and (b)(ii1)) 
provide that the duty to transfer can be 
conditionally satisfied by the delivery of 
an instruction. Such delivery does not 
constitute complete performance if the in- 
struction is timely presented for registra- 
tion and the issuer refuses to comply with 
its request. The burden of timely present- 


ment is placed on the recipient of the 
instruction and it is not intended that 
instructions so given will circulate in the 
manner in which certificated securities 
now commonly circulate by indorsement. 
It is contemplated that this method of 
performance will be commonly employed 
in transactions settled through brokers, 
with, in many cases, the selling broker 
specially guaranteeing the signature of 
the originator of the instruction pursuant 
to Section 8-312(3) (A.C.A. § 4-8-312(3)). 

3. Under subsection (2) (A.C.A. § 4-8- 
314(2)), absent agreement, one transfer- 
ring a security to a purchaser in a trans- 
action not consummated on an exchange 
or through brokers must either make 
physical delivery of a certificated security 
or cause the registration of transfer of an 
uncertificated security. Further, at the re- 
quest of the purchaser he can satisfy his 
duty by causing acknowledgement to be 
given to the purchaser by a third person 
who controls the security (Section 
8-313(1)(d) and (e) (A.C.A. § 4-8-313(1)(d) 
and (e)). He cannot, for example, just puta 
certificated security in transit and impose 
the risk of loss upon the recipient; nor can 
he fulfill his duty by delivering to the 
purchaser a transfer instruction. 

4. Subsection (3) (A.C.A. § 4-8-314(8)) 
covers the situation in which one in busi- 
ness as a broker is, in the particular 
transaction, his own customer. When he 
buys or sells for a customer other than 
himself, whether as agent or as principal, 
he is a “broker” under this Article (Chap- 
ter) (Section 8-303 (A.C.A. § 4-8-303)) and 
the transaction is within subsection (1) of 
this section (A.C.A. § 4-8-314(1)). 


Cross References: 

Sections 8-303 (A.C.A. § 4-8-303), 8-306 
(A.C.A. § 4-8-306) and 8-313 (A.C.A. § 4- 
8-313). 


Definitional Cross References: 

“Agreed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Broker”. Section 8-303 (A.C.A. § 4-8- 
303). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Instruction”. 
§ 4-8-308). 


Section 8-308 (A.C.A. 


COMMENTARIES 


“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 
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“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-314), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-315 (A.C.A. § 4-8-315)* 


Prior Uniform Statutory Provision: 
Section 7, Uniform Stock Transfer Act. 


Purposes: 

1. This Section grants to all owners of 
securities — certificated or uncertificated 
— a remedy for wrongful transfer. The 
general rule permitting an owner to re- 
claim possession of a certificated security 
wrongfully transferred is continued in 
paragraph (1)(a) (A.C.A. § 4-8-315(1)(a)). 
Also, the owner of either a certificated or 
uncertificated security that has been 
wrongfully transferred may obtain a cer- 
tificated security representing the same 
rights or may compel the origination of an 
effective transfer instructions for an 
uncertificated security comprising the 
same rights. Finally, the owner may have 
damages. 

An exception is made, as in the prior 
law, in favor of bona fide purchasers. How- 
ever, where the transfer is based upon a 
forged or unauthorized indorsement the 
exception operates in favor only of a good 
faith purchaser who is protected by Sec- 
tion 8-311 (A.C.A. § 4-8-311). See that 
section and the comments thereto. 

2. This section is not intended to ex- 
clude any rights an owner may have to 
damages for conversion under the case 
law. But see Section 8-318 (A.C.A. § 4-8- 
318), which protects innocent brokers and 
other agents or bailees from liability for 
conversion. 


Cross References: 

Sections 8-302 (A.C.A. § 4-8-302), 8-311 
(A.C.A. § 4-8-311) and 8-318 (A.C.A. § 4- 
8-318). 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Bona Fide Purchaser”. Section 8-302 
(A.C.A. § 4-8-302). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Indorsement”. Section 8-308 (A.C.A. 
§ 4-8-308). 

“Instruction”. 
§ 4-8-308). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Unauthorized Indorsement”. 
1-201 (A.C.A. § 4-1-201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


Section 8-308 (A.C.A. 


Section 


*This section was amended by Acts 1985, 
No. 514, § 3(8-315), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. . 


Comment to § 8-316 (A.C.A. § 4-8-316)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 
1. The registration of the transfer of a 


security is a matter of vital importance to 
a purchaser and he is here provided with 


the means of obtaining such formal re- 
quirements for registration as signature 
guarantees, proof of authority, transfer 
tax stamps and the like. The transferor is 
the one in position to supply most conve- 
niently whatever documentation may be 
requisite for registration of transfer, and 
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his duty to do so upon demand within a 
reasonable time is here stated affirma- 
tively. But if the transfer is not for value 
the transferee should pay expenses. For 
these purposes a release from pledge by a 
secured party to a debtor is a transfer for 
value. 

2. If the transferor’s duty is not per- 
formed the transferee may reject or re- 
scind the contract to transfer, pledge or 
release. He is not bound to do so — he may 
prefer his action for damages for breach of 
contract. If an essential item is peculiarly 
within the province of the transferor so 
that he is the only one who can obtain it, 
the purchaser may specifically enforce his 
right. Compare Section 8-307 (A.C.A. § 4- 
8-307). 


Cross Reference: 
Section 8-307 (A.C.A. § 4-8-307). 


UNIFORM COMMERCIAL CODE 


Definitional Cross References: 
“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 
“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 
“Reasonable Time”. 
(A.C.A. § 4-1-204). 
“Right”. Section 1-201 (A.C.A. § 4-1- 


Section 1-204 


102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-316), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-317 (A.C.A. § 4-8-317)* 


Prior Uniform Statutory Provision: 
Sections 13, 14, Uniform Stock Transfer 
Act. 


Purposes: 

1. In dealing with certificated securi- 
ties the instrument itself is the vital 
thing, and therefore a valid levy cannot be 
made unless all possibility of the securi- 
ty’s wrongfully finding its way into a 
transferee’s hands has been removed. 
This can be accomplished only when the 
security is in the possession of a public 
officer, the issuer, or an independent third 
party. A debtor who has been enjoined can 
still transfer the security in contempt of 
court. See Overlock v. Jerome-Portland 
Copper Mining Co., 29 Ariz. 560, 243 P. 
400 (1926). Therefore, although injunctive 
relief is provided in subsection (6) (A.C.A. 
§ 4-8-317(6)) so that creditors may use 
this method to gain control of the security, 
the security itself must be reached to 
constitute a proper levy whenever the 
debtor has possession. The method used 
in Hodes v. Hodes, 176 Or. 102, 155 P.2d 
564 (1945), where the Oregon court en- 
joined the transfer of a security in a safe 
deposit box in the state of Washington, 
directing a copy of the writ to be served 
upon the issuer, although not operative as 
an effective levy, is a method of reaching 
the security approved by the section. 


2. Whenever the security is not in the 
form of a negotiable instrument in the 
debtor’s possession, an effective levy can 
be made by serving process upon the per- 
son controlling transfer. Thus subsection 
(2) (A.C.A. § 4-8-317(2)) provides that 
when the security is uncertificated and 
registered in the debtor’s name — or, what 
in effect is the same situation, whenever a 
certificated security is in the issuer’s pos- 
session (Section 8-102(1)(c) (A.C.A. § 4-8- 
102(1)(c))) — levy can be made only by 
serving process upon the issuer. The most 
logical place to serve the issuer would be 
the place where the transfer records are 
maintained, but that location might be 
difficult to identify, especially when the 
separate elements of a computer network 
might be situated in different places. The 
chief executive office is selected as the 
appropriate place by analogy to Section 
9-103(3)(d) (A.C.A. § 4-9-103(3)(d)). See 
Comment (5)(c) to that section. 

This section indicates only how attach- 
ment is to be made, not when it is legally 
justified. For that reason there is no con- 
flict between this section and Shaffer v. 
Heitner, 433 U.S. 186, 97 S.Ct. 2569, 53 
L.Ed.2d 683 (1977). 

3. An attachment filed at the issuer’s 
office against certificated securities is in- 
effective unless the security itself has 
been surrendered to the issuer. The case 
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law holdings that priority in time of trans- 
fer or attachment governed the validity of 
the levy are rejected under this Article 
(Chapter) as under the Stock Transfer Act. 
See for example, National Bank of the 
Pacific v. Western Pac. R. Co., 157 Cal. 
SiO sLU8tP) G7662 0 lA, N.S, 987, 21 
Ann.Cas. 1391 (1910). 

4. Subsection (3) (A.C.A. § 4-8-317(3)) 
provides that when a security, either cer- 
tificated or uncertificated, is controlled by 
a secured party, an effective lien can be 
established by service on the secured 
party. This section does not attempt to 
provide for rights as between the creditor 
and the secured party, as, for example, 
whether or when the secured party must 
liquidate the security. 

Subsection (4) (A.C.A. § 4-8-317(4)) rec- 
ognizes that securities are frequently held 
in account for customers by banks or bro- 
kers and that such securities may be reg- 
istered not only in the name of the debtor 
but, more commonly, in street or other 
nominee name. Additionally, in such 
cases, the securities may have been com- 
mingled, repledged or deposited so that no 
particular security could be identified as 
that of the debtor. The subsection provides 
that the debtor’s account can be reached 
by process upon the entity upon whose 
books the interest of the debtor appears. 
This appears to be the most effective way 
of preventing the transfer of the debtor's 
interest and thus protecting the creditor. 
It is only that entity that is aware of the 
debtor’s interest, irrespective of where the 
securities are located or in what name 
they happen to be registered. 

Subsection (5) (A.C.A. § 4-8-317(5)) ex- 
pressly provides that securities in which 
the debtor’s interest is reached pursuant 
to subsection (3) or (4) (A.C.A. § 4-8- 
317(3) or (4)) may be transferred for new 
value, free of the creditor’s lien, but also 
provides that when and if they are trans- 
ferred, the lien will be transferred to the 
proceeds. Nothing in subsection (5) 
(A.C.A. § 4-8-317(5)) is intended to vali- 
date any transfer that would otherwise 
constitute a fraudulent conveyance. Fur- 
thermore, subsection (5) (A.C.A. § 4-8- 
317(5)) is expressly subject to the proce- 
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dural laws of the states, and no attempt 
has been made to prescribe the conse- 
quences of obtaining such a lien or the 
procedures for its enforcement. 

5. Particular terms to describe credi- 
tor’s process have been avoided in this 
section. This section is not intended to 
have any effect on the availability of gar- 
nishment or similar third-party process as 
a pre-judgment or post-judgment remedy. 
Cf. Sniadach v. Family Finance Corp., 395 
U.S. 337, 23 L.Ed.2d 349, 89 S.Ct. 1820 
(1969); Fuentes v. Shevin, 407 U.S. 67, 32 
LiBidi2da.556492—)S:Ct; © 198311972): 
Mitchell v. W. T. Grant Co., 416 U.S. 600, 
40 L.Ed.2d 406, 94 S.Ct. 1895 (1974). 
Such matters are a proper concern of the 
procedural rules of the states, subject, of 
course, to constitutional limitations. 

6. This section deals with the problems 
of attaching or levying creditors. It does 
not apply in cases where a governmental 
agency, for reasons of public safety or the 
like, seeks to confiscate securities. See, for 
example, the situation in Silesian Ameri- 
can Corp. v. Clark, 332 U.S. 469, 68 S.Ct. 
179, 92 L.Ed. 81 (1947), upon which this 
section has no bearing. 


Definitional Cross References: 
“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 
“Creditor”. Section 1-201 (A.C.A. § 4-1- 


AVI: 
“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 
“Financial Intermediary”. Sections 


8-313 (A.C.A. § 4-8-313). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Secured Party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-317), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 
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Comment to § 8-318 (A.C.A. § 4-8-318)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

This Section negates the liability of 
agents, including brokers, and of bailees 
for innocent conversion or participation in 
breach of fiduciary duty. Gruntal v. Na- 
tional Surety Co., 254 N.Y. 468, 173 N.E. 
682 (1930) is followed. Compare Section 
7(a) of the Uniform Act for Simplification 
of Fiduciary Security Transfers. 

Notice that the concept of a good faith 
includes the objective element of observ- 
ing reasonable commercial standards 
when the agent or bailee is in the business 
of dealing with securities. 


Cross Reference: 
Section 7-404 (A.C.A. § 4-7-404). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Good Faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-318), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-319 (A.C.A. § 4-8-319)* 


Prior Uniform Statutory Provision: 

Section 4, Uniform Sales Act (which was 
based on Section 17 of the statute of 29 
Charles II). 


Purposes: 

1. This Section is intended to conform 
the statute of frauds provisions with re- 
gard to securities to the policy of the like 
provisions in Article 2 (Chapter 2) Section 
2-201 (A.C.A. § 4-2-201). The chief differ- 
ence is that this Section requires that 
quantity and price be specified. 

2. What will be sufficient specification 
will vary with the circumstances. Where 
the transaction is on an exchange or an 
over-the-counter market where daily quo- 
tations of the security are available “100 
shares X. Corp. comm. at market” should 
suffice. If there is no readily available 
standard to interest “at market” there is 
no “defined or stated price.” 

3. Paragraph (b) (A.C.A. § 4-8-319(b)) 
sets forth several actions which, if taken 
by a transferee, constitute manifestation 
of intent to purchase. The person receiv- 
ing an initial transaction statement is 
given a period of 10 days to subject, since 
there is no overt manifestation of intent. 
While acceptance of delivery of a certifi- 
cate or instruction is seen as an overt 
manifestation so that there is no grace 
period, in practice there will often be a 


question as to what constitutes accep- 
tance by an organization. Failure to object 
to delivery within a reasonable period will 
be a factor to consider. Making payment is 
a more definite indication of intent. 

4. Paragraph (c) (A.C.A. § 4-8-319(c)) 
is particularly important in the relation- 
ship of broker (Section 8-303) (A.C.A. § 4- 
8-303)) and customer. Normally a great 
volume of such business is done over the 
telephone. Orders are executed almost im- 
mediately and confirmed on the same or 
next business day, usually on standard 
forms which as to the broker more than 
meet the minimal requirements of para- 
graph (a) (A.C.A. § 4-8-319(a)). It is rea- 
sonable to require the customer to raise 
his objection, if any, within ten days after 
the confirmation has been received (Sec- 
tion 1-201 (A.C.A. § 4-1-201)). 


Cross Reference: 
Section 2-201 (A.C.A. § 4-2-201). 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Broker”. Section 8-303 (A.C.A. § 4-8- 
303). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 
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“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Initial Transaction Statement”. 
tion 8-408 (A.C.A. § 4-8-408). 

“Instruction”. Section 8-308 (A.C.A. 
§ 4-8-308). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Reasonable Time”. 
(A.C.A. § 4-1-204). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 


Sec- 


Section 1-204 
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“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
20 1s 


*This section was amended by Acts 1985, 
No. 514, § 3(8-319), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-320 (A.C.A. § 4-8-320)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. Consistent with the underlying pur- 
poses and policies of this Act “to permit 
the continued expansion of commercial 
practices through custom, usage and 
agreement of the parties” — subsection 
(2)(b) of Section 1-102 (A.C.A. § 4-1- 
102(2)(b)) — this Section expressly autho- 
rizes a newly developing and commer- 
cially useful method of transferring or 
pledging securities on the organized secu- 
rities markets, particularly among bro- 
kers and banks but not necessarily so 
limited. A clearing corporation is a special 
kind of financial intermediary. It holds 
securities on deposit from brokers, banks 
and other financial institutions, and 
clears trades among its depositors by 
making entries on its records. This section 
sets forth rules for determining when such 
entries are effective to constitute a trans- 
fer (Section 8-313(1)(g) (A.C.A. § 4-8- 
313(1)(g))). 

The basic requirements, outlined in 
subsection (1) (A.C.A. § 4-8-320(1)), are 
that the security ultimately be subject to 
the control of the clearing corporation 
making the entries and that the security 
be in a form that would allow the clearing 
corporation (or a person acting subject to 
its orders) to have a new security regis- 
tered in the name of, and transferred to, a 
purchaser. The latter requirement is spec- 
ified in some detail. A certificated security 
must be in the custody of either the clear- 
ing corporation making the entries, an- 


other clearing corporation, a custodian 
bank or nominee; and it must be either in 
bearer form, registered in the name of the 
clearing corporation (or of one of the clear- 
ing corporations if there are more than 
one involved), or else indorsed so that the 
clearing corporation (or one of them) could 
obtain registration of a transfer from the 
issuer. (The phrase “registered in the 
name of the clearing corporation” in sub- 
paragraph (l1)(a)iii) (AC.A. § 4-8- 
320(1)(a)Gi)) should be interpreted liber- 
ally so as to inelude restrictive 
indorsements and also to include registra- 
tion or indorsement to either of the clear- 
ing corporations.) An uncertificated secu- 
rity must be registered in the name of a 
clearing corporation, a custodian bank or 
a nominee. 

The requirement that the security be 
subject to the control of the clearing cor- 
poration means that if a certificated secu- 
rity is in the custody of, or an 
uncertificated security is registered in the 
name of, another clearing corporation or a 
custodian bank, the clearing corporation 
on whose records the entries in question 
are made must have the right to give 
orders to that person as to how and when 
to dispose of the security. That right may 
be an indirect one — for example, a secu- 
rity is subject to the control of Clearing 
Corporation A if the security is certificated 
and has been deposited in A’s account with 
Clearing Corporation B, which in turn has 
deposited the security in its account with 
C, which may be either another clearing 
corporation or a custodian bank. Clearing 
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Corporation A can give orders to B which 
in turn can give orders to C. 

2. Subsection (2) (A.C.A. § 4-8-320(2)) 
makes clear that securities of the same 
issue may be treated as fungible interests, 
and that entries may be merely debits and 
credits to the accounts of the participants. 

3. Subsection (4) (A.C.A. § 4-8-320(4)) 
makes clear that transfer, pledge or re- 
lease under this Section does not affect 
the registration of ownership or pledge on 
the issuer’s records. 

Subsection (5) (A.C.A. § 4-8-320(5)) 
states that the entries made pursuant to 
this Section are effective to transfer the 
subject securities regardless of the fact 
that the entries were not appropriate. A 
person wronged by an _ inappropriate 
transfer may pursue his remedies against 
the transferee and against the clearing 
corporation. The nature of the rights be- 
tween the clearing corporation and its 
participants is left to private contract and 
case law. See Section 8-315 (A.C.A. § 4-8- 
315) as to actions against the transferee. 


Cross References: 

Sections 1-102(2)(b) (A.C.A. § 4-1- 
102(2)(b)), 8-301 (A.C.A. § 4-8-301), 8-302 
(A.C.A. § 4-8-302), 8-313 (A.C.A. § 4-8- 
313), 8-315 (A.C.A. § 4-8-315) and 8-321 
(A.C.A. § 4-8-321). 


Definitional Cross References: 
“Appropriate Person”. Section 8-308 
(A.C.A. § 4-8-308). 
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“Bearer Form”. Section 8-102 (A.C.A. 
§ 4-8-102). 

“Bona Fide Purchaser”. Section 8-302 
(A.C.A. § 4-8-302). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Clearing Corporation”. Section 8-102 
(A.C.A. § 4-8-102). 

“Custodian Bank”. 
(A.C.A. § 4-8-102). 

“Fungible”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Indorsed”. Section 8-308 (A.C.A. § 4-8- 
308). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Security Interest”. 
(A.C.A. § 4-1-201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 8-102 


Section 1-201 


*This section was amended by Acts 1985, 
No. 514, § 3(8-320), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-321 (A.C.A. § 4-8-321) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. This section is intended to govern 
the creation, perfection and termination of 
security interests in all securities, certifi- 
cated and uncertificated. Subsection (1) 
(A.C.A. § 4-8-321(1)) requires an effective 
transfer under Section 8-313(1) (A.C.A. 
§ 4-8-313(1)) as formal evidence of the 
security interest. The requirement that 
there be formal evidence of the creation of 
a security interest in collateral other than 
securities can be satisfied by having the 
debtor sign a security agreement or by 
having the secured party take possession 
of the collateral. Section 9-203 (A.C.A. 
§ 4-9-203). Transfers pursuant to para- 
graphs (a)-(g) of Section 8-313(1) (A.C.A. 


§ 4-8-313(1)(a)-(g)) all involve either de- 
livery to the secured party or else some 
other specific event that is the functional 
equivalent of delivery. Transfers pursuant 
to paragraphs (h)-(j) (A.C.A. § 4-8- 
313(1)(h)-G)) do not involve any event that 
serves that function, but they require a 
security agreement signed by the debtor. 

2. Subsection (2) (A.C.A. § 4-8-321(2)) 
provides that when value has been given 
and the debtor has rights in the collateral, 
an appropriate transfer will result not 
only in an enforceable security interest 
but also in one that is perfected. Under 
this section, an unperfected security inter- 
est in a security cannot be created. A 
security interest created by transfer un- 
der Section 8-313(1)(i) (A.C.A. § 4-8- 
313(1)(G)), however, may become 
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unperfected if, within 21 days, the re- 
quirements of another method of effective 
transfer are not satisfied. 

3. Subsection (3) (A.C.A. § 4-8-321(3)) 
expressly makes a security interest in 
securities subject to the provisions of Ar- 
ticle 9 (Chapter 9) except those provisions 
dealing with the creation and perfection of 
security interests. Those matters are gov- 
erned by this section. In addition, the 
provisions of Section 9-207 (A.C.A. § 4-9- 
207), which govern the rights and duties 
of a pledgee of a certificated security, are 
extended, to the extent they are applica- 
ble, to all secured parties, whether or not 
the possession of a certificated security is 
involved. Thus, in the absence of agree- 
ment to the contrary, the secured party, 
who might be the registered owner of an 
uncertificated security, would have the 
duty to remit dividends he received to the 
debtor or to apply them in reduction of the 
obligation under Section 9-207(2)(c) 
(A.C.A. § 4-9-207(2)(c)). 

4. Subsection (4) (A.C.A. § 4-8-321(4)) 
provides that a security interest is termi- 
nated by retransfer to the debtor unless 
the parties otherwise agree. Even when 
the parties agree that the security inter- 
est is to continue, it will become 
unperfected unless there is delivery of a 
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certificated security for the limited pur- 
poses described in the second sentence. 
Compare Section 9-304(5) and (6) (A.C.A. 
§ 4-9-304(5) and (6)). 


Cross References: 

Sections 8-313 (A.C.A. § 4-8-313) and 
9-203 (A.C.A. § 4-9-203). See generally 
Article 9 (Chapter 9). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
PAGE), 

“Secured Party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Security Agreement”. Section 9-105 
(A.C.A. § 4-9-105). 

“Security Interest”. 
(A.C.A. § 4-1-201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


Comment to § 8-401 (A.C.A. § 4-8-401)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. Section 8-201(3) (A.C.A. § 4-8- 
201(3)) defines “issuer” as used in this 
Part 4 as the person on whose behalf 
transfer books are maintained. Transfer 
agents, registrars or the like have rights 
and duties under this Part within the 
scope of their respective functions, similar 
to those of the issuer (Section 8-406 
(A.C.A. § 4-8-406)). 

2. There is a substantial and heteroge- 
nous body of case law as to the issuer's 
duty to register a transfer and as to his 
liability for improper registration, e.g., on 
an unauthorized signature (Section 8-311 
(A.C.A. § 4-8-311)), or where the indorse- 
ment is not that of an appropriate person. 
(Section 8-308 (A.C.A. § 4-8-308)), and 
generally under circumstances where the 
issuer is deemed to have had notice of an 
adverse claim (Section 8-302 (A.C.A. § 4- 


8-302)) and thus of the possible wrongful- 
ness of the transfer. 

In general this section and those which 
follow it continue the well-settled rules 
found in the case law as to duty to register 
and as to liability for improper registra- 
tion on an unauthorized signature, or 
where the indorsement is not that of an 
appropriate person. They also extend the 
application of those rules to uncertificated 
securities. 

In all other areas, the issuer’s potential 
liability for wrongful registration of trans- 
fer has been substantially reduced. The 
rules found in the case law are drastically 
modified in furtherance of a considered 
policy to speed up the registration process 
by narrowing the field in which the issuer 
historically has first sought to assure it- 
self that it cannot be held to be on notice of 
an adverse claim, and, failing that assur- 
ance, has imposed rigorous requirements 
of proof that there is no possible impropri- 
ety. 
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3. This section states the basic duty of 
the issuer to register transfers. It states 
that a duty exists, but only if certain 
preconditions exist. If any of the precon- 
ditions do not exist, there is no duty to 
register transfer. If the indorsement on a 
security is a forgery, there is no duty. If the 
instruction to transfer an uncertificated 
security is not originated by an appropri- 
ate person, there is no duty. If there has 
not been compliance with applicable tax 
laws, there is no duty. If the security is 
properly indorsed but nevertheless trans- 
fer is in fact wrongful, there is no duty 
unless the transfer is to a bona fide pur- 
chaser (and the other preconditions exist). 
Cf. Kaiser-Frazer Corp. v. Otis & Co., 195 
F.2d 838 (2d Cir. 1952), cert. denied, 73 
S.Ct. 89, 344 U.S. 856, 97 L.Ed. 664. 

This section does not constitute a man- 
date that all preconditions must be met 
before the issuer registers a transfer. If it 
so desires, the issuer can waive the rea- 
sonable assurances specified in paragraph 
(b) (A.C.A. § 4-8-401(1)(b)). If it has con- 
fidence in the responsibility of the persons 
requesting transfer, it can ignore ques- 
tions of compliance with tax laws. If it has 
no duty to inquire into or otherwise recog- 
nize adverse claims, it can and it should 
register transfer without inquiry as to the 
rightfulness of a transfer. 

Sections 8-402 (A.C.A. § 4-8-402) and 
8-403 (A.C.A. § 4-8-403) are the sections 
dealing with the specific rules as to assur- 
ances and duty to inquire. 

4. By subsection (2) (A.C.A. § 4-8- 
401(2)) the person entitled to registration 
may not only compel it but may hold the 
issuer liable in damages for unreasonable 
delay. 
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5. See Section 8-404 (A.C.A. § 4-8-404) 
as to the issuer’s liability for wrongful 
registration of transfer. 


Cross References: 
Point 1: Sections 8-201(3) (A.C.A. § 4-8- 
201(3)) and 8-406 (A.C.A. § 4-8-406). 
Point 2: Sections 8-204 (A.C.A. § 4-8- 
204), 8-301 (A.C.A. § 4-8-301), 8-308 
(A.C.A. § 4-8-308) and 8-311 (A.C.A. § 4- 
8-311). 


Definitional Cross References: 

“Adverse Claim”. Section 8-302 (A.C.A. 
§ 4-8-302). 

“Appropriate Person”. Section 8-308 
(A.C.A. § 4-8-308). 

“Bona Fide Purchaser”. Section 8-302 
(A.C.A. § 4-8-302). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Genuine”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Indorsement”. Section 8-308 (A.C.A. 
§ 4-8-308). 

“Instruction”. 
§ 4-8-308). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Registered Form”. 
(A.C.A. § 4-8-102). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 


Section 8-308 (A.C.A. 


Section 8-102 


*This section was amended by Acts 1985, 
No. 514, § 3(8-401), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-402 (A.C.A. § 4-8-402)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. As is noted in the Comment to Sec- 
tion 8-401 (A.C.A. § 4-8-401), the issuer is 
absolutely liable for wrongful registration 
of transfer when the signature of the in- 
dorser is unauthorized or is not that of an 
appropriate person or when an instruction 
is not originated by an appropriate per- 
son. The issuer is entitled to require such 
assurance as is reasonable under the cir- 
cumstances that all necessary 


indorsements are effective, and thus to 
minimize its risk. This section establishes 
the requirements the issuer may make in 
terms of documentation which, except in 
the rarest of instances, should be easily 
furnished. If a demand for further assur- 
ance is reasonable under the circum- 
stances, subsection (4) (A.C.A. § 4-8- 
402(4)) applies. 

2. Under subsection (1)(a) (A.C.A. § 4- 
8-402(1)(a)) the issuer may require in all 
cases a guarantee of signature (Section 
8-312 (A.C.A. § 4-8-312)). When an in- 
struction is presented the issuer always 
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may require either a warranty of taxpayer 
identification number or some other rea- 
sonable assurance as to the identity of the 
originator. Subsection (2) (A.C.A. § 4-8- 
402(2)) allows the issuer to require that 
the person making these guarantees be 
one reasonably believed to be responsible, 
and the issuer may adopt standards of 
responsibility which are not manifestly 
unreasonable. In this aspect this section 
approves the practice of the organized 
securities markets. 

3. This section, by paragraphs (b) 
through (e) of subsection (1) (A.C.A. § 4- 
8-402(1)(b) through (e)), permits the is- 
suer to seek confirmation of the effective- 
ness of the indorsement or instruction. 
The permitted methods act as a double 
check on matters which are within the 
warranties of the guarantor of signature. 
See Section 8-312 (A.C.A. § 4-8-312). In 
addition, to some extent they act also as a 
check on the right to transfer (i.e., to 
deliver the indorsed certificated security 
or to transmit an instruction). Thus, an 
agent may be required to submit his 
power of attorney, a corporation to submit 
a certified resolution evidencing the au- 
thority of its signing officer to sign, an 
executor or administrator to submit the 
usual “short-form certificate”, etc. But 
failure of a fiduciary to obtain court ap- 
proval of the transfer or to comply with 
other requirements does not make his 
signature unauthorized. Section 8-308(11) 
(A.C.A. § 4-8-308(11)). Hence, court or- 
ders and other controlling instruments 
are omitted from subsection (1) (A.C.A. 
§ 4-8-402(1)). 

Subsection (1)(c) (A.C.A.  § 4-8- 
402(1)(c)) authorizes the issuer to require 
“appropriate evidence” of appointment or 
incumbency, and subsection (3) (A.C.A. 
§ 4-8-402(3)) indicates what evidence will 
be “appropriate”. In the case of a fiduciary 
appointed or qualified by a court that 
evidence will be a court certificate dated 
within sixty days before the date of pre- 
sentation. Where the fiduciary is not ap- 
pointed or qualified by a court, as in the 
case of a successor trustee, subsection 
(3\(b) (A.C.A. § 4-8-402(3)(b)) applies. 
Compare Section 4 of the Uniform Act for 
Simplification of Fiduciary Security 
Transfers. If the security is registered in 
the name of the fiduciary, the issuer may 
under Section 8-403(3)(a) (A.C.A. § 4-8- 
403(3)(a)) assume without inquiry that 
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the fiduciary status continues until writ- 
ten notice to the contrary is received. 
Hence, no evidence of appointment or in- 
cumbency is needed unless such a notice 
has been received. Compare Section 2 of 
the Uniform Act for the Simplification of 
Fiduciary Security Transfers. 

Where subsection (3)(b) (A.C.A. § 4-8- 
402(3)(b)) applies, the issuer may require 
a copy of a trust instrument or other 
document showing the appointment, or it 
may require the certificate of a responsi- 
ble person. In the absence of such a docu- 
ment or certificate, it may require other 
appropriate evidence. If a document is 
obtained solely as “appropriate evidence 
of appointment or incumbency” under sub- 
section (3)(b) (A.C.A. § 4-8-402(3)(b)), the 
issuer is not charged with notice of its 
contents except to the extent that the 
contents relate directly to the appoint- 
ment or incumbency. But if the document 
is obtained for any other purpose, the 
issuer may be charged under subsection 
(4) (A.C.A. § 4-8-402(4)). See Point 6 be- 
low. 

4. There are many other types of situa- 
tions where, under the case law, the issuer 
would be deemed to have notice of possible 
adverse claim, and therefore would regis- 
ter transfer at its peril. Typical are: 
knowledge that the registered owner is 
dead, the fact that he is described or 
identifiable as a fiduciary, etc. Perhaps the 
most ubiquitous is where a will, trust 
indenture or other controlling instrument 
is on file with the issuer or transfer agent 
for some other purpose (e.g., in the bank- 
ing as distinct from the corporate agency 
department of a trust company), but, un- 
less specifically asked for, would not come 
to the attention of the officers responsible 
for the registration of security transfers. 
Here, under the cases, there is an area of 
liability based upon notice of possible ad- 
verse claims affecting the right to deliver 
the security, an area to which the warran- 
ties of the guarantor of signature specifi- 
cally do not extend. See Section 8-312(4) 
(A.C.A. § 4-8-312(4)). Also it is the area in 
which in the past issuers and their agents, 
fearing possible lawsuits based upon un- 
authorized transfers by fiduciaries and 
the like, have made it a practice to de- 
mand complete and convincing evidence 
that the transfer is proper in all of its 
aspects. Sections 8-403 (A.C.A. § 4-8-403) 
and 8-404 (A.C.A. § 4-8-404) strictly cir- 
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cumscribe the issuer’s liability in such 
cases, and this section therefore makes no 
provisions for assurances to cover them. 

5. Circumstances may indicate that a 
necessary signature was unauthorized or 
was not that of an appropriate person. 
Such circumstances would be ignored at 
risk of absolute liability, and to minimize 
that risk the issuer may properly exercise 
the option given by subsection (4) (A.C.A. 
§ 8-4-402(4)) to require assurance beyond 
that specified in subsection (1) (A.C.A. 
§ 4-8-402(1)). On the other hand, the facts 
at hand may reflect only on the rightful- 
ness of the transfer. Such facts do not 
operate, as they did under prior law, au- 
tomatically to create a duty of inquiry, 
unless there is timely notification of the 
existence of an adverse claim. See Section 
8-403(1) and (4) (A.C.A. § 4-8-403(1) and 
(4)). If there is a duty of inquiry under 
Section 8-403 (A.C.A. § 4-8-403), the is- 
suer may follow the procedure provided in 
Section 8-403(2) or (5) (A.C.A. § 4-8- 
403(2) or (5)), or it may discharge the duty 
of inquiry as to a certificated security “by 
any reasonable means”. The same is true 
if the issuer’s overriding duty to conduct 
its functions in good faith (Section 1-203 
(A.C.A. § 4-1-203)) comes into play — e.g., 
where the certificates security is indorsed 
or the instruction is originated by a person 
known to the employee handling the 
transaction for the issuer to be wanted by 
the police. 

6. Specifically to implement the policy 
of this Act to discourage issuers from 
requiring excessive documentation, sub- 
section (4) (A.C.A. § 4-8-402(4)) provides 
that if the issuer elects to require addi- 
tional documentation for any purpose 
other than to obtain “appropriate evidence 
of appointment or incumbency” under sub- 
section (3)(b) (A.C.A. § 4-8-402(3)(b)) and 
both requires and obtains a copy of a will, 
trust, indenture, article of co-partnership, 
by-laws or other controlling instrument, it 
is charged with notice of all matters con- 
tained therein affecting the transfer. It 
follows that an instrument voluntarily 
submitted, without having been “re- 
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quired” by the issuer, may be returned 
without examination. 

But if the issuer has no duty to inquire 
and demands more than reasonable as- 
surance that the instruction or the neces- 
sary indorsements are genuine and effec- 
tive, the presenter of the instruction or 
the certificated security may refuse the 
demand and sue for improper refusal to 
register Section 8-401 (A.C.A. § 4-8-401). 


Cross References: 

Point 1: Sections 8-308 (A.C.A. § 4-8- 
308) and 8-311 (A.C.A. § 4-8-311). 

Point 2: Section 8-312 (A.C.A. § 4-8- 
312): 

Point 3: Sections 8-308 (A.C.A. § 4-8- 
308) and 8-312 (A.C.A. § 4-8-312). 

Point 4: Sections 8-312 (A.C.A. § 4-8- 
312), 8-403 (A.C.A. § 4-8-403) and 8-404 
(A.C.A. § 4-8-404). 

Point 5: Sections 1-203 (A.C.A. § 4-1- 
203) and 8-403 (A.C.A. § 4-8-403). 

Point 6: Section 8-401 (A.C.A. § 4-8- 
401). 


Definitional Cross References: 

“Adverse Claim”. Section 8-302 (A.C.A. 
§ 4-8-302). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Genuine”. Section 1-201 (A.C.A. § 4-1- 


201). 

“Indorsement”. Section 8-308 (A.C.A. 
§ 4-8-308). 

“Instruction”. Section 8-308 (A.C.A. 
§ 4-8-308). 


“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201) 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-402), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 
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Comment to § 8-403 (A.C.A. § 4-8-403)* 


Prior Uniform Statutory Provision: 
Section 3, Uniform Fiduciaries Act. 


Purposes: 

1. In consonance with the general pol- 
icy of this Part 4 (See the Comments to 
Section 8-401 (A.C.A. § 4-8-401) and 
8-402 (A.C.A. § 4-8-402)), and subject al- 
ways to the overriding duty of good faith 
in the performance of its functions (Sec- 
tion 1-203 (A.C.A. § 4-1-203) this section 
limits the issuer’s duty as to adverse 
claims to the specific situations stated in 
subsections (1) (A.C.A. § 4-8-403(1)) as to 
certificated securities and (4) (A.C.A. § 4- 
8-403(4)) and as to uncertificated securi- 
ties. 

Paragraph (a) of subsection (1) (A.C.A. 
§ 4-8-403(1)(a)) is the ordinary “stop 
transfer” notice commonly resorted to by 
the owner of a lost or stolen certificated 
security or in a situation where breach of 
trust, disregard of a valid restriction on 
transfer, or other improper action is 
feared to have occurred or to be about to 
occur. 

Notification under paragraph (a) of sub- 
section (1) (A.C.A. § 4-8-403(1)(a)) must 
be “written” (Section 1-201(46) (A.C.A. 
§ 4-1-201(46))) and must be “received” 
(Section 1-201(26) (A.C.A. § 4-1-201(26))) 
“at a time and in a manner which affords 
the issuer a reasonable opportunity to act 
on it prior to the issuance of a new, reis- 
sued or re-registered security.” Cf. Section 
1-201(27) (A.C.A. § 4-1-201(27)). Its con- 
tents must be such as to make reasonably 
clear who makes the claim and with re- 
spect to what security, and where commu- 
nications may be addressed to him. Com- 
pare Section 5(a) of the Uniform Act for 
Simplification of Fiduciary Security 
Transfers. 

A notification once so received is easily 
keyed to the appropriate records. There- 
fore, no defense of “forgotten notice”, pos- 
sibly relevant on the issue of bona fide 
purchase as to bearer form securities, is 
available under this section. 

As to paragraph (b) (A.C.A. § 4-8- 
403(1)(b)) see the Comment to Section 
8-402 (A.C.A. § 4-8-402). . 

2. With respect to certificated securi- 
ties subsection (2) (A.C.A. § 4-8-403(2)) 
does not limit the issuer to any specific 
method of discharging a duty of inquiry. It 


may use “any reasonable means” includ- 
ing the procedure spelled out in the sub- 
section. That procedure, based on a New 
York statute respecting adverse claims to 
bank deposits and on commercial practice, 
should be effective in the large majority of 
cases to protect the rights of all interested 
parties and relieve the issuer of further 
responsibility. No delay during the thirty 
day period will be “reasonable” under Sec- 
tion 8-401(2) (A.C.A. § 4-8-401(2)). 

3. Subsection (3) (A.C.A. § 4-8-403(3)) 
is the converse of subsection (1) (A.C.A. 
§ 4-8-403(1)) and spells out some specific 
situations in which under prior law a duty 
to inquire existed or may have existed. 
Compare Sections 2 and 3 of the Uniform 
Act for Simplification of Fiduciary Secu- 
rity Transfers. As to the effect of subsec- 
tion (3)(a) (A.C.A. § 4-8-403(3)(a)) on the 
effectiveness of an indorsement, see the 
Comment to Section 8-404 (A.C.A. § 4-8- 
404). 

4. Transfer of uncertificated securities 
does not take place until registration, so 
that any mandated delay seriously im- 
pairs an owner’s ability to sell or pledge 
his security. Since a prudent purchaser 
may not pay unless he receives a clean 
initial transaction statement, the effect of 
a rule giving the issuer a duty to inquire 
any time it received any written notice of 
an adverse claim, however frivolous, 
would be disastrous. Because of this im- 
portant difference between certificated 
and uncertificated securities, there are 
separate provisions as to duty to inquire. 
Subsections (4), (5), (6) and (7) (A.C.A. 
§ 4-8-403(4), (5), (6) and (7)) apply only to 
uncertificated securities, and are intended 
to accommodate the interests of owners, 
purchasers, issuers and adverse claim- 
ants. 

Subsection (4) (A.C.A. § 4-8-403(4)) 
states that an issuer has no duty as to 
adverse claims except in four described 
situations. Mere written notifications re- 
sult in a duty only when they come from 
existing owners and pledgees and are 
analogous to stop payment orders on 
checks. There is a duty as to claims to 
which the security was subject when it 
was purchased by the present owner, a 
situation with which the owner is already 
familiar. There is a duty as to claims 
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arising from the issuer’s request for docu- 
mentation under Section 8-402 (A.C.A 
§ 4-8-402). 

The significant difference of subsection 
(4) (A.C.A. § 4-8-403(4)) from subsection 
(1) (A.C.A. § 4-8-403(1)) is that claims 
asserted by third parties, in order to im- 
pose a duty on the issuer, must be sup- 
ported by legal process. This will consti- 
tute assurance that the claim is not 
merely frivolous and that its assertion is 
more than harassment. In most cases the 
owner will have been notified and have 
had the opportunity to be heard. While 
claims thus asserted may ultimately be 
adjudged invalid, the owner will not be 
tied up by a bare written communication 
from the claimant. On the other hand, 
while a more substantial burden is im- 
posed on the claimant, there is a channel 
through which he can assert his claim 
before the rights of a bona fide purchaser 
intervene. 

If the claimant sues the owner in a court 
that has no jurisdiction over the issuer 
and an injunction is issued against the 
owner forbidding him to transfer the se- 
curity, the issuer has a duty under para- 
graph (4)(a) (A.C.A. § 4-8-4038 (4)(a)) if it 
receives an authenticated copy of the or- 
der. Even though in that situation the 
order is not directed to the issuer, it is 
“legal process served upon the issuer” for 


purposes of paragraph (4)(a) (A.C.A. § 4-. 


8-403(4)(a)). There is sufficient guarantee 
that the complaint is not frivolous. Fur- 
ther, the issuer might breach its duty to 
act in good faith if it registered a transfer 
in spite of such clear evidence of impropri- 
ety. 

5. Once it is established that the claim 
imposes a duty on the issuer, notations of 
the claim must be contained in all state- 
ments sent with respect to the security, 
and registration of transfer or pledge 
must be refused unless the nature of the 
claim is consistent with transfer or pledge 
subject to the claim. When transfer or 
pledge is registered subject to the claim, 
subsection (6) (A.C.A. § 4-8-403(6)) re- 
quires that the claim be noted in all state- 
ments sent to the transferee or pledgee. 

Subsection (7) (A.C.A. § 4-8-403(7)) 
deals with the situation in which an 
uncertificated security is already subject 
to as registered pledge when the issuer 
first learns of an adverse claim as to which 
it has a duty. In that event, the registered 
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pledgee who became such without notice 
of the claim may be a bona fide purchaser 
with the right to transfer the security free 
of the claim. That right cannot be cur- 
tailed by the claim of a third party (includ- 
ing the registered owner) unless legal pro- 
cess embodying the claim expressly deals 
with the pledgee’s interest. There is obvi- 
ously no curtailment of the pledgee’s right 
when the claim is asserted by the pledgee 
himself. It should be curtailed if the pledg- 
ee’s right to obtain registration of transfer 
is called into question by a controlling 
instrument which the issuer elects to re- 
quire before acting on the pledgee’s re- 
quest. Since the transfer to the registered 
owner is the equivalent of a release of the 
pledge, such a transfer does not terminate 
the issuer’s duty as to the claim. 


Cross References: 

Sections 1-203 (A.C.A. § 4-1-203), 8-304 
(A.C.A. § 4-8-304), 8-401 (A.C.A. § 4-8- 
401), 8-402 (A.C.A. § 4-8-402), 8-404 
(A.C.A. § 4-8-404), 8-405 (A.C.A. § 4-8- 
405) and 8-408 (A.C.A. § 4-8-408). 


Definitional Cross References: 

“Adverse Claim”. Section 8-302 (A.C.A. 
§ 4-8-302). 

“Appropriate Person”. 
(A.C.A. § 4-8-308). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Indorsement”. Section 8-308 (A.C.A. 
§ 4-8-308). 

“Initial Transaction Statement”. 
tion 8-408 (A.C.A. § 4-8-408). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 


Section 8-308 


Sec- 


201). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notification”. Section 1-201 (A.C.A. 
§ 4-1-201). 


“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1985, 
No. 514, § 3(8-403), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 
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Comment to § 8-404 (A.C.A. § 4-8-404)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. This section states the basic exoner- 
ative policy of this Article (Chapter) where 
there is no duty to inquire into adverse 
claims and the certificated security is ap- 
propriately indorsed or the issuer receives 
an instruction from an appropriate per- 
son. 

Note that under subsection (1)(a) 
(A.C.A. § 4-8-404(1)(a)) exoneration de- 
pends on whether or not the necessary 
indorsements were in fact on or with the 
security. The issuer cannot, for example, 
defend a suit based on its having regis- 
tered a transfer on a forged indorsement 
on the ground that it received the assur- 
ances listed in Section 8-402 (A.C.A. § 4- 
8-402) and was under no duty to go fur- 
ther. It has that option under Section 
8-402(4) (A.C.A. § 4-8-402(4)). 

Note, however, that this Act excludes 
from the category of “unauthorized in- 
dorsement” (Section 8-311 (A.C.A. § 4-8- 
311)) certain situations that might have 
been included in that category under prior 
law — e.g., where there has been a change 
of circumstances subsequent to the signa- 
ture (subsection (10) of Section 8-308 
(A.C.A. § 4-8-308(10))), and where the 
signature is that of a fiduciary who has 
failed to obtain court approval of the 
transfer (subsection (11) of Section 8-308 
(A.C.A. § 4-8-308(11))). Similarly when 
an issuer acts on the assumption permit- 
ted by section (3)(a) of Section 8-403 
(A.C.A. § 4-8-403(3)(a)), that a fiduciary 
registered owner continues to act as such, 
the “necessary indorsement” under sub- 
section (1)(a) of this section (A.C.A. § 4-8- 
404(1)(a)) is that of the registered owner 
under Section 8-308(8)(a) (A.C.A. § 4-8- 
308(8)(a)), even though a successor has in 
fact been appointed. In these and other 
cases, where the question is one affecting 
only the rightfulness of the transfer, the 
issuer need only establish that it had no 
duty under Section 8-403 (A.C.A. § 4-8- 
403) to inquire into adverse claims or that 
it has discharged any such duty. 

2. The registered owner’s right to re- 
ceive a new security where the issuer has 
wrongfully registered a transfer is estab- 
lished, but the cases have also recognized 


his right to elect between an equitable 
action to compel issue of a new security 
and an action for damages. Cf. Casper v. 
Kalt-Zimmers Mfg. Co., 159 Wis. 517, 149 
N.W. 754 (1914). Such election of remedies 
is no longer available. The true owner of a 
certificated security is now required to 
take a new security except where an over- 
issue would result and a similar security 
is not reasonably available for purchase. 
See Section 8-104 (A.C.A. § 4-8-104). The 
true owner of an uncertificated security is 
entitled and required to take restoration 
of the records to their proper state, with a 
similar exception for overissue. 

Nothing in subsections (2) and (3) 
(A.C.A. § 4-8-404(2) and (3)) is intended 
to deny the owner the right to choose the 
form of his security whenever the issuer 
maintains securities of the same issue in 
both certificated and uncertificated form 
(Section 8-407 (A.C.A. § 4-8-407)). 


Cross References: 

Point 1: Sections 8-308 (A.C.A. § 4-8- 
308), 8-402 (A.C.A. § 4-8-402) and 8-403 
(A.C.A. § 4-8-403). 

Point 2: Sections 8-104 (A.C.A. § 4-8- 
104), 8-405 (A.C.A. § 4-8-405) and 8-407 
(A.C.A. § 4-8-4077). 


Definitional Cross References: 

“Adverse Claim”. Section 8-302 (A.C.A. 
§ 4-8-302). 

“Appropriate Person”. Section 8-308 
(A.C.A. § 4-8-308). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Deliver”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Indorsement”. Section 8-308 (A.C.A. 
§ 4-8-308). 

“Instruction”. 
§ 4-8-308). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Overissue”. Section 8-104 (A.C.A. § 4- 
8-104). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
2030; 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


Section 8-308 (A.C.A. 
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*This section was amended by Acts 1985, 
No. 514, § 3 (8-404), to incorporate the 
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1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-405 (A.C.A. § 4-8-405)* 


Prior Uniform Statutory Provision: 
Section 17, Uniform Stock Transfer Act. 


Purposes: 

1. By failing to notify the issuer within 
a reasonable time after he knows or has 
reason to know of the loss or theft of his 
certificated security, the owner is estopped 
from asserting the ineffectiveness of a 
forged or unauthorized indorsement and 
the wrongfulness of the registration of the 
transfer. Compare Section 8-311 (A.C.A. 
§ 4-8-311). If the lost security was in- 
dorsed by the owner, then the registration 
of the transfer was not wrongful under 
Section 8-404 (A.C.A. § 4-8-404) unless 
notice had been given to the issuer. 

2. The long standing corporate practice 
of voluntarily issuing new certificated se- 
curities to replace lost, destroyed or stolen 
ones is now incorporated into law. Where 
reasonable requirements are satisfied and 
a sufficient indemnity bond supplied, a 
court order is no longer necessary but, of 
course, the court may compel a recalci- 
trant issuer to take action. 

Subsection (2) (A.C.A. § 4-8-405(2)) 
gives the issuer the alternative of issuing 
an uncertificated security rather than a 
new certificated security. This alternative 
will exist only when the particular issue is 
partly certificated and partly 
uncertificated; and as a practical matter 
the ultimate choice will belong to the 
owner (Section 8-407 (A.C.A. § 4-8-407). 
Compare Section 8-104 (A.C.A. § 4-8-104) 
and its Comment. 

3. Where an “original” certificated secu- 
rity has reached the hands of a bona fide 
purchaser, the registered owner — who 
was in the best position to prevent the 
loss, destruction or theft of his security — 
is now deprived of the new security issued 
to him as a replacement. If the security is 
certificated, the issuer has a right to re- 
cover it; and if the _ security is 
uncertificated, the issuer may simply can- 
cel the registration. This changes the 
prior law under which the original secu- 
rity was ineffective after the issue of a 
replacement except insofar as it might 


represent an action for damages in the 
hands of a bona fide purchaser. Keller v. 
Eureka Brick Mach. Mfg. Co., 43 Mo.App. 
84, 11 L.R.A. 472 (1890). Where both the 
original and the new security have 
reached bona fide purchasers the issuer is 
now required to honor both securities un- 
less an overissue would result and the 
security is not reasonably available for 
purchase. See Section 8-104 (A.C.A. § 4- 
8-104). In the latter case alone, the bona 
fide purchaser of the original security is 
relegated to an action for damages. In 
either case, the issuer itself may recover 
on the indemnity bond. 


Cross References: 

Sections 8-104 (A.C.A. § 4-8-104), 8-311 
(A.C.A. § 4-8-311), 8-312 (A.C.A. § 4-8- 
312), 8-402 (A.C.A. § 4-8-402), 8-403 
(A.C.A § 4-8-403), 8-404 (A.C.A § 4-8- 
404) and 8-407 (A.C.A. § 4-8-407). 


Definitional Cross References: 

“Bona Fide Purchaser”. Section 8-302 
(A.C.A. § 4-8-3802). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notify”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Overissue”. Section 8-104 (A.C.A. § 4- 


8-104). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Reasonable Time”. Section 1-204 


(A.C.A. § 4-1-204). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


*This section was amended by Acts 1985, 
No. 318, § 3 (8-405), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 
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Comment to § 8-406 (A.C.A. § 4-8-406)* 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. Transfer agents, registrars and the 
like are here expressly held liable to both 
the issuer and the owner for wrongful 
refusal to register a transfer as well as 
wrongful registration of a transfer in any 
case within the scope of their respective 
functions where the issuer would itself be 
liable. Those cases which have regarded 
these parties solely as agents of the issuer 
and have therefore refused to recognize 
their liability to the owner for mere non- 
feasance, i.e., refusal to register a trans- 
fer, are now rejected. Hulse v. Consoli- 
dated Quicksilver Mining Corp., 65 Idaho 
768, 154 P2d 149 (1944); Nicholson v. 
Morgan, 119 Misc. 309, 196 N.Y.Supp. 147 
(1922); Lewis v. Hargadine-McKittrick 
Dry Goods Co., 305 Mo. 396, 274 S.W. 
1041 (1924). 

2. The practice frequently followed by 
authenticating trustees of issuing certifi- 
cates of indebtedness rather than authen- 
ticating duplicate certificates where secu- 
rities have been lost or stolen now 
becomes obsolete in view of the provisions 
of the preceding section of this Article 
(Chapter), which makes express provision 
for the issue of substitute securities. It can 
no longer be considered a breach of trust 
or lack of due diligence to trustees to 
authenticate new securities (or initial 
transaction statements). Cf. Switzerland 
General Ins. Co. v. N.Y.C. & H.R.R. Co., 
152 App.Div. 70, 136 N.Y.S. 726 (1912). 

3. “Good faith and due diligence” re- 
quire the use of reasonable care and the 
observance of “reasonable” commercial 
standards, and preclude arbitrary, capri- 
cious, over-cautious and super-technical 
objections and requirements. See Powers 
v. Universal Film Mfg. Co., 162 App.Div. 
806, 148 N.Y.S. 114 (1914). Compliance 


with the provisions of this Article (Chap- 
ter) as to the documents which an issuer 
may properly require before registering a 
transfer in cases where there has been no 
notice of adverse claims (Section 8-402 
(A.C.A. § 4-8-402)) constitutes due dili- 
gence on the part of these agents and 
insisting upon more would incur liability 
for wrongful refusal to register a transfer. 


Cross References: 

Point 3: Sections 8-401 (A.C.A. § 4-8- 
401), 8-402 (A.C.A. § 4-8-402), 8-403 
(A.C.A. § 4-8-403) and 8-404 (A.C.A. § 4- 
8-404). See Sections 1-201 (A.C.A. § 4-1- 
201), 8-207 (A.C.A. § 4-8-207), 8-208 
(A.C.A. § 4-8-208), 8-312 (A.C.A. § 4-8- 
312), 8-401 (A.C.A. § 4-8-401), 8-402 
(A.C.A. § 4-8-402), 8-403 (A.C.A. § 4-8- 
403), 8-405 (A.C.A. § 4-8-405), 8-407 
(A.C.A. § 4-8-407) and 8-408 (A.C.A. § 4- 
8-408). 


Definitional Cross References: 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Good Faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
ZOE 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
2013 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 


*This section was amended by Acts 1985, 
No. 514, § 3 (8-406), to incorporate the 
1977 changes to this Uniform Commercial 
Code section. 


Comment to § 8-407 (A.C.A. § 4-8-407) 


Prior Uniform Statutory Provision: 
None. 


Purposes: . 
This section deals with the right of the 


holder of a certificated security to ex- 
change it for an equivalent uncertificated 


security and the right of the registered 
owner or registered pledgee of an 
uncertificated security to obtain a certifi- 
cated security in exchange for it. This 
section is applicable only in those situa- 
tions where both certificated and 
uncertificated securities exist within the 
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Same issue and either form is available to 
the particular owner. Subsection (1) 
(A.C.A. § 4-8-407(1)) so limits its applica- 
bility. 

Neither this nor any other section of 
this Article (Chapter) is intended to man- 
date the establishment or continuance of a 
dual system of registration. It is contem- 
plated that some issuers may provide for 
both forms of securities on a more or less 
indefinite basis. Issuers of existing issues 
which are necessarily wholly certificated 
may make uncertificated securities avail- 
able with the intention to phase out the 
certificated securities over a period of 
time. Some issuers, if permitted by rele- 
vant law, may restrict the availability of 
uncertificated securities to particular cat- 
egories of owners, e.g., brokers, banks and 
institutions. 

Subsection (2) (A.C.A. § 4-8-407(2)) 
provides the mechanism for the holder of a 
certificated security to surrender it to the 
issuer and have an_ equivalent 
uncertificated security issued in ex- 
change. Subsection (3) (A.C.A. § 4-8- 
407(3)) provides an analogous mechanism 
for the registered owner of an unencum- 
bered uncertificated security or the regis- 
tered pledgee of an otherwise unencum- 
bered uncertificated security to obtain 
equivalent certificated securities from the 
issuer. Since Section 8-403 (A.C.A. § 4-8- 
403) treats adverse claims with respect to 
certificated securities differently from ad- 
verse claims with respect to uncertificated 
securities, subsection (2) (A.C.A. § 4-8- 
407(2)) requires the issuer to honor the 
request only if it has no duty as to adverse 
claims. If it honored the request despite 
the presence of such a duty, the adverse 
claimant’s right to block transfer might be 
modified. For example, if the issuer of a 
certificated security had received written 
notice from the claimant, it would be un- 
der a duty to inquire and to delay regis- 
tration of transfer pending the results of 
the inquiry. However, if it issued an 
uncertificated security in place of the cer- 
tificate, then it would no longer be under a 
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duty (Section 8-403(4)(b) (A.C.A. § 4-8- 
403(4)(b))) and would register transfer to 
a bona fide purchaser without including 
any notation of the claim (Section 8-403(5) 
(A.C.A. § 4-8-403(5)). 

On the other hand, if the issuer is under 
a duty as to adverse claims with respect to 
an uncertificated security it will also be 
under a similar duty with respect to a 
certificated security issued to represent 
the same interest. Compare subsections 
(1) and (4) of Section 8-403 (A.C.A. § 4-8- 
403(1) and (4)). Potential purchasers will 
be unable to purchase free of the claim, 
since they will be given notice through 
notation on the certificate. See Sections 
8-304 (A.C.A. § 4-8-304), 8-202 (A.C.A. 
§ 4-8-202) and 1-201(25) (A.C.A. § 4-1- 
201(25)). 


Cross References: 

Sections 8-104 (A.C.A. § 4-8-104), 8-403 
(A.C.A. § 4-8-403) and 8-405 (A.C.A. § 4- 
8-405). 


Definitional Cross References: 

“Adverse Claim”. Section 8-302 (A.C.A. 
§ 4-8-302). 

“Appropriate Person”. 
(A.C.A. § 4-8-308). 

“Certificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Conspicuous”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Indorsement”. Section 8-308 (A.C.A. 


Section 8-308 


§ 4-8-308). 

“Instruction”. Section 8-308 (A.C.A. 
§ 4-8-308). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
20h) 8 


“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


COMMENTARIES 
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Comment to § 8-408 (A.C.A. § 4-8-408) 


Prior Uniform Statutory Provision: 
None. 


Purposes: 

1. This section obliges the issuer of 
uncertificated securities to send certain 
statements. The required statements are 
of two types. Transaction statements, re- 
quired by subsections (1), (2), (3) and (5) 
(A.C.A. § 4-8-408(1), (2), (3) and (5)) are 
analogous to debit and credit advices and 
the periodic statements can be reconciled 
from them. Periodic statements, required 
by subsections (6) and (7) (A.C.A. § 4-8- 
408(6) and (7)) are analogous to bank 
statements and will advise owners and 
pledgees of their positions at given points 
in time. 

The transaction statements, which are 
mandated upon the registration of trans- 
fer, pledge or release, must be sent within 
two days after the relevant registration, 
but it is contemplated that such state- 
ments will be prepared virtually simulta- 
neously with the actual registration and 
sent immediately thereafter. They are in- 
tended to serve two functions. They are 
notice to the transferor — (the owner in 
the case of transfer or pledge, the pledgee 
in the case of release from pledge, and 
both the owner and the pledgee in the case 
of transfer subject to a pledge, transfer of 
the pledge interest alone or simultaneous 
transfer and release from pledge) — that 
his interest has been altered. In the event 
of fraudulent, unauthorized or otherwise 
improper registration, the transaction 
statement will serve as notice that timely 
action should be taken. 

More importantly, these statements are 
notice to the transferee (new owner in the 
case of a transfer, pledgee in the case of a 
pledge, present owner in the case of a 
release) that the increase of his interest 
has, in fact, been registered. Furthermore, 
since all statements except those required 
by subsection (5) (A.C.A. § 4-8-408(5)) 
must include a notation of defects or an 
express statement that there are none, 
these statements will give the transferee 
the assurance equivalent to that afforded 
by a “clean” certificated security and cre- 
ate an estoppel against the issuer. Since 
registration is the critical step in the 
transfer of rights, the issuer’s transaction 
statement should include, and the pur- 


chaser who receives the statement should 
be charged with notice of, only those 
claims, liens and restrictions existing at 
the time of registration. Compare Section 
8-304(2) (A.C.A. § 4-8-304(2)). 

It is contemplated that transferees will 
and should be able to rely on these state- 
ments and, in many cases, will not part 
with their consideration until they receive 
them. To ensure that the statements will 
have the desired effect of establishing 
rights for the transferee against the is- 
suer, subsection (4) (A.C.A. § 4-8-408(4)) 
requires that the copy of each transaction 
statement sent to the transferee, called an 
“initial transaction statement,” be signed. 
Note that Section 1-201(39) (A.C.A. § 4-1- 
201(39)) does not require a manual signa- 
ture for compliance with this require- 
ment. Compare also Sections 8-103(b) 
(A.C.A. § 4-8-103(b)), 8-105(3)(d) (A.C.A. 
§ 4-8-105(3)(d)), 8-202 (A.C.A. § 4-8-202), 
8-204(b) (A.C.A. § 4-8-204(b)), 8-205 
(A.C.A. § 4-8-205), 8-206 (A.C.A. § 4-8- 
206), 8-208 (A.C.A. § 4-8-208), 8-304 
(A.C.A. § 4-8-304), 8-311 (A.C.A. § 4-8- 
311), 8-319 (A.C.A. § 4-8-319) and 8-403 
(A.C.A. § 4-8-403) for the effects of initial 
transaction statements. 

2. Whenever the issuer registers a 
transfer of the pledge interest alone, sub- 
sections (2) and (3) (A.C.A. § 4-8-408(2) 
and (3)) read together require the issuer to 
send transaction statements to both the 
registered owner and the former regis- 
tered pledgee as well as to the new regis- 
tered pledgee. Compare Section 8-207(4) 
(A.C.A. § 4-8-207(4)) and its Comment 1. 

3. The frequency of one year, with 
which periodic statements must be sent to 
owners and pledgees, is intended to be a 
minimum requirement for all issuers, in- 
cluding closely held corporations. Owners 
and pledgees are entitled to request addi- 
tional statements of position at any time. 
It is contemplated, however, that publicly 
held issuers will adopt the practice of 
sending quarterly statements conforming 
to the common practice of sending quar- 
terly reports and dividend checks. For 
those that do, subsection (8) (A.C.A. § 4- 
8-408(8)) eliminates the obligation to fur- 
nish additional statements of position on 
request unless the issuer is reimbursed 
for the additional cost. 
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4, Subsection (9) (A.C.A. § 4-8-408(9)) 
requires that a conspicuous legend be 
borne by each statement as a protection 
against unjustified reliance on statements 
of uncertificated securities by persons who 
might deal with them. Except for this 
requirement and the requirement of sub- 
section (4) (A.C.A. § 4-8-408(4)) that the 
words “Initial Transaction Statement” be 
included, the form of the statements re- 
quired by this section is not prescribed. 
Perhaps the forms now used by the trans- 
fer agents of mutual funds to confirm 
acquisitions, dispositions, reinvestment of 
dividends, periodic liquidations and state- 
ments of position will serve as a model. 


Cross References: 

Point 1: Sections 8-103 (A.C.A. § 4-8- 
103), 8-105 (A.C.A. § 4-8-105), 8-202 
(A.C.A. § 4-8-202), 8-204 (A.C.A. § 4-8- 
204), 8-205 (A.C.A. § 4-8-205), 8-206 
(A.C.A. § 4-8-206), 8-208 (A.C.A. § 4-8- 
208) and 8-304 (A.C.A. § 4-8-304). 
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Point 2: Section 8-207 (A.C.A. § 4-8- 
207). 


Definitional Cross References: 

“Adverse Claim”. Section 8-302 (A.C.A. 
§ 4-8-302). 

“Conspicuous”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Issuer”. Section 8-201 (A.C.A. § 4-8- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Uncertificated Security”. Section 8-102 
(A.C.A. § 4-8-102). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


COMMENTARIES 
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ARTICLE 9 
(A.C.A. 4-9-101 ET SEQ.) 


1972 Official Comment to § 9-101 (A.C.A. § 4-9-101) 


This Article (Chapter) sets out a com- 
prehensive scheme for the regulation of 
security interests in personal property 
and fixtures. It supersedes prior legisla- 
tion dealing with such security devices as 
chattel mortgages, conditional sales, trust 
receipts, factor’s liens and assignments of 
accounts receivable (see Note to Section 
9-102 (A.C.A. § 4-9-102)). 

Consumer installment sales and con- 
sumer loans present special problems of a 
nature which makes special regulation of 
them inappropriate in a general commer- 
cial codification. Many states now regu- 
late such loans and sales under small loan 
acts, retail installment selling acts and 
the like. The National Conference of Com- 
missioners on Uniform State Laws has 
proposed a Uniform Consumer Credit 
Code dealing with this subject. While this 
Article (Chapter) applies generally to se- 
curity interests in consumer goods, it is 
not designed to supersede such regulatory 
legislation (see Notes to Sections 9-102 
(A.C.A. § 4-9-102) and 9-203 (A.C.A. § 4- 
9-203)). Nor is this Article (Chapter) de- 
signed as a substitute for small loan acts 
or retail installment selling acts in any 
state which does not presently have such 
legislation. 

Pre-Code law recognized a wide variety 
of security devices, which came into use at 
various times to make possible different 
types of secured financing. Differences be- 
tween one device and another persisted, 
in formal requisites, in the secured party’s 
rights against the debtor and third par- 
ties, in the debtor’s rights against the 
secured party, and in filing requirements, 
although many of those differences no 
longer served any useful function. Thus 
an unfiled chattel mortgage was by the 
law of many states “void” against creditors 
generally; a conditional sale, often avail- 
able as a substitute for the chattel mort- 
gage, was in some states valid against all 
creditors without filing, and in states 
where filing is required was, if unfiled, 
void only against lien creditors. The rec- 
ognition of so many separate security de- 
vices had the result that half a dozen 
filing systems covering chattel security 


devices might be maintained within a 
state, some on a county basis, others on a 
state-wide basis, each of which had to be 
separately checked to determine a debt- 
or’s status. 

Nevertheless, despite the great number 
of security devices there remained gaps in 
the structure. In many states, for exam- 
ple, a security interest could not be taken 
in inventory or a stock in trade although 
there was a real need for such financing. It 
was often baffling to try to maintain a 
technically valid security interest when 
financing a manufacturing process, where 
the collateral starts out as raw materials, 
becomes work in process and ends as 
finished goods. Furthermore, it was by no 
means clear, even to specialists, how un- 
der pre-Code law a security interest might 
be taken in many kinds of intangible prop- 
erty — such as television or motion pic- 
ture rights — which have come to be an 
important source of commercial collateral. 

While the chattel mortgage was adapt- 
able for use in almost any situation where 
goods are collateral, there were limita- 
tions, sometimes highly technical, on the 
use of other devices, such as the condi- 
tional sale and particularly the trust re- 
ceipt. The cases are many in which a 
security transaction described by the par- 
ties as a conditional sale or a trust receipt 
was later determined by a court to be 
something else, usually a chattel mort- 
gage. The consequence of such a determi- 
nation was typically to void the security 
interest against creditors because the se- 
curity agreement was not filed as a chattel 
mortgage (even though it may have been 
filed as a conditional sale or a trust re- 
ceipt). The already mentioned difficulty of 
financing on the security of inventory was 
got around to some extent by the device 
known as “field warehousing” as well as by 
the use of the trust receipt. After 1940 a 
number of states generally authorized in- 
ventory financing by enacting statutes, 
similar although not uniform, known as 
“factor’s lien” acts. Also after 1940 the 
increasingly important business of lend- 
ing against accounts receivable inspired 
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new statutes in that field in more than 
thirty states. 

The growing complexity of financing 
transactions forced legislatures to keep 
piling new statutory provisions on top of 
our inadequate and already sufficiently 
complicated nineteenth-century structure 
of security law. The results of this continu- 
ing development were increasing costs to 
both parties and increasing uncertainty 
as to their rights and the rights of third 
parties dealing with them. 

The aim of this Article (Chapter) is to 
provide a simple and unified structure 
within which the immense variety of 
present-day secured financing transac- 
tions can go forward with less cost and 
with greater certainty. 

Under this Article (Chapter) the tradi- 
tional distinctions among security de- 
vices, based largely on form, are not re- 
tained; the Article (Chapter) applies to all 
transactions intended to create security 
interests in personal property and fix- 
tures, and the single term “security inter- 
est” substitutes for the variety of descrip- 
tive terms which had grown up at common 
law and under a hundred-year accretion of 
statutes. This does not mean that the old 
forms may not be used, and Section 
9-102(2) (A.C.A. § 4-9-102(2)) makes it 
clear that they may be. 

This Article (Chapter) does not deter- 
mine whether “title” to collateral is in the 
secured party or in the debtor and adopts 
neither a “title theory” nor a “lien theory” 
of security interests. Rights, obligations 
and remedies under the Article (Chapter) 
do not depend on the location of title 
(Section 9-202 (A.C.A. § 4-9-202)). The 
location of title may become important for 
other purposes — as, for example, in de- 
termining the incidence of taxation — and 
in such a case the parties are left free to 
contract as they will. In this connection 
the use of a form which has traditionally 
been regarded as determinative of title 
(e.g., the conditional sale) could reason- 
ably be regarded as evidencing the parties’ 
intention with respect to title to the col- 
lateral. 
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Under the Article (Chapter) distinctions 
based on form (except as between pledge 
and non-possessory interests) are no 
longer controlling. For some purposes 
there are distinctions based on the type of 
property which constitutes the collateral 
— industrial and commercial equipment, 
business inventory, farm products, con- 
sumer goods, accounts receivable, docu- 
ments of title and other intangibles — 
and, where appropriate, the Article 
(Chapter) states special rules applicable 
to financing transactions involving a par- 
ticular type of property. Despite the stat- 
utory simplification a greater degree of 
flexibility in the financing transaction is 
allowed than is possible under existing 
law. 

The scheme of the Article (Chapter) is to 
make distinctions, where distinctions are 
necessary, along functional rather than 
formal lines. 

This has made possible a radical simpli- 
fication in the formal requisites for cre- 
ation of a security interest. 

A more rational filing system replaces 
the present system of different files for 
each security device which is subject to 
filing requirements. Thus not only is the 
information contained in the files made 
more accessible but the cost of procuring 
credit information, and, incidentally, of 
maintaining the files, is greatly reduced. 

The Article’s (Chapter’s) flexibility and 
simplified formalities should make it pos- 
sible for new forms of secured financing, 
as they develop, to fit comfortably under 
its provisions, thus avoiding the necessity, 
SO apparent in recent years, of year by 
year passing new statutes and tinkering 
with the old ones to allow legitimate busi- 
ness transactions to go forward. 

The rules set out in this Article (Chap- 
ter) are principally concerned with the 
limits of the secured party’s protection 
against purchasers from and creditors of 
the debtor. Except for procedure on de- 
fault, freedom of contract prevails be- 
tween the immediate parties to the secu- 
rity transaction. 
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1972 Official Comment to § 9-102 (A.C.A. § 4-9-102)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

The main purpose of this Section is to 
bring all consensual security interests in 
personal property and fixtures under this 
Article (Chapter), except for certain types 
of transactions excluded by Section 9-104 
(A.C.A. § 4-9-104). In addition certain 
sales of accounts and chattel paper are 
brought within this Article (Chapter) to 
avoid difficult problems of distinguishing 
between transactions intended for secu- 
rity and those not so intended. As to 
security interests in fixtures created un- 
der the law applicable to real estate, see 
Section 9-313(1) (A.C.A. § 4-9-313(1)). 

1. Except for sales of accounts and 
chattel paper, the principal test whether a 
transaction comes under this Article 
(Chapter) is: is the transaction intended 
to have effect as security? For example, 
Section 9-104 (A.C.A. § 4-9-104) excludes 
certain transactions where the security 
interest (such as an artisan’s lien) arises 
under statute or common law by reason of 
status and not by consent of the parties. 
Transactions in the form of consignments 
or leases are subject to this Article (Chap- 
ter) if the understanding of the parties or 
the effect of the arrangement shows that a 
security interest was intended. (As to con- 
signments the provisions of Sections 2-326 
(A.C.A. § 4-2-326), 9-114 (A.C.A. § 4-9- 
114) and 9-408 (A.C.A. § 4-9-408) should 
be consulted.) When it is found that a 
security interest as defined in Section 
1-201(37) (A.C.A. § 4-1-201(37)) was in- 
tended, this Article (Chapter) applies re- 
gardless of the form of the transaction or 
the name by which the parties may have 
christened it. The list of traditional secu- 
rity devices in subsection (2) (A.C.A. § 4- 
9-102(2)) is illustrative only; other old 
devices, as well as any new ones which the 
ingenuity of lawyers may invent, are in- 
cluded, so long as the requisite intent is 
found. The controlling definition is that 
contained in subsection (1) (A.C.A. § 4-9- 
102(1)). 

The Article (Chapter) does not in terms 
abolish existing security devices. The con- 
ditional sale or bailment-lease, for exam- 
ple, is not prohibited; but even though it is 
used, the rules of this Article (Chapter) 
govern. 


2. If an obligation is to repay money 
lent and is not part of chattel paper, it is 
either an instrument or a general intan- 
gible. A sale of an instrument or general 
intangible is not within this Article (Chap- 
ter), but a transfer intended to have effect 
as security for an obligation of the trans- 
feror is covered by subsection 1(a) (A.C.A. 
§ 4-9-102(1)(a)). In either case the nature 
of the transaction is not affected by the 
fact that collateral is transferred with the 
instrument or general intangible. Such a 
transfer is treated as a transfer by opera- 
tion of law, whether or not it is articulated 
in the agreement. 

An assignment of accounts or chattel 
paper as security for an obligation is cov- 
ered by subsection (1)(a) (A.C.A. § 4-9- 
102(1)(a)). Commercial financing on the 
basis of accounts and chattel paper is 
often so conducted that the distinction 
between a security transfer and a sale is 
blurred, and a sale of such property is 
therefore covered by subsection (1)(b) 
(A.C.A. § 4-9-102(1)(b)) whether intended 
for security or not, unless excluded by 
Section 9-104 (A.C.A. § 4-9-104). The 
buyer then is treated as a secured party, 
and his interest as a security interest. See 
Sections 9-105(1)(m) (A.C.A. § 4-9- 
105(1)(m)),  1-201(87) (A.C.A. § 4-1- 
201(37)). Certain sales which have noth- 
ing to do with commercial financing 
transactions are excluded by Section 
9-104(f) (A.C.A. § 4-9-104(f)); compare 
Spurlin v. Sloan, 368 S.W.2d 314 
(Ky.1963). See also Section 9-302(1)(e) 
(A.C.A. § 4-9-302(1)(e)), exempting from 
filing casual or isolated assignments, and 
Section 9-302(2) (A.C.A. § 4-9-302(2)), 
preserving the perfected status of a secu- 
rity interest against the original debtor 
when a secured party assigns his interest. 

3. In general, problems of choice of law 
in this Article (Chapter) as to the validity 
of security agreements are governed by 
Section 1-105 (A.C.A. § 4-1-105). Prob- 
lems of choice of law as to perfection of 
security interests and the effect of perfec- 
tion or non-perfection thereof, including 
rules requiring reperfection, are governed 
by Section 9-103 (A.C.A. § 4-9-1083). 

4, An illustration of subsection (3) 
(A.C.A. § 4-9-103(3)) is as follows: 

The owner of Blackacre borrows 
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$10,000 from his neighbor, and secures his 
note by a mortgage on Blackacre. This 
Article (Chapter) is not applicable to the 
creation of the real estate mortgage. Nor 
is it applicable to a sale of the note by the 
mortgagee, even though the mortgage 
continues to secure the note. However, 
when the mortgagee pledges the note to 
secure his own obligation to X, this Article 
(Chapter) applies to the security interest 
thus created, which is a security interest 
in an instrument even though the instru- 
ment is secured by a real estate mortgage. 
This Article leaves to other law the ques- 
tion of the effect on rights under the 


mortgage of delivery or non-delivery of the 
mortgage or of recording or nonrecording 
of an assignment of the mortgagee’s inter- 
est. See Section 9-104G) (A.C.A. § 4-9- 
104G)). But under Section 3-304(5) (A.C.A. 
§ 4-3-304(5)) recording of the assignment 
does not of itself prevent X from holding 
the note in due course. 

5. While most sections of this Article 
(Chapter) apply to a security interest 
without regard to the nature of the collat- 
eral or its use, some sections state special 
rules with reference to particular types of 
collateral. An index of sections where such 
special rules are stated follows: 


Section 


9-102(1)(b) 

(A.C.A. 4-9-102(1)(b)) 
9-103(1) 

(A.C.A. 4-9-103(1)) 
9-104(f) 

(A.C.A. 4-9-104(f)) 
9-106 

(A.C.A. 4-9-106) 
9-205 

(A.C.A. 4-9-205) 
9-206(1) 

(A.C.A. 4-9-206(1)) 
9-301(1)(d) 

(A.C.A. 4-9-301(1)(d)) 
9-302(1)(e) 

(A.C.A. 4-9-302(1)(e)) 


9-306(5) 
(A.C.A. 4-9-306(5)) 


9-318(1) 
(A.C.A. 4-9-318(1)) 


9-318(2) 
(A.C.A. 4-9-318(2)) 


9-318(3) 

(A.C.A. 4-9-318(3)) 
9-318(4) 

(A.C.A. 4-9-318(4)) 
9-401 

(A.C.A. 4-9-401) 
9-502 

(A.C.A. 4-9-502) 


9-504(2) 
(A.C.A. 4-9-504(2)) 


ACCOUNTS 


Sale of accounts subject to Article (Chapter) 

When Article (Chapter) applies; conflict of laws rules 
Certain sales of accounts excluded from Article 
Definitions 

Paniiiseible for debtor to make collections 
Agreement not to assert defenses against assignee 


Unperfected security interest subordinate to certain 
transferees 


What assignments need not be filed 


Rule when goods whose sale gave rise to an account 
return to seller’s possession 


Rights of assignee subject to defenses 

Modification of contract after assignment of contract 
right 

When account debtor may pay assignor 

Term prohibiting assignment ineffective 

Place of filing 


Collection rights of secured party 


Rights on default where underlying transaction was sale 
of accounts or contract rights 


Section 


9-102(1)(b) 


(A.C.A. 4-9-102(1)(b)) 


9-104(f) 
(A.C.A. 4-9-104(f)) 
9-105(1)(b) 


(A.C.A. 4-9-105(1)(b)) 


9-205 

(A.C.A. 4-9-205) 
9-206(1) 

(A.C.A. 4-9-206(1)) 


9-207(1) 
(A.C.A. 4-9-207(1)) 
9-301(1)(c) 


(A.C.A. 4-9-301(1)(c)) 


9-304(1) 
(A.C.A. 4-9-304(1)) 


9-305 
(A.C.A. 4-9-305) 


9-306(5) 
(A.C.A. 4-9-306(5)) 


9-308 
(A.C.A. 4-9-308) 


9-318(1) 

(A.C.A. 4-9-318(1)) 
9-318(3) 

(A.C.A. 4-9-318(3)) 
9-502 

(A.C.A. 4-9-502) 


9-504(2) 
(A.C.A. 4-9-504(2)) 


9-105(1)(e) 


(A.C.A. 4-9-105(1)(e)) 


9-105(1)(g) 


(A.C.A. 4-9-105(1)(g)) 


9-206(1) 
(A.C.A. 4-9-206(1)) 


9-207(1) 
(A.C.A. 4-9-207(1)) 
9-301(1)(c) 


(A.C.A. 4-9-301(1)(c)) 


9-302(1)(b) and (f) 


(A.C.A. 4-9-302(1)(b) and 


(f)) 
9-304(1) 
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CHATTEL PAPER 

Sale subject to Article (Chapter) 
Certain sales excluded from Article (Chapter) 
Definition 
Permissible for debtor to make collections 
Agreement not to assert defenses against assignee 
Duty of secured party in possession to preserve rights 

against prior parties 


Unperfected security interest subordinate to certain 
transferees 


Perfection by filing 


When possession by secured party perfects security 
interest 


Rule when goods whose sale results in chattel paper 
return to seller’s possession 


When purchasers of chattel paper have priority over 
security interest 


Rights of assignee subject to defenses 
When account debtor may pay assignor 
Collection rights of secured party 


Rights on default where underlying transaction was sale 


DOCUMENTS AND INSTRUMENTS 


Definition of document (and see § 1-201 (A.C.A. § 4-1- 
201) 


Definition of instrument 


Rule where buyer of goods signs both negotiable instru- 
ment and security agreement 

Duty of secured party in possession of instrument to 
preserve rights against prior parties 

Unperfected security interest subordinate to certain 
transferees 

What interests need not be filed 


How security interest can be perfected 
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Section 


(A.C.A. 4-9-304(1)) 
9-304(2, 3) 

(A.C.A, 4-9-304(2, 3)) 
9-304(4, 5) 

(A.C.A. 4-9-304(4, 5)) 


9-305 

(A.C.A. 4-9-305) 
9-308 

(A.C.A. 4-9-308) 
9-309 

(A.C.A. 4-9-309) 
9-501(1) 

(A.C.A. 4-9-501(1)) 
9-502 

(A.C.A. 4-9-502) 


9-103(2) 

(A.C.A, 4-9-103(2)) 
9-105 

(A.C.A. 4-9-105) 
9-106 

(A.C.A. 4-9-106) 


9-301(1)(d) 
(A.C.A. 4-9-301(1)(d)) 


9-318(1) 
(A.C.A. 4-9-318(1)) 


9-318(3) 

(A.C.A. 4-9-318(3)) 
9-502 

(A.C.A. 4-9-502) 
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Perfection of security interest in goods in possession of 
issuer of negotiable document or of other bailee 


Perfection of security interest in instruments or nego- 
tiable documents without filing or transfer of posses- 
sion 

When possession by secured party perfects security 
interest 


When purchasers of instruments have priority over 
security interest 


When purchasers of negotiable instruments or negotia- 
ble documents have priority over security interest 


Rights on default where collateral is documents 


Collection rights of secured party 


GENERAL INTANGIBLES 
When Article (Chapter) applies; conflict of laws rules 
Obligor is “account debtor” 
Definition 


Unperfected security interest subordinate to certain 
transferees 


Rights of assignee subject to defenses 


When account debtor may pay assignor 


Collection rights of secured party 


GOODS 


(See also Consumer Goods, Equipment, Farm Products, Inventory) 


9-103 
(A.C.A. 4-9-103) 


9-105(1)(h) 
(A.C.A. 4-9-105(1)(h)) 


9-109 
(A.C.A. 4-9-109) 


9-203 
(A.C.A. 4-9-203) 


9-204 
(A.C.A. 4-9-204) 


9-205 
(A.C.A. 4-9-205) 


When Article (Chapter) applies with regard to goods of a 
type normally used in more than one jurisdiction; 
goods covered by certificate of title; conflict of laws 
rules 


Definition 


Classification of goods as consumer goods, equipment, 
farm products and inventory 


Formal requisites of security agreement covering cer- 
tain types of goods (crops or timber) 


Validity of after-acquired property clause covering cer- 
tain types of goods (crops, consumer goods) 


Permissible for debtor to accept returned goods 


Section 


9-206(2) 

(A.C.A. 4-9-206(2)) 
9-301(1)(c) 

(A.C.A. 4-9-301(1)(c)) 
9-304(2, 3) 

(A.C.A, 4-9-304(2, 3)) 


9-304(5) 
(A.C.A. 4-9-304(5)) 


9-305 

(A.C.A. 4-9-305) 
9-306(5) 

(A.C.A. 4-9-306(5)) 


9-307 
(A.C.A. 4-9-307) 


9-313 
(A.C.A. 4-9-313) 
9-314 
(A.C.A. 4-9-314) 
9-315 
(A.C.A. 4-9-315) 


9-401(1) 
(A.C.A. 4-9-401(1)) 


9-402 
(A.C.A, 4-9-402) 


9-504(1) 
(A.C.A. 4-9-504(1)) 


9-109(1) 
(A.C.A. 4-9-109(1)) 
9-203(2) 
(A.C.A. 4-9-203(2)) 
9-204(2) 
(A.C.A. 4-9-204(2)) 
9-206(1) 
(A.C.A. 4-9-206(1)) 


9-302(1)(d) 

(A.C.A. 4-9-302(1)(d)) 
9-307(2) 

(A.C.A. 4-9-307(2)) 
9-401(1)(a) 

(A.C.A. 4-9-401(1)(a)) 
9-505(1) 

(A.C.A. 4-9-505(1)) 
9-507(1) 

(A.C.A. 4-9-507(1)) 
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When security agreement can limit or modify warran- 
ties on sale 


Unperfected security interest subordinate to certain 
transferees 


Perfection of security interest in goods in possession of 
issuer of negotiable document or of other bailee 


Perfection of security interest without filing or transfer 
of possession where goods in possession of certain 
bailees 


When possession by secured party perfects security 
interest 


Rule when goods whose sale gave rise to account or 
chattel paper return to seller’s possession 


When buyers of goods from debtor take free of security 
interest 


Goods which are or become fixtures 

Goods affixed to other goods 

Goods commingled in a product 

Place of filing for fixtures 

Form of financing statement covering fixtures 


Sale of goods by secured party after default subject to 
Article 2 (Chapter 2) (Sales) 


CONSUMER GOODS 
Definition 


Transaction, although subject to this Article (Chapter), 
may also be subject to certain regulatory statutes 


Validity of after-acquired property clause 


Buyer’s agreement not to assert defenses against an 
assignee subject to statute or decision which estab- 
lishes rule for buyers of consumer goods 


When filing not required 


When buyers from debtor take free of security interest 


Place of filing 


Secured party’s duty to dispose of repossessed consumer 
goods 

Secured party’s liability for improper disposition of 
consumer goods after default 
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Section 


9-103(2) 
(A.C.A. 4-9-103(2)) 


9-109(2) 
(A.C.A. 4-9-109(2)) 


9-302(1)(c) 
(A.C.A. 4-9-302(1)(c)) 


9-307(2) 
(A.C.A. 4-9-307(2)) 


9-401(1) 
(A.C.A. 4-9-401(1)) 


9-503 
(A.C.A. 4-9-503) 


9-109(3) 
(A.C.A. 4-9-109(3)) 


9-203(1)(b) 
(A.C.A. 4-9-203(1)(b)) 


9-307 
(A.C.A. 4-9-307) 


9-312(2) 
(A.C.A. 4-9-312(2)) 


9-401(1) 

(A.C.A. 4-9-401(1)) 
9-401(1) and (3) 

(A.C.A. 4-9-401(1) and (3)) 


9-103(3) 
(A.C.A. 4-9-103(3)) 


9-109(4) 

(A.C.A. 4-9-109(4)) 
9-114 

(A.C.A. 4-9-114) 


9-306(5) 
(A.C.A. 4-9-306(5)) 


9-307(1) 

(A.C.A. § 4-9-307(1)) 
9-312(3) 

(A.C.A. 4-9-312(3)) 
9-304(5) 

(A.C.A. 4-9-304(5)) 
9-408 

(A.C.A. 4-9-408) 


EQUIPMENT 


When Article (Chapter) applies with regard to certain 
types of equipment normally used in more than one 
jurisdiction; conflict of laws rules 


Definition 


When filing not required to perfect security interest in 
certain farm equipment 


When buyers of certain farm equipment from debtor 
take free of security interest 


Place of filing for equipment used in farming operation 


Secured party’s right after default to remove or to render 
equipment unusable 


FARM PRODUCTS 


Definition 


Formal requisites of security agreement covering crops 


When a buyer of farm products takes free of security 
interest 


Priority of secured party who gives new value to enable 
debtor to produce crops 


Place of filing 


Form of financing statement covering crops 


INVENTORY 


When Article (Chapter) applies with regard to certain 
types of inventory normally used in more than one 
jurisdiction; conflict of laws rules 


Definition 
Consigned goods 


Rule where goods whose sale gave rise to account or 
chattel paper return to seller’s possession 


When buyers from debtor take free of security interest 


When purchase money security interest takes priority 
over conflicting security interest 

ooe ompae statements covering consigned or leased 
goods 


COMMENTARIES 


Cross References: 

Sections 9-103 (A.C.A. § 4-9-103) and 
9-104 (A.C.A. § 4-9-104), 

Point 1: Section 2-326 (A.C.A. § 4-2- 
326). 

Point 2: Section 1-105 (A.C.A. § 4-1- 
105). 


Definitional Cross References: 

“Account”. Section 9-106 (A.C.A. § 4-9- 
106). 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 9-105 (A.C.A. § 4- 
9-105). 


467 


“General intangibles”. Section 9-106 
(A.C.A. § 4-9-106). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 


“Instrument”. Section 9-105 (A.C.A. 
§ 4-9-105). 
“Security interest”. Section 1-201 


(A.C.A. § 4-1-201). 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-102), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


1972 Official Comment to § 9-103 (A.C.A. § 4-9-103)* 


Prior Uniform Statutory Provision: Para- 
graph 1(d) (A.C.A. § 4-9-103(1)(d)): Sec- 
tion 14, Uniform Conditional Sales Act. 


Purposes: 

1. The general rules on choice of law 
between the original parties in Section 
1-105 (A.C.A. § 4-1-105) apply to this Ar- 
ticle (Chapter). However, when conflicting 
claims to collateral arise, the question 
depends on perfection of security inter- 
ests, and thus on the effect of perfection or 
non-perfection. These problems are dealt 
with in this section. The general rule 
(paragraph (1)(b) (A.C.A. § 4-9-103(1)(b))) 
is that these questions are governed by 
the law of the jurisdiction where the col- 
lateral is when the last event occurs on 
which is based the assertion that the 
security interest is perfected or 
unperfected. This event will frequently be 
the filing. If the last event is not filing and 
perfection is through filing, the filing re- 
quired is in the jurisdiction where the 
collateral is when the last event occurs; 
prior filing in another jurisdiction is not 
effective and is not saved by the four- 
month rule discussed below, which applies 
only when the security interest was per- 
fected in the jurisdiction from which the 
collateral was removed. If the security 
interest was perfected in one jurisdiction 
and then removed to another jurisdiction, 
maintenance of perfection in the latter 
jurisdiction or failure to do so is the “last 
event” to which the basic rule refers. 

There are, however, exceptions to this 
basic rule: 


2. If the parties to a transaction creat- 
ing a purchase money security interest in 
goods understand when the security inter- 
est attaches that the collateral will be 
kept in another jurisdiction, the law of 
that jurisdiction governs perfection and 
the effect of perfection or non-perfection 
until 30 days after the debtor receives 
possession of the goods (paragraph (1)(c) 
(A.C.A. § 4-9-103(1)(c))). A filing in that 
jurisdiction perfects the security interest 
even before the goods are removed. The 
30-day period is not a period of grace 
during which filing is unnecessary or has 
retroactive effect, but merely states the 
period during which the other jurisdiction 
is the place of filing. The effect of late 
filing is governed by other provisions, 
such as Sections 9-301 (A.C.A. § 4-9-301) 
and 9-312 (A.C.A. § 4-9-312). 

3. If the goods reach that jurisdiction 
within the 30 days, the effectiveness of the 
filing in that jurisdiction continues with- 
out interruption. If the collateral is not 
kept in that jurisdiction before the end of 
the 30-day period, paragraph (1)(c) 
(A.C.A. § 4-9-103(1)(c)) ceases to be appli- 
cable and thereafter the law of the juris- 
diction where the collateral is controls 
perfection. A failure of the collateral to 
reach the intended destination jurisdic- 
tion before the expiration of the 30-day 
period because of a conflicting claim or 
otherwise may cause disappointment of 
expectations that the law of the destina- 
tion jurisdiction will govern continuously, 
and caution may dictate filing both in that 
jurisdiction and in the jurisdiction where 
the security interest attaches. 
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This section uses the concepts that 
goods are “kept” in a state or “brought” 
into a state, and related terms. These 
concepts imply a stopping place of a per- 
manent nature in the state, not merely 
transit or storage intended to be transi- 
tory. 

4.(a) Where the collateral is an automo- 
bile or other goods covered by a certificate 
of title issued by any state and the secu- 
rity interest is perfected by notation on 
the certificate of title, perfection is con- 
trolled by the certificate of title rather 
than by the law of the state wherein the 
security interest attached (subsection (2) 
(A.C.A. § 4-9-103(2))). 

(b) It has long been hoped that “exclu- 
sive certificate of title laws” would provide 
a sure means of controlling property inter- 
ests in goods like automobiles, which be- 
cause of their nature cannot readily be 
controlled by local or statewide filing 
alone. In theory the certificate of title 
should control the property interests in 
the vehicle wherever the vehicle may be. 
However, two circumstances operate to 
prevent the perfect operation of the certif- 
icate of title device: 

First, some states have never adopted 
certificate of title laws. This results in a 
problem in the issuance of a certificate of 
title when the vehicle moves from a non- 
certificate to a certificate state, because 
the certificate-issuing officer is in no posi- 
tion to conduct a complete search to ascer- 
tain the condition of the title in a state of 
origin which requires no filing or in which 
filing could be in any one or more of 
several localities. Also, it seems that when 
a vehicle moves from a certificate to a 
non-certificate state, the officers issuing a 
new registration for the vehicle are not 
always meticulous to notify secured par- 
ties shown on the certificate to give them a 
chance to perfect their security interests 
in the non-certificate state when a new 
registration is issued. Moreover, some ve- 
hicles like mobile homes are not always 
registered and title certificates are not 
always issued even in a state which may 
have certificate laws applicable thereto, 
because the certificate laws may apply 
only if the mobile homes use the high- 
ways. Registration plates of a mobile 
home having a certificate could be re- 
moved and there would be nothing visible 
to show that a certificate had ever been 
issued for it. 
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Second, various fraudulent devices 
based on allegations of loss of the certifi- 
cate of title enable a dishonest person to 
obtain both an original and a duplicate of 
title; to have a security interest shown on 
only one thereof; and then to effect a 
transfer into a new state on the basis of 
the clean certificate, no matter how dili- 
gent the officers in the second state may 
be. 

Given these practical problems, the 
choice of applicable rules of law after 
interstate removals of vehicles subject to 
certificate of title laws is most difficult. 
This Article (Chapter) provides the rules 
set forth below. 

(c) The security interest perfected by 
notation on a certificate of title will be 
recognized without limit as to time; but, of 
course, perfection by this method ceases if 
the certificate of title is surrendered 
(paragraph (2)(b) (A.C.A. § 4-9- 
103(2)(b))). Since the secured party ordi- 
narily holds the certificate, surrender 
thereof could not occur without his action 
in the matter in some respect. If the 
vehicle is reregistered in another jurisdic- 
tion while the secured party still holds the 
certificate, a danger of deception to third 
parties arises. The section provides that 
the certificate ceases to control after 4 
months following removal if 
reregistration has occurred, but during 
the 4 months the secured party has the 
same protection for cases of interstate 
removal as is set forth in paragraph (1)(d) 
(A.C.A. § 4-9-103(1)(d)) of the section and 
Comment 7, subject to additional limita- 
tion if the reregistration also involves a 
new “clean” certificate of title in the re- 
moval jurisdiction and a non-professional 
buyer buys while that new certificate is 
outstanding. See paragraph (2)(d) (A.C.A. 
§ 4-9-103(2)(d)) and Comment 4(e). 

(d) If a vehicle not described in the 
preceding paragraph (i.e., not covered by a 
certificate of title) is removed to a certifi- 
cate state and a certificate is issued there- 
for, the holder of a security interest has 
the same 4-month protection, subject to 
the provision discussed in the next para- 
graph of Comment. 

(e) Where “this state” issues a certifi- 
cate of title on collateral that has come 
from another state subject to a security 
interest perfected in any manner, prob- 
lems will arise if this state, from whatever 
cause, fails to show on its certificate the 
security interest perfected in the other 
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jurisdiction. This state will have every 
reason, nevertheless, to make its certifi- 
cate of title reliable to the type of person 
who most needs to rely on it. Paragraph 
(2)(d) (A.C.A. § 4-9-103(2)(d)) of the sec- 
tion therefore provides that the security 
interest perfected in the other jurisdiction 
is subordinate to the rights of a limited 
class of persons buying the goods while 
there is a clean certificate of title issued by 
this state, without knowledge of the secu- 
rity interest perfected in the other juris- 
diction. The limited class are buyers who 
are non-professionals, i.e., not dealers and 
not secured parties, because these are 
ordinarily professionals. The protective 
rule mentioned does not apply if this state 
adopts a device used under some certifi- 
cate of title laws, namely, stating on the 
certificate of title that the vehicle may be 
subject to security interests not shown on 
the certificate, where the collateral came 
from a non-certificate state. 

In any event the security interest per- 
fected out of state becomes unperfected 
unless reperfected in this state under the 
usual 4-month rule (paragraph (2)(d) 
(A.C.A. § 4-9-103(2)(d)) of the section). 
States which place a cautionary state- 
ment on a certificate of title coming from a 
non-certificate state make provision to re- 
issue the certificate without the caution 
after 4 months. 

One difficulty is that no state’s certifi- 
cate of title law makes any provision by 
which a foreign security interest may be 
reperfected in that state, without the co- 
operation of the owner or other person 
holding the certificate in temporarily sur- 
rendering the certificate. But that cooper- 
ation is not likely to be forthcoming from 
an owner who wrongfully procured the 
issuance of a new certificate not showing 
the out-of-state security interest, or from 
a local secured party finding himself in a 
priority contest with the out-of-state se- 
cured party. The only solution for the 
out-of-state secured party under present 
certificate of title laws seems to be to 
reperfect by possession, i.e., by repossess- 
ing the goods. 

5. The general rules of the section 
based on location of the collateral could 
not be applied to certain types of intangi- 
ble collateral which have no location in 
any realistic sense, or to certain movable 
chattels which have no permanent loca- 
tion. 
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(a) For accounts and general intangi- 
bles there is no indispensable or symbolic 
document which represents the underly- 
ing claim, whose endorsement or delivery 
is the one effectual means of transfer. 
There is a considerable body of case law 
dealing with the situs of choses in action 
such as these. This case law is in the 
highest degree confused, contradictory 
and uncertain: it affords no base on which 
to build a statutory rule. 

An account arises typically out of a sale; 
the contract of sale may be executed in 
State A, the goods shipped from a ware- 
house in State B to buyer (account debtor) 
in State C. The account may then be 
assigned to an assignee in State D. The 
seller-assignor may keep his principal 
records in State E. Under the non-notifi- 
cation system of accounts financing, the 
seller-assignor, despite the assignment, 
bills and collects from the account debtor; 
under notification financing the account 
debtor makes payment to the assignee, 
but the bills may be prepared and sent out 
by either assignor or assignee. The con- 
tacts of the transaction are with many 
jurisdictions: to which one is it appropri- 
ate to look for the governing law? Even 
more complicated situations may be antic- 
ipated when the collateral consists of 
novel or uncommon types of personal 
property, which fall within the definition 
of general intangibles. 

If we bear in mind that our principal 
question is where certain financing state- 
ments shall be filed, two things become 
clear. First: since the purpose of filing is to 
allow subsequent creditors of the debtor- 
assignor to determine the true status of 
his affairs, the place chosen must be one 
which such creditors would normally as- 
sociate with the assignor; thus the place of 
business of the assignee and the places of 
business or residences of the various ac- 
count debtors must be rejected in ordinary 
situations. Second: the place chosen must 
be one which can be determined with the 
least possible risk of error. The place cho- 
sen by subsection (3) (A.C.A. § 4-9-103(3)) 
is the debtor’s location, which is ordinarily 
the location of its chief executive office. 
This concept is discussed below. 

(b) Another class of collateral for which 
a special rule is stated in subsection (3) 
(A.C.A. § 4-9-103(3)) is mobile goods of 
types which are normally moved for use 
from one jurisdiction to another. Such 
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goods are generally classified as equip- 
ment; sometimes they may be classified as 
inventory, for example, goods leased by a 
professional lessor. Subsection (3) (A.C.A. 
§ 4-9-103(3)) provides that a security in- 
terest in such equipment or inventory is 
subject to this Article (Chapter) when the 
debtor’s location, i.e., ordinarily its chief 
executive office, is in this state. 

While automobiles are obviously mobile 
goods, they will in most cases be covered 
by subsection (2) (A.C.A. § 4-9-103(2)) of 
this section and therefore excluded from 
subsection (3) (A.C.A. § 4-9-103(3)) by 
paragraph (a) (A.C.A. § 4-9-103(3)(a)) 
thereof. If an automobile is not covered by 
a certificate of title and is classified as 
equipment or as inventory under lease, it 
will be subject to subsection (3) (A.C.A., 
§ 4-9-103(3)). Automobiles and other mo- 
bile goods which are classified as con- 
sumer goods are not subject to subsection 
(3) (A.C.A. § 4-9-103(3)). 

The rule of subsection (3) (A.C.A. § 4-9- 
103(3)) applies to goods of a type “normal- 
ly used” in more than one jurisdiction; 
there is no requirement that particular 
goods be in fact used out of state. Thus, if 
an enterprise whose chief executive office 
is in State X keeps in State Y goods of the 
type covered by subsection (3) (A.C.A. § 4- 
9-103(3)), the rule of subsection (3) (A.C.A. 
§ 4-9-103(3)) requires filing in State X 
even though the goods never leave State Y. 

(c) “Chief executive office” does not 
mean the place of incorporation; it means 
the place from which in fact the debtor 
manages the main part of his business 
operations. This is the place where per- 
sons dealing with the debtor would nor- 
mally look for credit information, and is 
the appropriate place for filing. The term 
“chief executive office” is not defined in 
this Section or elsewhere in this Act. 
Doubt may arise as to which is the “chief 
executive office” of a multi-state enter- 
prise, but it would be rare that that there 
could be more than two possibilities. A 
secured party in such a case may easily 
protect himself at no great additional bur- 
den by filing in each possible place. The 
subsection states a rule which will be 
simple to apply in most cases, and which 
makes it possible to dispense with much 
burdensome and useless filing. 

(d) If the location of the debtor is moved 
after a security interest has been per- 
fected in another jurisdiction, the secured 
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party has four months within which to 
refile, unless the perfection in the original 
jurisdiction would have expired earlier 
(paragraph (3)(e) (A.C.A. § 4-9- 
103(3)(e))). 

(e) Under subsection (3) (A.C.A. § 4-9- 
103(3)) each state other than that of the 
debtor’s location in effect disclaims juris- 
diction over certain accounts and general 
intangibles which, by common law rules, 
might be held to be within its jurisdiction; 
in the same way there is a disclaimer of 
jurisdiction over mobile chattels, even 
though they may be physically located 
within the state much of the time. If the 
jurisdiction whose law controls under this 
rule is a United States jurisdiction or has 
enacted legislation permitting perfection 
of the security interest by filing or record- 
ing in that jurisdiction, the law of that 
jurisdiction will be recognized in the dis- 
claiming jurisdiction as perfecting the se- 
curity interest. The jurisdiction of the 
debtor’s location may not, however, have 
such legislation. For example, mobile 
equipment is used in New York; the debt- 
or’s chief place of business is in a Cana- 
dian jurisdiction which will not permit or 
recognize filing as to property not physi- 
cally located therein. Paragraph (3)(c) 
(A.C.A. § 4-9-103(3)(c)) solves this diffi- 
culty by permitting perfection through fil- 
ing in the jurisdiction in the United States 
in which the debtor has its major execu- 
tive office in the United States. Where the 
debtor is not located in the United States 
or Canada and the collateral is accounts 
or general intangibles for money due or to 
become due, the secured party may alter- 
natively perfect by notification to account 
debtors. 

(f) A sentence in paragraph (3)(d) 
(A.C.A. § 4-9-103(3)(d)) provides a special 
rule for security interests in airplanes 
owned by a foreign air carrier. Without 
that sentence subsection (3) (A.C.A. § 4- 
9-103(3)) might refer such a case to the 
law of a foreign nation whose law is diffi- 
cult or impossible to ascertain. The sen- 
tence clears up such doubts by treating as 
the location of the carrier the office desig- 
nated for service of process in the United 
States under the Federal Aviation Act of 
1958. To the extent that it is applicable, 
the Convention on the International Rec- 
ognition of Rights in Aircraft (Geneva 
Convention) supersedes state legislation 
on this subject, as set forth in Section 
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9-302(3) (A.C.A. § 4-9-302(3)), but some 
nations are not parties to that Conven- 
tion. 

6. Subsection (4) (A.C.A. § 4-9-103(4)) 
deals with chattel paper, a semi-intangi- 
ble security interest which may be per- 
fected either by possession or by filing 
(Sections 9-304(1) (A.C.A. § 4-9-304(1)), 
9-305 (A.C.A. § 4-9-305)). As to posses- 
sory security, subsection (4) (A.C.A. § 4-9- 
103(4)) provides that chattel paper shall 
be subject to the same rule as goods in 
subsection (1) (A.C.A. § 4-9-103(1)). As to 
non-possessory security, subsection (4) 
(A.C.A. § 4-9-103(4)) provides that it shall 
be subject to the same rule as the intan- 
gibles under subsection (3) (A.C.A. § 4-9- 
103(3)), except that notification to the 
account debtor is ruled out as an optional 
means of perfection under paragraph 
(3)(c) (A.C.A. § 4-9-103(3)(c)). The reason 
for this is that a different alternative, 
possession, is available for chattel paper. 

7. In addition to the foregoing rules 
defining which jurisdiction governs per- 
fection of a security interest in the first 
instance, “this state” (i.e., a destination 
state after removal) adds its own rules 
requiring reperfection following removal 
of collateral other than that described in 
subsections (2) (A.C.A. § 4-9-103(2)), (3) 
(A.C.A. § 4-9-103(3)), and (5) (A.C.A. § 4- 
9-103(5)). “This state” will for four months 
recognize perfection under the law of the 
jurisdiction from which the collateral 
came, unless the remaining period of ef- 
fectiveness of the perfection in that juris- 
diction was less than four months (para- 
graph (1)(d) (A.C.A. § 4-9-103(1)(d)). After 
the four month period or the remaining 
period of effectiveness, whichever is 
shorter, the secured party must comply 
with perfection requirements in this state. 
This rule differs from the former rule of 
Section 14 of the Uniform Conditional 
Sales Act. Under that section a condi- 
tional seller was required to file within 10 
days after he “received notice” that the 
goods had been removed into this state. 
Apparently, under the Uniform Condi- 
tional Sales Act, if the seller never “re- 
ceived notice” his interest continued or 
became perfected in this state without 
filing. Paragraph (1)(d) (A.C.A. § 4-9- 
103(1)(d) proceeds on the theory that not 
only the secured party whose collateral 
has been removed but also creditors of and 
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purchasers from the debtor “In this state” 
should be considered. 

The four-month period is long enough 
for a secured party to discover in most 
cases that the collateral has been removed 
and refile in this state; thereafter, if he 
has not done so, his interest, although 
originally perfected in the jurisdiction 
from which the collateral was removed, is 
subject to defeat here by purchasers of the 
collateral. Compare the situation arising 
under Section 9-403(2) (A.C.A. § 4-9- 
403(2)) when a filing lapses. 

It should be noted that a “purchaser” 
includes a_ secured party. Section 
1-201(32) (A.C.A. § 4-1-201(32)) and (33) 
(A.C.A. § 4-1-201(33)). The rights of a 
purchaser with a security interest against 
an unperfected security interest are gov- 
erned by Section 9-312 (A.C.A. § 4-9-312). 

In case of delay beyond the four-month 
period, there is no “relation back”; and 
this is also true where the security inter- 
est is perfected for the first time in this 
state. 

If the removal occurs within a short 
period, like two weeks, before the lapse of 
the filing in the original state, the secured 
party has only that period, not the full 
four months to reperfect in “this state”. 
But ordinarily he would have filed a con- 
tinuation statement in the original juris- 
diction; and he may do so to avoid lapse 
and allow himself the full four months if 
he is searching for the collateral and 
needs more time. 

Paragraph (1)(d) (ACA. § 4-9- 
103(1)(d)) does not apply to the case of 
goods removed from one filing district to 
another within this state (see subsection 
(3) of Section 9-401 (A.C.A. § 4-9-401(3)), 
but only to property brought into this 
state from another jurisdiction. 

8. Subsection (5) (A.C.A. § 4-9-103(5)) 
deals with problems relating to the financ- 
ing of minerals (including 01] and gas) as 
these products come from the ground. In 
some cases rights in oil and gas in the 
ground have been split into a large variety 
of interests. As the oil or gas issues from 
the ground, it may be encumbered by the 
group of persons having interests therein. 
Or the product may be sold at minehead 
or wellhead and the resulting accounts 
assigned. The question arises as to the 
place of filing. The usual rule of this 
section in subsection (3) (A.C.A. § 4-9- 
103(3)) would make the place to search for 
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encumbrances on the accounts the loca- 
tions of the respective assignors; but the 
assignors might be a number of individu- 
als located throughout the country. To 
avoid the difficult problems of search thus 
created, subsection (5) (A.C.A. § 4-9- 
103(5)) provides that the place for filing 
with respect to security interests in the 
minerals as they issue from the ground at 
minehead or wellhead or in the accounts 
arising out of the sale of the minerals at 
minehead or wellhead shall be in the state 
where the minehead or wellhead is lo- 
cated. Section 9-401 (A.C.A. § 4-9-401) 
similarly provides that the place to file 
within the state is in the real property 
records in the county where the minehead 
or wellhead is located. These rules con- 
form to pre-Code practice and to practice 
which seems to have continued in the 
early Code period before express provision 
was made for these situations. 

The term “at wellhead” is intended to 
encompass arrangements based on sale of 
the product as soon as it issues from the 
ground and is measured, without techni- 
cal distinctions as to whether title passes 
at the “Christmas tree” or the far side of a 
gathering tank or at some other point. The 
term “at minehead” is a comparable con- 
cept. 
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*This section was amended by: Acts 1967, 
No. 303, § 29, to adopt the optional lan- 
guage in subsection (2) and to adopt op- 
tional subsection (5); Acts 1973, No. 116, 
§ 1 (9-103), to incorporate the 1972 
changes to this Uniform Commercial Code 
section; and Acts 1985, No. 514, §§ 4, 5, to 
incorporate the 1977 changes to the Uni- 
form Commercial Code. 


1972 Official Comment to § 9-104 (A.C.A. § 4-9-104)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

To exclude certain security transactions 
from this Article (Chapter). 

1. Where a federal statute regulates 
the incidents of security interests in par- 
ticular types of property, those security 
interests are of course governed by the 
federal statute and excluded from this 
Article (Chapter). The Ship Mortgage Act, 
1920, is an example of such a federal act. 
The present provisions of the Federal Avi- 
ation Act of 1958 (49 U.S.C. § 1403 et 
seq.) call for registration of title to and 
liens upon aircraft with the Civil Aeronau- 


tics Administrator and such registration 
is recognized as equivalent to filing under 
this Article (Chapter) (Section 9-302(3) 
(A.C.A. § 4-9-302(3))); but to the extent 
that the Federal Aviation Act does not 
regulate the rights of parties to and third 
parties affected by such transactions, se- 
curity interests in aircraft remain subject 
to this Article (Chapter). 

Although the Federal Copyright Act 
contains provisions permitting the mort- 
gage of a copyright and for the recording 
of an assignment of a copyright (17 U.S.C. 
§§ 28, 30) such a statute would not seem 
to contain sufficient provisions regulating 
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the rights of the parties and third parties 
to exclude security interests in copyrights 
from the provisions of this Article (Chap- 
ter). Compare Republic Pictures Corp. v. 
Security-First National Bank of Los Ange- 
les, 197 F.2d 767 (9th Cir. 1952). Compare 
also with respect to patents, 35 U.S.C. 
§ 47. The filing provisions under these 
Acts, like the filing provisions of the Fed- 
eral Aviation Act, are recognized as the 
equivalent to filing under this Article 
(Chapter). Section 9-302(3) (A.C.A. § 4-9- 
302(3)) and (4) (A.C.A. § 4-9-302(4)). 

Even such a statute as the Ship Mort- 
gage Act is far from a comprehensive 
regulation of all aspects of ship mortgage 
financing. That Act contains provisions on 
formal requisites, on recordation and on 
foreclosure but not much more. If prob- 
lems arise under a ship mortgage which 
are not covered by the Act, the federal 
admiralty court must decide whether to 
improvise an answer under “federal law” 
or to follow the law of some state with 
which the mortgage transaction has ap- 
propriate contacts. The exclusionary lan- 
guage in paragraph (a) (A.C.A. § 4-9- 
104(a)) is that this Article (Chapter) does 
not apply to such security interest “to the 
extent” that the federal statute governs 
the rights of the parties. Thus if the fed- 
eral statute contained no relevant provi- 
sion, this Article (Chapter) could be looked 
to for an answer. 

2. Except for fixtures (Section 9-313 
(A.C.A. § 4-9-313)), the Article (Chapter) 
applies only to security interests in per- 
sonal property. The exclusion of landlord’s 
liens by paragraph (b) (A.C.A. § 4-9- 
104(b)) and of leases and other interests in 
or liens on real estate by paragraph () 
(A.C.A. § 4-9-104(j)) merely reiterates the 
limitations on coverage already made ex- 
plicit in Section 9-102(3) (A.C.A. § 4-9- 
102(3)). See Comment 4 to that section. 

3. In all jurisdictions liens are given 
suppliers of many types of services and 
materials either by statute or by common 
law. It was thought to be both inappropri- 
ate and unnecessary for this Article 
(Chapter) to attempt a general codifica- 
tion of that lien structure which is in 
considerable part determined by local con- 
ditions and which is far removed from 
ordinary commercial financing. Moreover, 
federal law may displace state law in 
situations such as admiralty liens. Para- 
graph (c) (A.C.A. § 4-9-104(c)) therefore 
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excludes statutory liens from the Article 
(Chapter). Section 9-310 (A.C.A. § 4-9- 
310) states a rule for determining priori- 
ties between such liens and the consen- 
sual security interests covered by this 
Article (Chapter). 

4. In many states assignments of wage 
claims and the like are regulated by stat- 
ute. Such assignments present important 
social problems whose solution should be 
a matter of local regulation. Paragraph (d) 
(A.C.A. § 4-9-104(d)) therefore excludes 
them from this Article (Chapter). 

5. Certain governmental borrowings 
include collateral in the form of assign- 
ments of water, electricity or sewer 
charges, rents on dormitories or industrial 
buildings, tools, etc. Since these assign- 
ments are usually governed by special 
provisions of law, these governmental 
transfers are excluded from this Article 
(Chapter). 

6. In general sales as well as security 
transfers of accounts and chattel paper 
are within the Article (Chapter) (see Sec- 
tion 9-102 (A.C.A. § 4-9-102)). Paragraph 
(f) (A.C.A. § 4-9-104(f)) excludes from the 
Article (Chapter) certain transfers of such 
intangibles which, by their nature, have 
nothing to do with commercial financing 
transactions. 

Similarly, this paragraph excludes from 
the Article (Chapter) such transactions as 
that involved in Lyon v. Ty-Wood Corpora- 
tion, 212 Pa.Super. 69, 239 A.2d 819 
(1968) and Spurlin v. Sloan, 368 8.W.2d 
314 (Ky.1963). 

7. Rights under life insurance and 
other policies, and deposit accounts, are 
often put up as collateral. Such transac- 
tions are often quite special, do not fit 
easily under a general commercial statute 
and are adequately covered by existing 
law. Paragraphs (g) (A.C.A. § 4-9-104(g)) 
and (1) (A.C.A. § 4-9-104(Z)) make appro- 
priate exclusions, but provision is made 
for coverage of deposit accounts and cer- 
tain insurance money as proceeds. 

8. The remaining exclusions go to other 
types of claims which do not customarily 
serve as commercial collateral: judgments 
under paragraph (h) (A.C.A. § 4-9- 
104(h)), setoffs under paragraph (i) 
(A.C.A. § 4-9-104G)) and tort claims un- 
der paragraph (k) (A.C.A. § 4-9-104(k)). 


Cross References: 
Point 1: Section 9-302(3) (A.C.A. § 4-9- 
302(3)). 
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Point 2: Sections 9-102(3) (A.C.A. § 4-9- 
102(3)) and 9-313 (A.C.A. § 4-9-313). 

Point 3: Sections 9-102(2) (A.C.A. § 4-9- 
102(2)) and 9-310 (A.C.A. § 4-9-310). 

Point 6: Section 9-102 (A.C.A. § 4-9- 
102). 


Definitional Cross References: 

“Account”. Section 9-106 (A.C.A. § 4-9- 
106). 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 
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“Deposit account”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 1-201 


*This section was amended by Acts 1973 


No. 116 § 1 (9-104), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


1972 Official Comment to § 9-105 (A.C.A. § 4-9-105)* 


Prior Uniform Statutory Provision: Vari- 
ous. 


Purposes: 

1. General. It is necessary to have a set 
of terms to describe the parties to a se- 
cured transaction, the agreement itself, 
and the property involved therein; but the 
selection of the set of terms applicable to 
any one of the existing forms (e.g., mort- 
gagor and mortgagee) might carry to some 
extent the implication that the existing 
law referable to that form was to be used 
for the construction and interpretation of 
this Article (Chapter). Since it is desired 
to avoid any such implication, a set of 
terms has been chosen which have no 
common law or statutory roots tying them 
to a particular form. 

In place of such terms as “chattel mort- 
gage,” “conditional sale,” “assignment of 
accounts receivable,” “trust receipt,” etc., 
this Article (Chapter) substitutes the gen- 
eral term “security agreement” defined in 
paragraph (1)(1) (A.C.A. § 4-9-105(1)(Z)). 
In place of “mortgagor,” “mortgagee,” “con- 
ditional vendee,” “conditional vendor,” 
etc., this Article (Chapter) substitutes 


“debtor”, defined in paragraph (1)(d) 
(A.C.A. § 4-9-105(1)(d)), and “secured 
party”, defined in paragraph (1)(m) 


(A.C.A. § 4-9-105(1)(m)). The property 
subject to the security agreement is “col- 
lateral”, defined in paragraph (1)(c) 
(A.C.A. § 4-9-105(1)(c)). The interest in 
the collateral which is conveyed by the 
debtor to the secured party is a “security 
interest”, defined in Section 1-201(37) 
(A.C.A. § 4-1-201(37)). 

2. Parties. The parties to the security 
agreement are the “debtor” and the “se- 
cured party.” 


“Debtor”: In all but a few cases the 
person who owes the debt and the person 
whose property secures the debt will be 
the same. Occasionally, one person fur- 
nishes security for another’s debt, and 
sometimes property is transferred subject 
to a secured debt of the transferor which 
the transferee does not assume; in such 
cases, under the second sentence of the 
definition, the term “debtor” may, depend- 
ing upon the context, include either or 
both persons. Section 9-112 (A.C.A. § 4-9- 
112) sets out special rules which are ap- 
plicable where collateral is owned by a 
person who does not owe a debt. 

“Secured party”: The term includes any 
person in whose favor there is a security 
interest (defined in Section 1-201 (A.C.A. 
§ 4-1-201)). The term is used equally to 
refer to a person who as a seller retains a 
lien on or title to goods sold, to a person 
whose interest arises initially from a loan 
transaction, and to an assignee of either. 
Note that a seller is a “secured party” in 
relation to his customer; the seller be- 
comes a “debtor” if he assigns the chattel 
paper as collateral. This is also true of a 
lender who assigns the debt as collateral. 
With the exceptions stated in Section 
9-104(f) (A.C.A. § 4-9-104(f)) the Article 
(Chapter) applies to any sale of accounts 
or chattel paper: the term “secured party” 
includes an assignee of such intangibles 
whether by sale or for security, to distin- 
guish him from the payee of the account, 
for example, who becomes a “debtor” by 
pledging the account as security for a 
loan. 

On the applicability of the terms “debt- 
or” and “secured party” to consignments 
and leases see Section 9-408 (A.C.A. § 4- 
9-408) and Comment thereto. 


COMMENTARIES 


“Account debtor”: Where the collateral 
is an account, chattel paper or general 
intangible the original obligor is called the 
“account debtor”, defined in paragraph 
(1)(a) (A.C.A, § 4-9-105(1)(a)). 

3. Property subject to the security 
agreement. “Collateral”, defined in para- 
graph (1)(c) (A.C.A. § 4-9-105(1)(c)), is a 
general term for the tangible and intangi- 
ble property subject to a security interest. 
For some purposes the Code makes dis- 
tinctions between different types of collat- 
eral and therefore further classification of 
collateral is necessary. Collateral which 
consists of tangible property is “goods”, 
defined in paragraph (1)(h) (A.C.A. § 4-9- 
105(1)(h)); and “goods” are again subdi- 
vided in Section 9-109 (A.C.A. § 4-9-109). 
For purposes of this Article (Chapter) all 
intangible collateral fits one of five catego- 
ries, two of which, “accounts”, and “gener- 
al intangibles” are defined in the following 
Section 9-106 (A.C.A. § 4-9-106); the 
other three, “documents”, “instruments” 
and “chattel paper” are defined in para- 
graphs (1)(f) (A.C.A. § 4-9-105(1)(f), (DW 
(A.C.A. § 4-9-105(1)()) and (1)(b) (A.C.A. 
§ 4-9-105(1)(b)) of this section. 

“Goods”: The definition in paragraph 
(1)th) (A.C.A. § 4-9-105(1)(h)) is similar to 
that contained in Section 2-105 (A.C.A. 
§ 4-2-105) except that the Sales Article 
(Chapter) definition refers to “time of 
identification to the contract for sale”, 
while this definition refers to “the time the 
security interest attaches.” 

For the treatment of fixtures, Section 
9-313 (A.C.A. § 4-9-313) should be con- 
sulted. It will be noted that the treatment 
of fixtures under Section 9-313 (A.C.A. 
§ 4-9-313) does not at all points conform 
to their treatment under Section 2-107 
(A.C.A. § 4-2-107) (goods to be severed 
from realty). Section 2-107 (A.C.A. § 4-2- 
107) relates to sale of such goods; Section 
9-313 (A.C.A. § 4-9-313) to security inter- 
ests in them. The discrepancies between 
the two sections arise from the differences 
in the types of interest covered. A compa- 
rable discrepancy exists as to minerals. In 
the case of timber, both sections treat it as 
goods if it is to be severed under a contract 
of sale, but not otherwise. 

If in any state minerals before sever- 
ance are deemed to be personal property, 
they fall outside the Article’s (Chapter’s) 
definition of “goods” and would therefore 
fall in the catch-all definition, “general 
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intangibles”, in Section 9-106 (A.C.A. § 4- 
9-106). The special provisions of the Sec- 
tion 9-103(5) (A.C.A. § 4-9-103(5)) would 
not apply and those of Section 9-103(3) 
(A.C.A. § 4-9-103(3)) would apply. The re- 
sulting problems should be considered lo- 
cally. 

For the purpose of this Article (Chap- 
ter), goods are classified as “consumer 
goods”, “equipment”, “farm products”,and 
“inventory”; those terms are defined in 
Section 9-109 (A.C.A. § 4-9-109). When 
the general term “goods” is used in this 
Article (Chapter), it includes, as may be 
appropriate in the context, the subclasses 
of goods defined in Section 9-109 (A.C.A. 
§ 4-9-109). 

“Instrument”: The term as defined in 
paragraph (1)(i) (A.C.A. § 4-9-105(1)(@)) 
includes not only negotiable instruments 
and certificated securities but also any 
other intangibles evidenced by writings 
which are in ordinary course of business 
transferred by delivery. As in the case of 
chattel paper “delivery” is only the mini- 
mum stated and may be accompanied by 
other steps. 

If a writing is itself a security agree- 
ment or lease with respect to specific 
goods it is not an instrument although it 
otherwise meets the term of the definition. 
See Comment below on “chattel paper”. 

The fact that an instrument is secured 
by collateral, whether the collateral be 
other instruments, documents, goods, ac- 
counts or general intangibles, does not 
change the character of the principal obli- 
gation as an instrument or convert the 
combination of instrument and collateral 
into a separate Code classification of per- 
sonal property. The single qualification to 
this principle is that an instrument which 
is secured by chattel paper is itself part of 
the chattel paper, while also retaining its 
identity as an instrument. 

“Document”: See the Comments under 
Sections 1-201(15) (A.C.A. § 4-1-201(15)) 
and 7-201 (A.C.A. § 4-7-201). 

“Chattel paper”: To secure his own fi- 
nancing a secured party may wish to bor- 
row against or sell the security agreement 
itself along with his interest in the collat- 
eral which he has received from his 
debtor. Since the refinancing of paper se- 
cured by specific goods presents some 
problems of its own, the term “chattel 
paper” is used to describe this kind of 
collateral. The Comments under Section 
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9-308 (A.C.A. § 4-9-308) further describe 
this concept. 

Charters of vessels are excluded from 
the definition of chattel paper because 
they fit under the definition of accounts. 
See Comment to Section 9-106 (A.C.A. 
§ 4-9-106). The term “charter” as used 
herein and in Section 9-106 (A.C.A. § 4-9- 
106) includes bareboat charters, time 
charters, successive voyage charters, con- 
tracts of affreightment, contracts of car- 
riage, and all other arrangements for use 
of vessels. 

4. The following transactions illustrate 
the use of the term “chattel paper” and 
some of the other terms defined in this 
section. 

A dealer sells a tractor to a farmer on 
conditional sales contract or purchase 
money security interest. The conditional 
sales contract is a “security agreement”, 
the farmer is the “debtor”, the dealer is 
the “secured party” and the tractor is the 
type of “collateral” defined in Section 
9-109 (A.C.A. § 4-9-109) as “equipment”. 
But now the dealer transfers the contract 
to his bank, either by outright sale or to 
secure a loan. Since the conditional sales 
contract is a security agreement relating 
to specific equipment, the conditional 
sales contract is now the type of collateral 
called “chattel paper”. In this transaction 
between the dealer and his bank, the bank 
is the “secured party”, the dealer is the 
“debtor”, and the farmer is the “account 
debtor”. 

Under the definition of “security inter- 
est” in Section 1-201(37) (A.C.A. § 4-1- 
201(37)) a lease does not create a security 
interest unless intended as_ security. 
Whether or not the lease itself is a secu- 
rity agreement, it is chattel paper when 
transferred if it relates to specific goods. 
Thus, if the dealer enters into a straight 
lease of the tractor to the farmer (not 
intended as security), and then arranges 
to borrow money on the security of the 
lease, the lease is chattel paper. 

Security agreements of the type for- 
merly known as chattel mortgages and 
conditional sales contracts are frequently 
executed in connection with a negotiable 
note or a series of such notes. Under the 
definitions in paragraphs (1)(b) (A.C.A. 
§ 4-9-105(1)(b)) and (1)(i) (A.C.A. § 4-9- 
105(1)i)) the rules applicable to chattel 
paper, rather than those relating to in- 
struments, are applicable to the group of 
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writings (contract plus note) taken to- 
gether. 

5. Miscellaneous definitions. 

“Deposit account” is a type of collateral 
excluded from this Article (Chapter) un- 
der Section 9-104(/) (A.C.A. § 4-9-104(Z)), 
except when it constitutes proceeds of 
other collateral under Section 9-306 
(A.C.A. § 4-9-306). 

The terms “encumbrance” and “mort- 
gage” are defined for use in the section on 
fixtures, Section 9-113 (A.C.A. § 4-9-113). 

The term “transmitting utility” is de- 
fined to designate a special class of debt- 
ors for whom separate filing rules are 
provided in Part 4, thus obviating all local 
filing and particularly the several local 
filings that would be necessary under the 
usual rules of Section 9-401 (A.C.A. § 4- 
9-401) for the fixture collateral of a far- 
flung public utility debtor. See Comments 
under Sections 9-401 (A.C.A. § 4-9-401) 
and 9-403 (A.C.A. § 4-9-403). 

The term “pursuant to commitment” is 
defined for use in the rules relating to 
priority of future advances in Sections 
9-301(4) (A.C.A. § 4-9-301(4)), 9-307(3) 
(A.C.A. § 4-9-307(3)), and 9-312(7) 
(A.C.A. § 4-9-312(7)). 

6. Comments to the definitions indexed 
in subsections (2) (A.C.A. § 4-9-105(2)) 
and (3) (A.C.A. § 4-9-105(3)) follow the 
sections in which the definitions are con- 
tained. 


Cross References: 

Point 2: Sections 9-104(f) (A.C.A. § 4-9- 
104(f)) and 9-112 (A.C.A. § 4-9-112). 

Point 3: Sections 2-105 (A.C.A. § 4-2- 
105), 2-107 (A.C.A. § 4-2-107), 9-106 
(A.C.A. § 4-9-106), 9-109 (A.C.A. § 4-9- 
109), 9-303 (A.C.A. § 4-9-303) and 9-313 
(A.C.A. § 4-9-3138). 


Definitional Cross References: 

“Account”. Section 9-106 (A.C.A. § 4-9- 
106). 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Document of title’. Sections 1-201 
(A.C.A. § 4-1-201), 7-201 (A.C.A. § 4-7- 
201). 

“General intangibles”. Section 9-106 
(A.C.A. § 4-9-106). 

“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 


COMMENTARIES 


“Negotiable instrument”. Section 3-104 
(A.C.A. § 4-3-104). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Representative”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security”. Section 8-102 (A.C.A. § 4-8- 
102). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 1-201 
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“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-105), to incorporate the 
1972 changes to this Uniform Commercial 
Code section, and by Acts 1985, No. 514, 
§ 6, to incorporate the 1977 changes to 
this Uniform Commercial Code section. 


1972 Official Comment to § 9-106 (A.C.A. § 4-9-106)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

The terms defined in this section round 
out the classification of intangibles: see 
the definitions of “document”, “chattel pa- 
per” and “instrument” in Section 9-105 
(A.C.A. § 4-9-105). Those three terms 
cover the various categories of commercial 
paper which are either negotiable or to a 
greater or less extent dealt with as if 
negotiable. The term “account” covers 
most choses in action which may be the 
subject of commercial financing transac- 
tions but which are not evidenced by an 
indispensable writing. The term “general 
intangibles” brings under this Article 
(Chapter) miscellaneous types of contrac- 
tual rights and other personal property 
which are used or may become customar- 
ily used as commercial security. Examples 
are goodwill, literary rights and rights to 
performance. Other examples are copy- 
rights, trademarks and patents, except to 
the extent that they may be excluded by 
Section 9-104(a) (A.C.A. § 4-9-104(a)). 
This Article (Chapter) solves the problems 
of filing of security interests in these types 
of intangibles (Section 9-103(3) (A.C.A. 
§ 4-9-103(3)) and 9-401 (A.C.A. § 4-9- 
401)). Note that this catch-all definition 
does not apply to money or to types of 
intangibles which are specifically ex- 
cluded from the coverage of the Article 
(Chapter) (Section 9-104 (A.C.A. § 4-9- 
104)) and note also that under Section 
9-302 (A.C.A. § 4-9-302) filing under a 
federal statute may satisfy the filing re- 
quirements of this Article (Chapter). 

A right to the payment of money is 
frequently buttressed by ancillary cove- 
nants to insure the preservation of collat- 
eral, such as covenants in a purchase 


agreement, note or mortgage requiring 
insurance on the collateral or forbidding 
removal of the collateral; or covenants to 
preserve creditworthiness of the promisor, 
such as covenants restricting dividends, 
etc. While these miscellaneous ancillary 
rights might conceivably be thought to fall 
within the definition of “general intangi- 
bles”, it is not the intention of the Code* to 
treat them separately and require the 
perfection of assignment thereof by filing 
in the manner required for perfection of 
an assignment of general intangibles. 
Whatever perfection is required for the 
perfection of an assignment of the right to 
the payment of money will also carry 
these ancillary rights. 

Similarly, when the right to the pay- 
ment of money is not yet earned by per- 
formance, there are frequently ancillary 
rights designed to assure that an assignee 
may complete the performance and crys- 
tallize the right to payment of money. 
Such rights are frequently present in a 
“maintenance” lease where the lessor has 
continuing duties to perform, or in a ship 
charter. These ancillary rights, if consid- 
ered in the abstract, might be thought to 
be “general intangibles”, since they do not 
themselves involve the payment of money; 
but it is not the intent of the Code to split 
up the rights to the payment of money and 
its ancillary supports, and thereby multi- 
ply the problem of perfection of assign- 
ments. Therefore, all rights of the lessor in 
a lease are to be perfected as “chattel 
paper”, and all rights of the owner in a 
ship charter are to be perfected as “ac- 
counts”. 

“Account” is defined as a right to pay- 
ment for goods sold or leased or services 
rendered; the ordinary commercial ac- 
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count receivable. In some special cases a 
right to receive money not yet earned by 
performance crystallizes not into an ac- 
count but into a general intangible, for it 
is a right to payment of money that is not 
“for goods sold or leased or for services 
rendered.” Examples of such rights are 
the right to receive payment of a loan not 
evidenced by an instrument or chattel 
paper; a right to receive partial refund of 
purchase prices paid by reason of retroac- 
tive volume discounts; rights to receive 
payment under licenses of patents and 
copyrights, exhibition contracts, etc. 

This Article (Chapter) rejects any lin- 
gering common law notion that only rights 
already earned can be assigned. In the 
triangular arrangement following assign- 
ment, there is reason to allow the original 
parties — assignor and account debtor — 
more flexibility in modifying the underly- 
ing contract before performance than af- 
ter performance (see Section 9-318 (A.C.A. 
§ 4-9-318)). It will, however, be found that 
in most situations the same rules apply to 
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accounts both before and after perfor- 
mance. 


Cross References: 

Sections 9-103(2) (A.C.A. § 4-9-103(2)), 
9-104 (A.C.A. § 4-9-104), 9-302(3) (A.C.A. 
§ 4-9-302(3)), 9-318 (A.C.A. § 4-9-318) 
and 9-401 (A.C.A. § 4-9-401). 


Definitional Cross References: 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Instrument”. 
§ 4-9-105). 


Section 9-105 (A.C.A. 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-106), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


1972 Official Comment to § 9-107 (A.C.A. § 4-9-107) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Under existing rules of law and un- 
der this Article (Chapter) purchase money 
obligations often have priority over other 
obligations. Thus a purchase money obli- 
gation has priority over an interest ac- 
quired under an after-acquired property 
clause (Section 9-312(3) (A.C.A. § 4-9- 
312(3)) and (4) (A.C.A. § 4-9-312(4))); 
where filing is required a grace period of 
ten days is allowed against creditors and 
transferees in bulk (Section 9-301(2) 
(A.C.A. § 4-9-301(2))); and in some in- 
stances filing may not be necessary (Sec- 
tion 9-302(1)(c) (A.C.A. § 4-9-302(1)(c)) 
and (d) (A.C.A. § 4-9-302(1)(d))). 

Under this Section a seller has a pur- 
chase money security interest if he retains 
a security interest in the goods; a financ- 
ing agency has a purchase money security 
interest when it advances money to the 
seller, taking back an assignment of chat- 
tel paper, and also when it makes ad- 
vances to the buyer (e.g., on chattel mort- 
gage) to enable him to buy, and he uses the 
money for that purpose. 

2. When a purchase money interest is 
claimed by a secured party Who is not a 


seller, he must of course have given 
present consideration. This Section there- 
fore provides that the purchase money 
party must be one who gives value “by 
making advances or incurring an obliga- 
tion”: the quoted language excludes from 
the purchase money category any security 
interest taken as security for or in satis- 
faction of a pre-existing claim or anteced- 
ent debt. 


Cross References: 

Point 1: Sections 9-301 (A.C.A. § 4-9- 
301), 9-302 (A.C.A. § 4-9-302) and 9-312 
(A.C.A. § 4-9-312). 

Point 2: Section 9-108 (A.C.A. § 4-9- 
108). 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Value”. Section 1-201 (A.C.A. § 4-9- 
201). 


Section 1-201 


COMMENTARIES 
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1972 Official Comment to § 9-108 (A.C.A. § 4-9-108) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Many financing transactions con- 
template that the collateral will include 
both the debtor’s existing assets and also 
assets thereafter acquired by him in the 
operation of his business. This Article 
(Chapter) generally validates such after- 
acquired property interests (see Section 
9-204 (A.C.A. § 4-9-204) and Comment) 
although they may be subordinated to 
later purchase money interests under Sec- 
tion 9-312(3) (A.C.A. § 4-9-312(3)) and (4) 
(A.C.A. § 4-9-312(4)). 

Interests in after-acquired property 
have never been considered as involving 
transfers of property for antecedent debt 
merely because of the after-acquired fea- 
ture, nor should they be so considered. 
The section makes explicit what has been 
true under the case law: an after-acquired 
property interest is not, by virtue of that 
fact alone, security for a pre-existing 
claim. This rule is of importance princi- 
pally in insolvency proceedings under the 
federal Bankruptcy Act or state statutes 
which make certain transfers for anteced- 
ent debt voidable as preferences. The de- 
termination of when a transfer is for an- 
tecedent debt is largely left by the 
Bankruptcy Act to state law. 

Two tests must be met under this sec- 
tion for an interest in after-acquired prop- 
erty to be one not taken for an antecedent 
debt. First: the secured party must, at the 
inception of the transaction, have given 
new value in some form. Second: the after- 
acquired property must come in either in 
the ordinary course of the debtor’s busi- 
ness or as an acquisition which is made 
under a contract of purchase entered into 
within a reasonable time after the giving 
of new value and pursuant to the security 
agreement. The reason for the first test 
needs no comment. The second is in line 
with limitations which judicial construc- 
tion has placed on the operation of after- 
acquired property clauses. Their coverage 
has been in many cases restricted to sub- 
sequent ordinary course acquisitions: this 
Article (Chapter) does not go so far (see 
Section 9-204 (A.C.A. § 4-9-204) and 


Comment), but it does deny present value 
status to out of ordinary course acquisi- 
tions not made pursuant to the original 
loan agreement. This solution gives the 
secured party full protection as to the 
collateral which he may be reasonably 
thought to have contracted for; it gives 
other creditors the possibility, under the 
law of preferences, of subjecting to their 
claims windfall or uncontemplated acqui- 
sitions shortly before bankruptcy. 

2. The term “value” is defined in Sec- 
tion 1-201(44) (A.C.A. § 4-1-201(44)) and 
discussed in the accompanying Comment. 
In this section and in other sections of this 
Article (Chapter) the term “new value” is 
used but is left without statutory defini- 
tion. The several illustrations of “new val- 
ue” given in the text of this section (mak- 
ing an advance, incurring an obligation, 
releasing a perfected security interest) as 
well as the “purchase money security in- 
terest” definition in Section 9-107 (A.C.A. 
§ 4-9-107) indicate the nature of the con- 
cept. In other situations it is left to the 
courts to distinguish between “new” and 
“old” value, between present consider- 
ations and antecedent debt. 


Cross References: 

Point 1: Sections 9-204 (A.C.A. § 4-9- 
204) and 9-312 (A.C.A. § 4-9-312). 

Point 2: Section 9-107 (A.C.A. § 4-9- 
107). 


Definitional Cross References: 
“Collateral”. Section 9-105 (A.C.A. § 4- 


9-105). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 


“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security agreement”. Section 9-105 
(A.C.A. § 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 
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1972 Official Comment to § 9-109 (A.C.A. § 4-9-109)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section classifies goods as con- 
sumer goods, equipment, farm products 
and inventory. The classification is impor- 
tant in many situations: it is relevant, for 
example, in determining the rights of per- 
sons who buy from a debtor goods subject 
to a security interest (Section 9-307 
(A.C.A. § 4-9-307)), in certain questions of 
priority (Section 9-312 (A.C.A. § 4-9- 
312)), in determining the place of filing 
(Section 9-401 (A.C.A. § 4-9-401)) and in 
working out rights after default (Part 5). 
Comment 5 to Section 9-102 (A.C.A. § 4- 
9-102) contains an index of the special 
rules applicable to different classes of col- 
lateral. 

2. The classes of goods are mutually 
exclusive; the same property cannot at the 
same time and as to the same person be 
both equipment and inventory, for exam- 
ple. In borderline cases — a physician’s 
car or a farmer’s utility vehicle which 
might be either consumer goods or equip- 
ment — the principal use to which the 
property is put should be considered as 
determinative. Goods can fall into differ- 
ent classes at different times; a radio is 
inventory in the hands of a dealer and 
consumer goods in the hands of a house- 
holder. 

3. The principal test to determine 
whether goods are inventory is that they 
are held for immediate or ultimate sale. 
Implicit in the definition is the criterion 
that the prospective sale is in the ordinary 
course of business. Machinery used in 
manufacturing, for example, is equipment 
and not inventory even though it is the 
continuing policy of the enterprise to sell 
machinery when it becomes obsolete. 
Goods to be furnished under a contract of 
service are inventory even though the 
arrangement under which they are fur- 
nished is not technically a sale. When an 
enterprise is engaged in the business of 
leasing a stock of products to users (for 
example, the fleet of cars owned by a car 
rental agency), that stock is also included 
within the definition of “inventory”. It 
should be noted that one class of goods 
which is not held for disposition to a 
purchaser or user is included in inventory: 
“Materials used or consumed in a busi- 


ness”. Examples of this class of inventory 
are fuel to be used in operations, scrap 
metal produced in the course of manufac- 
ture, and containers to be used to package 
the goods. In general it may be said that 
goods used in a business are equipment 
when they are fixed assets or have, as 
identifiable units, a relatively long period 
of use; but are inventory, even though not 
held for sale, if they are used up or con- 
sumed in a short period of time in the 
production of some end product. 

4. Goods are “farm products” only if 
they are in the possession of a debtor 
engaged in farming operations. Animals 
in a herd of livestock are covered whether 
they are acquired by purchase or result 
from natural increase. Products of crops 
or livestock remain farm products so long 
as they are in the possession of a debtor 
engaged in farming operations and have 
not been subjected to a manufacturing 
process. The terms “crops”, “livestock” and 
“farming operations” are not defined; how- 
ever, it is obvious from the text that “farm- 
ing operations” includes raising livestock 
as well as crops; similarly, since eggs are 
products of livestock, livestock includes 
fowl. 

When crops or livestock or their prod- 
ucts come into the possession of a person 
not engaged in farming operations they 
cease to be “farm products”. If they come 
into the possession of a marketing agency 
for sale or distribution or of a manufac- 
turer or processor as raw materials, they 
become inventory. 

Products of crops or livestock, even 
though they remain in the possession of a 
person engaged in farming operations, 
lose their status as farm products if they 
are subjected to a manufacturing process. 
What is and what is not a manufacturing 
operation is not determined by this Article 
(Chapter). At one end of the scale some 
processes are so closely connected with 
farming — such as pasteurizing milk or 
boiling sap to produce maple syrup or 
maple sugar — that they would not rank 
as manufacturing. On the other hand an 
extensive canning operation would be 
manufacturing. The line is one for the 
courts to draw. After farm products have 
been subjected to a manufacturing opera- 
tion, they become inventory if held for 
sale. 


COMMENTARIES 


Note that the buyer in ordinary course 
who under Section 9-307 (A.C.A. § 4-9- 
307) takes free of a security interest in 
goods held for sale does not include one 
who buys farm products from a person 
engaged in farming operations. 

5. The principal definition of equip- 
ment is a negative one: goods used in a 
business (including farming or a profes- 
sion) which are not inventory and not 
farm products. Trucks, rolling stock, tools, 
machinery are typical. It will be noted 
furthermore that any goods which are not 
covered by one of the other definitions in 
this section are to be treated as equip- 
ment. 


Cross References: 

Point 1: Sections 9-102 (A.C.A. § 4-9- 
102), 9-307 (A.C.A. § 4-9-307), 9-312 
(A.C.A. § 4-9-312), 9-401 (A.C.A. § 4-9- 
401) and Part 5. 

Point 3: Section 9-307 (A.C.A. § 4-9- 
307). 

Point 4: Section 9-307 (A.C.A. § 4-9- 
307). 
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Definitional Cross References: 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Organization”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Sale”. Sections 2-106 (A.C.A. § 4-2- 
106) and 9-105 (A.C.A. § 4-9-105). 


*This section was amended by Acts 1971, 
No. 363, § 1, to include fish grown for sale 
on fish farms in the definition of farm 
products in subsection (3), thus making it 
vary from the official text. The section also 
was amended by Acts 1973, No. 116, § 1, 
to incorporate the 1972 changes to this 
Uniform Commercial Code section. 


1972 Official Comment to § 9-110 (A.C.A. § 4-9-110) 


Prior Uniform Statutory Provision: None. 


Purposes: 

The requirement of description of collat- 
eral (see Section 9-203 (A.C.A. § 4-9-203) 
and Comment thereto) is evidentiary. The 
test of sufficiency of a description laid 
down by this section is that the descrip- 
tion do the job assigned to it — that it 
make possible the identification of the 
thing described. 

Under this rule courts should refuse to 
follow the holdings, often found in the 


older chattel mortgage cases, that descrip- 
tions are insufficient unless they are of the 
most exact and detailed nature, the so- 
called “serial number” test. The same test 
of reasonable identification applies where 
a description of real estate is required in a 
financing statement. See Section 9-402 
(A.C.A. § 4-9-402). 


Cross References: 
Sections 9-203 (A.C.A. § 4-9-203) and 
9-402 (A.C.A. § 4-9-402). 


1972 Official Comment to § 9-111 (A.C.A. § 4-9-111) 


Prior Uniform Statutory Provision: None. 


Purposes: 

The bulk transfer laws, which have 
been almost everywhere enacted, were 
designed to prevent a once prevalent type 
of fraud which seems to have flourished 
particularly in the retail field: the owner 
of a debt-burdened enterprise would sell it 
to an unwary purchaser and then remove 
himself, with the purchase price and his 
other assets, beyond the reach of process. 
The creditors would find themselves with 
no recourse unless they could establish 


that the purchaser assumed existing 
debts. The bulk transfer laws, which re- 
quire advance notice of sale to all known 
creditors, seem to have been successful in 
preventing such frauds. 

There has been disagreement whether 
the bulk transfer laws should be applied 
to security as well as to sale transactions. 
In most states security transactions have 
not been covered; in a few states the 
opposite result has been reached either by 
judicial construction or by express statu- 
tory provision. Whatever the reasons may 
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be, it seems to be true that the bulk 
transfer type of fraud has not often made 
its appearance in the security field: it may 
be that lenders of money are more inclined 
to investigate a potential borrower than 
are purchasers of retail stores to deter- 
mine the true state of their vendor’s af- 
fairs. Since compliance with the bulk 
transfer laws is onerous and expensive, 
legitimate financing transactions should 
not be required to comply when there is no 
reason to believe that other creditors will 
be prejudiced. 
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This section merely reiterates the pro- 
visions of Article 6 (Chapter 6) on Bulk 
Transfers which provides in Section 
6-103(1) (A.C.A. § 4-6-103(1)) that trans- 
fers “made to give security for the perfor- 
mance of an obligation” are not subject to 
that Article (Chapter). 


Cross Reference: 
Section 6-103(1) (A.C.A. § 4-6-103(1)). 


Definitional Cross Reference: 
“Security interest”. Section 
(A.C.A. § 4-1-201). 


1-201 


1972 Official Comment to § 9-112 (A.C.A. § 4-9-112) 


Prior Uniform Statutory Provision: None. 


Purposes: 

Under the definition of Section 9-105 
(A.C.A. § 4-9-105), in any provisions of 
the Article (Chapter) dealing with the 
collateral the term “debtor” means the 
owner of the collateral even though he is 
not the person who owes payment or per- 
formance of the obligation secured. This 
section covers several situations in which 
the implications of this definition are spe- 
cifically set out. 

The duties which this section imposes 
on a secured party toward such an owner 
of collateral are conditioned on the se- 
cured party’s knowledge of the true state 
of facts. Short of such knowledge he may 
continue to deal exclusively with the per- 
son who owes the obligation. Nor does the 
section suggest that the secured party is 
under any duty of inquiry. It does not 
purport to cut across the law of conversion 
or of ultra vires. Whether a person who 
does not own property has authority to 
encumber it for his own debts and 
whether a person is free to encumber his 
property as collateral for the debts of 


another, are matters to be decided under 
other rules of law and are not covered by 
this section. 

The section does not purport to be an 
exhaustive treatment of the subject. It 
isolates certain problems which may be 
expected to arise and states rules as to 
them. Others will no doubt arise: their 
solution is left to the courts. 


Cross References: 
Sections 9-105 (A.C.A. § 4-9-105), 9-208 
(A.C.A. § 4-9-208) and Part 5. 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Receive notice”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Right”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 


Official Comment to Section 9-113 (A.C.A. § 4-9-113) 


Uniform Statutory Source: Section 9-113 
(§ 4-9-113), 1978 Official Text of the Act 
(§ 4-1-101 et seq.). 


Changes: This section is amended to in- 
clude security interests arising under the 
Article on Leases (Article 2A) (§ 4-2A-101 
et seq.), which is being promulgated at the 
same time as this amendment. Section 
2A-508(5) (§ 4-2A-508(5)). After the effec- 
tive date of the amendment to this section 


all references in the Act (§ 4-1-101 et seq.) 
to Section 9-113 (§ 4-9-113) will be 
deemed to refer to this section, as 
amended. E.g., Sections 9-203(1) and 
9-302(1)(f)  (§§ 4-9-203(1) and 4-9- 
302(1)(f)). 


Cross References: 
Article 2A, esp. Section 2A-508(5) (§ 4- 
2A-101 et seq., esp. § 4-2A-508(5)). 


COMMENTARIES 


Definitional Cross References: 

“Agreement”. Section 1-201(3) (§ 4-1- 
201(3)). 

“Goods”. Section 2A-103(1) (h) (§ 4-2A- 
103(1) (h)). 

“Lease”. Section 2A-103(1)G) (§ 4-2A- 
103(1)G)). 
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“Party”. Section 1-201(29) (§ 4-1- 
201(29)). 
“Rights”. Section 1-201(86) (§ 4-1- 
201(36)). 


“Sale”. Section 2-106(1) (§ 4-2-106(1)). 
“Security interest”. Section 1-201(37) 
(§ 4-1-201(37)). 


1972 Official Comment to § 9-114 (A.C.A. § 4-9-114) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This section requires that where 
goods are furnished to a merchant under 
the arrangement known as consignment 
rather than in a security transaction, the 
consignor must, in order to protect his 
position as against an inventory secured 
party of the consignee, give to that party 
the same notice and at the same time that 
he would give to that party if that party 
had filed first with respect to inventory 
and if the consigner were furnishing the 
goods under an inventory security agree- 
ment instead of under a consignment. 

For the distinction between true con- 
signment and security arrangements, see 
Section 1-201(37) (A.C.A. § 4-1-201(37)). 
For the assimilation of consignments un- 
der certain circumstances to goods on sale 
or return and the requirement of filing in 
the case of consignments, see Section 
2-326 (A.C.A. § 4-2-326). 

The requirements of notice in this sec- 
tion conform closely to the concepts and 
the language of Section 9-312(3) (A.C.A. 
§ 4-9-312(3)), which should be consulted 
together with the relevant Comments. 

Except in the limited cases of identifi- 
able cash proceeds received on or before 
delivery of the goods to a buyer, no at- 
tempt has been made to provide rules as 
to perfection of a claim to proceeds of 
consignments (compare Section 9-306 


(A.C.A. § 4-9-306)) or the priority thereof 
(compare Section 9-312 (A.C.A. § 4-9- 
312)). It is believed that under many true 
consignments the consignor acquires a 
claim for an agreed amount against the 
consignee at the moment of sale, and does 
not look to the proceeds of sale. In contrast 
to the assumption of this Article (Chapter) 
that rights to proceeds of security inter- 
ests under Section 9-306 (A.C.A. § 4-9- 
306) represent the presumed intent of the 
parties (compare Section 9-203(3) (A.C.A. 
§ 4-9-203(3))), the Article (Chapter) goes 
on the assumption that if consignors in- 
tend to claim the proceeds of sale, they 
will do so by expressly contracting for 
them and will perfect their security inter- 
ests therein. 


Cross References: 
Sections 2-326 (A.C.A. § 4-2-326) and 
9-312(3) (A.C.A. § 4-9-312(3)). 


Definitional Cross References: 

“Consignment”. Section 
(A.C.A. § 4-1-201(37)). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Notification”. Section 1-201(26) (A.C.A. 
§ 4-1-201(26)). 

“Proceeds”. Section 9-306 (A.C.A. § 4-9- 
306). 

“Security interest”. Section 1-201(37) 
(A.C.A. § 4-1-201(37)). 


1-201(37) 


1972 Official Comment to § 9-201 (A.C.A. § 4-9-201) 


Prior Uniform Statutory Provisions: Sec- 
tion 4, Uniform Conditional Sales Act; 
Section 3, Uniform Trust Receipts Act. 
This section states the general validity 
of a security agreement. In general the 
security agreement is effective between 
the parties; it is likewise effective against 
third parties. Exceptions to this general 
rule arise where there is a specific provi- 


sion in any Article (Chapter) of this Act, 
for example, where Article 1 (Chapter 1) 
invalidates a disclaimer of the obligations 
of good faith, etc. (Section 1-102(3) (A.C.A. 
§ 4-1-102(3))), or this Article (Chapter) 
subordinates the security interest because 
it has not been perfected (Section 9-301 
(A.C.A. § 4-9-301)) or for other reasons 
(see Section 9-312 (A.C.A. § 4-9-312) on 
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priorities) or defeats the security interest 
where certain types of claimants are in- 
volved (for example Section 9-307 (A.C.A. 
§ 4-9-307) on buyers of goods). As pointed 
out in the Note to Section 9-102 (A.C.A. 
§ 4-9-102), there is no intention that the 
enactment of this Article (Chapter) should 
repeal retail installment selling acts or 
small loan acts. Nor of course are the 
usury laws of any state repealed. These 
are mentioned in the text of Section 9-201 
(A.C.A. § 4-9-201) as examples of applica- 
ble laws, outside this Code entirely, which 
might invalidate the terms of a security 
agreement. 


Cross References: 
Sections 1-102(3) (A.C.A. § 4-1-102(3)), 
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9-301 (A.C.A. § 4-9-301), 9-307 (A.C.A. 
§ 4-9-307) and 9-312 (A.C.A. § 4-9-312). 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Security agreement”. Section 9-105 
(A.C.A. § 4-9-1085). 


1972 Official Comment to § 9-202 (A.C.A. § 4-9-202) 


Prior Uniform Statutory Provision: None. 


Purposes: 

The rights and duties of the parties to a 
security transaction and of third parties 
are stated in this Article (Chapter) with- 
out reference to the location of “title” to 
the collateral. Thus the incidents of a 
security interest which secures the pur- 
chase price of goods are the same under 
this Article (Chapter) whether the secured 
party appears to have retained title or the 
debtor appears to have obtained title and 
then conveyed it or a lien to the secured 
party. This Article (Chapter) in no way 
determines which line of interpretation 
(title theory v. lien theory or retained title 
v. conveyed title) should be followed in 
cases where the applicability of some 
other rule of law depends upon who has 
title. Thus if a revenue law imposes a tax 
on the “legal” owner of goods or if a corpo- 
ration law makes a vote of the stockhold- 
ers prerequisite to a corporation “giving” a 
security interest but not if it acquires 
property “subject” to a security interest, 
this Article (Chapter) does not attempt to 
define whether the secured party is a 
“legal” owner or whether the transaction 


“gives” a security interest for the purpose 
of such laws. Other rules of law or the 
agreement of the parties determine the 
location of “title” for such purposes. 

Petitions for reclamation brought by a 
secured party in his debtor’s insolvency 
proceedings have often been granted or 
denied on a title theory: where the secured 
party has title, reclamation will be 
granted; where he has “merely a lien”, 
reclamation may be denied. For the treat- 
ment of such petitions under this Article 
(Chapter), see Point 1 of Comment to 
Section 9-507 (A.C.A. § 4-9-507). 


Cross References: 
Sections 2-401 (A.C.A. § 4-2-401) and 
2-507 (A.C.A. § 4-2-507). 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
200) 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 


1972 Official Comment to § 9-203 (A.C.A. § 4-9-203)* 


Prior Uniform Statutory Provision: Sec- 
tion 2, Uniform Trust Receipts Act. 


Purposes: 
1. Subsection (1) (A.C.A. § 4-9-203(1)) 
states three basic prerequisites to the ex- 


istence of a security interest: agreement, 
value, and collateral. In addition, the 
agreement must be in writing unless the 
collateral is in the possession of the se- 
cured party (including an agent on his 
behalf — see Comment 2 to Section 9-305 


COMMENTARIES 


(A.C.A. § 4-9-305)). When all of these el- 
ements exist, the security agreement be- 
comes enforceable between the parties 
and is said to “attach”. Perfection of a 
security interest (see Section 9-303 
(A.C.A. § 4-9-303) will in many cases de- 
pend on the additional step of filing a 
financing statement (see Section 9-302 
(A.C.A. § 4-9-302)) or possession of the 
collateral (Sections 9-304(1) (A.C.A. § 4- 
9-304(1)) and 9-305 (A.C.A. § 4-9-305)). 
Section 9-301 (A.C.A. § 4-9-301) states 
who will take priority over a security 
interest which has attached but which has 
not been perfected. Subsection (2) (A.C.A. 
§ 4-9-203(2)) states a rule of construction 
under which the security interest, unless 
postponed by explicit agreement, attaches 
automatically when the stated events 
have occurred. 

2. As to the type of description of collat- 
eral in a written security agreement 
which will satisfy the requirements of this 
section, see Section 9-110 (A.C.A. § 4-9- 
110) and Comment thereto. 

In the case of crops growing or to be 
grown or timber to be cut the best identi- 
fication is by describing the land, and 
subsection (1)(a) (A.C.A. § 4-9-203(1)(a)) 
requires such a description. 

3. One purpose of the formal requisites 
stated in subsection (1)(a) (A.C.A. § 4-9- 
203(1)(a)) is evidentiary. The requirement 
of written record minimizes the possibility 
of future dispute as to the terms of a 
security agreement and as to what prop- 
erty stands as collateral for the obligation 
secured. Where the collateral is in the 
possession of the secured party, the evi- 
dentiary need for a written record is much 
less than where the collateral is in the 
debtor’s possession; customarily, of 
course, as a matter of business practice 
the written record will be kept, but, in this 
Article (Chapter) as at common law, the 
writing is not a formal requisite. Subsec- 
tion (1)(a) (A.C.A. § 4-9-203(1)(a)), there- 
fore, dispenses with the written agree- 
ment — and thus with signature and 
description — if the collateral is in the 
secured party’s possession. 

4. The definition of “security agree- 
ment” (Section 9-105 (A.C.A. § 4-9-105)) 
is “an agreement which creates or pro- 
vides for a security interest”. Under that 
definition the requirement of this section 
that the debtor sign a security agreement 
is not intended to reject, and does not 
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reject, the deeply rooted doctrine that a 
bill of sale although absolute in form may 
be shown to have been in fact given as 
security. Under this Article (Chapter) as 
under prior law a debtor may show by 
parol evidence that a transfer purporting 
to be absolute was in fact for security and 
may then, on payment of the debt, assert 
his fundamental right to return of the 
collateral and execution of an acknowledg- 
ment of satisfaction. 

5. The formal requisite of a writing 
stated in this section is not only a condi- 
tion to the enforceability of a security 
interest against third parties, it is in the 
nature of a Statute of Frauds. Unless the 
secured party is in possession of the col- 
lateral, his security interest, absent a 
writing which satisfies paragraph (1)(a) 
(A.C.A. § 4-9-203(1)(a)) is not enforceable 
even against the debtor, and cannot be 
made so on any theory of equitable mort- 
gage or the like. If he has advanced 
money, he is of course a creditor and, like 
any creditor, is entitled after judgment to 
appropriate process to enforce his claim 
against his debtor’s assets; he will not, 
however, have against his debtor the 
rights given a secured party by Part 5 of 
this Article (Chapter) on Default. The the- 
ory of equitable mortgage, insofar as it 
has operated to allow creditors to enforce 
informal security agreements against 
debtors, may well have developed as a 
necessary escape from the elaborate re- 
quirements of execution, acknowledgment 
and the like which the nineteenth century 
chattel mortgage acts vainly relied on asa 
deterrent to fraud. Since this Article 
(Chapter) reduces formal requisites to a 
minimum, the doctrine is no longer neces- 
sary or useful. More harm than good 
would result from allowing creditors to 
establish a secured status by parol evi- 
dence after they have neglected the simple 
formality of obtaining a signed writing. 

6. Subsection (4) (A.C.A. § 4-9-203(4)) 
states that the provisions of regulatory 
statutes covering the field of consumer 
finance prevail over the provisions of this 
Article (Chapter) in case of conflict. The 
second sentence of the subsection is added 
to make clear that no doctrine of total 
voidness for illegality is intended: failure 
to comply with the applicable regulatory 
statute has whatever effect may be speci- 
fied in that statute, but no more. 
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Cross References: 

Sections 4-208 (A.C.A. § 4-4-208) and 
9-113 (A.C.A. § 4-9-1183). 

Point 1: Section 9-110 (A.C.A. § 4-9- 
110). 

Point 5: Part 5. 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Proceeds”. Section 9-306 (A.C.A. § 4-9- 
306). 
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“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security agreement”. Section 9-105 
(A.C.A. § 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-203), to incorporate the 
1972 changes to this Uniform Commercial 
Code section, and by Acts 1985, No. 514, 
§ 7, to incorporate the 1977 changes to 
this Uniform Commercial Code section. 


1972 Official Comment to § 9-204 (A.C.A. § 4-9-204)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-9-204(1)) 
makes clear that a security interest aris- 
ing by virtue of an after-acquired property 
clause has equal status with a security 
interest in collateral in which the debtor 
has rights at the time value is given under 
the security agreement. That is to say: the 
security interest in after-acquired prop- 
erty is not merely an “equitable” interest; 
no further action by the secured party — 
such as the taking of a supplemental 
agreement covering the new collateral — 
is required. This does not however mean 
that the interest is proof against subordi- 
nation or defeat: Section 9-108 (A.C.A. 
§ 4-9-108) should be consulted on when a 
security interest in after-acquired collat- 
eral is not security for antecedent debt, 
and Section 9-312(3) (A.C.A. § 4-9-312(3)) 
and (4) (A.C.A. § 4-9-312(4)) on when 
such a security interest may be subordi- 
nated to a conflicting purchase money 
security interest in the same collateral. 

2. This Article (Chapter) accepts the 
principle of a “continuing general lien”. It 
rejects the doctrine — of which the judi- 
cial attitude toward after-acquired prop- 
erty interests was one expression — that 
there is reason to invalidate as a matter of 
law what has been variously called the 
floating charge, the free-handed mortgage 
and the lien on a shifting stock. This 
Article (Chapter) validates a security in- 
terest in the debtor’s existing and future 
assets, even though (see Section 9-205 
(A.C.A. § 4-9-205)) the debtor has liberty 


to use or dispose of collateral without 
being required to account for proceeds or 
substitute new collateral. (See further, 
however, Section 9-306 (A.C.A. § 4-9-306) 
on Proceeds and Comment thereto.) 

The widespread nineteenth century 
prejudice against the floating charge was 
based on a feeling, often inarticulate in 
the opinions, that a commercial borrower 
should not be allowed to encumber all his 
assets present and future, and that for the 
protection not only of the borrower but of 
his other creditors a cushion of free assets 
should be preserved. That inarticulate 
premise has much to recommend it. This 
Article (Chapter) decisively rejects it not 
on the ground that it was wrong in policy 
but on the ground that it was not effective. 
In pre-Code law there was a multiplica- 
tion of security devices designed to avoid 
the policy: field warehousing, trust re- 
ceipts, factor’s lien acts and so on. The 
cushion of free assets was not preserved. 
In almost every state it was possible be- 
fore the Code for the borrower to give a 
lien on everything he held or would have. 
There have no doubt been sufficient eco- 
nomic reasons for the change. This Article 
(Chapter), in expressly validating the 
floating charge, merely recognizes an ex- 
isting state of things. The substantive 
rules of law set forth in the balance of the 
Article (Chapter) are designed to achieve 
the protection of the debtor and the equi- 
table resolution of the conflicting claims of 
creditors which the old rules no longer 
give. 

Notice that the question of assignment 
of future accounts is treated like any other 
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case of after-acquired property: no peri- 
odic list of accounts is required by this Act. 
Where less than all accounts are assigned 
such a list may of course be necessary to 
permit identification of the particular ac- 
counts assigned. 

3. Subsection (1) (A.C.A. § 4-9-204(1)) 
has been already referred to in connection 
with after-acquired property. It also 
serves to validate the so-called “cross- 
security” clause under which collateral 
acquired at any time may secure advances 
whenever made. 

4. Subsection (2) (A.C.A. § 4-9-204(2)) 
limits the operation of the after-acquired 
property clause against consumers. No 
such interest can be claimed as additional 
security in consumer goods (defined in 
Section 9-109 (A.C.A. § 4-9-109)), except 
accessions (see Section 9-314 (A.C.A. § 4- 
9-314)), acquired more than ten days after 
the giving of value. 

5. Under subsection (3) (A.C.A. § 4-9- 
204(3)) collateral may secure future as 
well as present advances when the secu- 
rity agreement so provides. At common 
law and under chattel mortgage statutes 
there seems to have been a vaguely artic- 
ulated prejudice against future advance 
agreements comparable to the prejudice 
against after-acquired property interests. 
Although only a very few jurisdictions 
went to the length of invalidating inter- 
ests claimed by virtue of future advances, 
judicial limitations severely restricted the 
usefulness of such arrangements. A com- 
mon limitation was that an interest 
claimed in collateral existing at the time 
the security transaction was entered into 
for advances made thereafter was good 
only to the extent that the original secu- 
rity agreement specified the amount of 
such later advances and even the times at 
which they should be made. In line with 
the policy of this Article (Chapter) toward 
after-acquired property interests this sub- 
section validates the future advance inter- 
est, provided only that the obligation be 
covered by the security agreement. 

The effect of after-acquired property 
and future advance clauses in the security 
agreement should not be confused with 
the use of financing statements in notice 
filing. The references to after-acquired 
property clauses and future advance 
clauses in Section 9-204 (A.C.A. § 4-9- 
204) are limited to security agreements. 
This section follows Section 9-203 (A.C.A. 


487 


§ 4-9-203), the section requiring a written 
security agreement, and its purpose is to 
make clear that confirmatory agreements 
are not necessary where the basic agree- 
ment has the clauses mentioned. This 
section has no reference to the operation 
of financing statements. The filing of a 
financing statement is effective to perfect 
security interests as to which the other 
required elements for perfection exist, 
whether the security agreement involved 
is one existing at the date of filing with an 
after-acquired property clause or a future 
advance clause, or whether the applicable 
seculity agreement is executed later. In- 
deed, Section 9-402(1) (A.C.A. § 4-9- 
402(1)) expressly contemplates that a fi- 
nancing statement may be filed when 
there is no security agreement. There is 
no need to refer to after-acquired property 
or future advances in the financing state- 
ment. 

As in the case of interests in after- 
acquired collateral, a security interest 
based on future advances may be subordi- 
nated to conflicting interests in the same 
collateral. See Sections 9-301(4) (A.C.A. 
§ 4-9-301(4)); 9-807(3) (A.C.A. § 4-9- 
307(3)); 9-312(3) (A.C.A. § 4-9-312(3)), (4) 
(A.C.A, § 4-9-312(4)), and (7) (A.C.A. 8 4- 
9-312(7)). 


Cross References: 

Point 1: Sections 9-108 (A.C.A. § 4-9- 
108) and 9-312 (A.C.A. § 4-9-312). 

Point 2: Sections 9-205 (A.C.A. § 4-9- 
205) and 9-306 (A.C.A. § 4-9-306). 

Point 4: Sections 9-109 (A.C.A. § 4-9- 
109) and 9-314 (A.C.A. § 4-9-314). 

Point 5: Sections 9-301(4) (A.C.A. § 4-9- 
301(4)); 9-307(3) (A.C.A. § 4-9-307(3)); 
9-312(3) (A.C.A. § 4-9-312(3)), (4) (A.C.A. 
§ 4-9-812(4)), and (7) (A.C.A. § 4-9- 
BIT): 


Definitional Cross References: 
“Account”. Section 9-106 (A.C.A. § 4-9- 


106). 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Consumer goods”. Section 9-109 


(A.C.A. § 4-9-109). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 
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“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Pursuant to commitment”. 
9-105 (A.C.A. § 4-9-105). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security agreement”. Section 9-105 
(A.C.A. § 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 


Section 1-201 
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“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-204), to incorporate the 
1972 changes to this Uniform Commercial 
Code section, and by Acts 1983, No. 561, 
§ 1 to change the language in subsection 
(2) from “(10) days” to “(21) days”, making 
the language different from this uniform 
act section. 


1972 Official Comment to § 9-205 (A.C.A. § 4-9-205)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. This Article (Chapter) expressly val- 
idates the floating charge or lien on a 
shifting stock. (See Sections 9-201 (A.C.A. 
§ 4-9-201), 9-204 (A.C.A. § 4-9-204), and 
Comment to Section 9-204 (A.C.A. § 4-9- 
204).) This section provides that a security 
interest is not invalid or fraudulent by 
reason of liberty in the debtor to dispose of 
the collateral without being required to 
account for proceeds or substitute new 
collateral. It repeals the rule of Benedict v. 
Ratner, 268 U.S. 353, 45 S.Ct. 566, 69 
L.Ed. 991 (1925), and other cases which 
held such arrangements void as a matter 
of law because the debtor was given un- 
fettered dominion or control over the col- 
lateral. The principle effect of the 
Benedict rule has been, not to discourage 
or eliminate security transactions in in- 
ventory and accounts receivable — on the 
contrary such transactions have vastly 
increased in volume — but rather to force 
financing arrangements in this field to- 
ward a self-liquidating basis. Further- 
more, several lower court cases drew im- 
plications from Justice Brandeis’ opinion 
in Benedict v. Ratner which required lend- 
ers operating in this field to observe a 
number of needless and costly formalities: 
for example it was thought necessary for 
the debtor to make daily remittances to 
the lender of all collections received, even 
though the amount remitted is immedi- 
ately returned to the debtor in order to 
keep the loan at an agreed level. 

2. The Benedict rule was, in the ac- 
counts receivable field, repealed in many 
of the state accounts receivable statutes 
enacted after 1943, and, in the inventory 
field, by some of the factor’s lien statutes. 


(Benedict v. Ratner purported to state the 
law of New York and not a rule of federal 
bankruptcy law. Since its acceptance is a 
matter of state law, it can of course be 
rejected by state statute.) 

3. The requirement of “policing” is the 
substance of the Benedict rule. While this 
section repeals Benedict in matters of 
form, the filing requirements (Section 
9-302 (A.C.A. § 4-9-302)) give other cred- 
itors the opportunity to ascertain from 
public sources whether property of their 
debtor or prospective debtor is subject to 
secured claims, and the provisions about 
proceeds (Section 9-306(4) (A.C.A. § 4-9- 
306(4))) enable creditors to claim collec- 
tions which were made by the debtor more 
than 10-days before insolvency proceed- 
ings and commingled or deposited in a 
bank account before institution of the in- 
solvency proceedings. The repeal of the 
Benedict rule under this section must be 
read in the light of these provisions. 

4. Other decisions reaching results like 
that in the Benedict case, but relating to 
other aspects of dominion (of which Lee v. 
State Bank & Trust Co., 54 F.2d 518 (2d 
Cir. 1931), is an example) are likewise 
rejected. 

5. Nothing in Section 9-205 (A.C.A. 
§ 4-9-205) prevents such “policing” or do- 
minion as the secured party and the 
debtor may agree upon; business and not 
legal reasons will determine the extent to 
which strict accountability, segregation of 
collections, daily reports and the like will 
be employed. 

6. The last sentence is added to make 
clear that the section does not mean that 
the holder of an unfiled security interest, 
whose perfection depends on possession of 
the collateral by the secured party or by a 
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bailee (such as a field warehouseman), can 
allow the debtor access to and control over 
the goods without thereby losing his per- 
fected interest. The common law rules on 
the degree and extent of possession which 
are necessary to perfect a pledge interest 
or to constitute a valid field warehouse are 
not relaxed by this or any other section of 
this Article (Chapter). 


Cross References: 

Point 1: Sections 9-201 (A.C.A. § 4-9- 
201) and 9-204 (A.C.A. § 4-9-204). 

Point 3: Sections 9-302 (A.C.A. § 4-9- 
302) and 9-306(4) (A.C.A. § 4-9-306(4)). 

Point 6: Sections 9-304 (A.C.A. § 4-9- 
304) and 9-305 (A.C.A. § 4-9-305). 


Definitional Cross References: 

“Account”. Section 9-106 (A.C.A. § 4-9- 
106). 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-105). 


489 


“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Proceeds”. Section 9-306 (A.C.A. § 4-9- 
306). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 


(A.C.A. § 4-1-201). 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-205), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


1972 Official Comment to § 9-206 (A.C.A. § 4-9-206)* 


Prior Uniform Statutory Provision: Sec- 
tion 2, Uniform Conditional Sales Act. 


Purposes: 

1. Clauses are frequently inserted in 
installment purchase contracts under 
which the conditional vendee agrees not to 
assert defenses against an assignee of the 
contract. These clauses have led to litiga- 
tion and their present status under the 
case law is in confusion. In some jurisdic- 
tions they have been held void as attempts 
to create negotiable instruments outside 
the framework of Article 3 (Chapter 3) or 
on grounds of public policy; in others they 
have been allowed to operate to cut off at 
least defenses based on breach of war- 
ranty. Under subsection (1) (A.C.A. § 4-9- 
206(1)) such clauses in a security agree- 
ment are validated outside the consumer 
field, but only as to defenses which could 
be cut off if a negotiable instrument were 
used. This limitation is important since if 
the clauses were allowed to have full effect 
as typically drafted, they would operate to 
cut off real as well as personal defenses. 
The execution of a negotiable note in con- 
nection with a security agreement is given 
like effect as the execution of an agree- 
ment containing a waiver of defense 
clause. The same rules are made applica- 
ble to leases as to security agreements, 


whether or not the lease is intended as 
security. 

2. This Article (Chapter) takes no posi- 
tion on the controversial question whether 
a buyer of consumer goods may effectively 
waive defenses by contractual clause or by 
execution of a negotiable note. In some 
states such waivers have been invalidated 
by statute. In other states the course of 
judicial decision has rendered them inef- 
fective or unreliable — courts have found 
that the assignee is not protected against 
the buyer’s defense by a clause in the 
contract or that the holder of a note, by 
reason of his too close connection with the 
underlying transaction, does not have the 
rights of a holder in due course. This 
Article (Chapter) neither adopts nor re- 
jects the approach taken in such statutes 
and decisions, except that the validation 
of waivers in subsection (1) (A.C.A. § 4-9- 
206(1)) is expressly made “subject to any 
statute or decision” which may restrict the 
waiver’s effectiveness in the case of a 
buyer of consumer goods. 

3. Subsection (2) (A.C.A. § 4-9-206(2)) 
makes clear, as did Section 2 of the Uni- 
form Conditional Sales Act, that purchase 
money security transactions are sales, 
and warranty rules for sales are applica- 
ble. It also prevents a buyer from inad- 
vertently abandoning his warranties by a 
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“no warranties” term in the security 
agreement when warranties have already 
been created under the sales arrange- 
ment. Where the sales arrangement and 
the purchase money security transaction 
are evidenced by only one writing, that 
writing may disclaim, limit or modify war- 
ranties to the extent permitted by Article 
2 (Chapter 2). 


Cross References: 

Point 1: Section 3-305 (A.C.A. § 4-3- 
305). 

Point 2: Section 9-203(2) (A.C.A. § 4-9- 
203(2)). 

Point 3: Sections 2-102 (A.C.A. § 4-2- 
102) and 2-316 (A.C.A. § 4-2-316). 


Definitional Cross References: 
“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 
“Consumer _ goods”. 
(A.C.A. § 4-9-109). 
“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 
“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 


Section 9-109 


UNIFORM COMMERCIAL CODE 


“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Holder in due course”. Sections 3-302 
(A.C.A. § 4-3-302) and 9-105 (A.C.A. § 4- 
9-105). 

“Negotiable instrument”. Section 3-104 
(A.C.A. § 4-3-104). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase money security interest”. 
Section 9-107 (A.C.A. § 4-9-107). 

“Sale”. Sections 2-106 (A.C.A. § 4-2- 
106) and 9-105 (A.C.A. § 4-9-105). 

“Security agreement”. Section 9-105 
(A.C.A. § 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
BOT): 


Section 1-201 


*This section was amended by Acts 1967, 
No. 303, § 30, to incorporate the 1962 
changes to this Uniform Commercial Code 
section. 


1972 Official Comment to § 9-207 (A.C.A. § 4-9-207)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-9-207(1)) 
states the duty to preserve collateral im- 
posed on a pledge at common law. See 
Restatement of Security, §§ 17, 18. In 
many cases a secured party having collat- 
eral in his possession may satisfy this 
duty by notifying the debtor of any act 
which must be taken and allowing the 
debtor to perform such act himself. If the 
secured party himself takes action, his 
reasonable expenses may be added to the 
secured obligation. 

Under Section 1-102(3) (A.C.A. § 4-1- 
102(3)) the duty to exercise reasonable 
care may not be disclaimed by agreement, 
although under that section the parties 
remain free to determine by agreement, in 
any manner not manifestly unreasonable, 
what shall constitute reasonable care in a 
particular case. 

2. Subsection (2) (A.C.A. § 4-9-207(2)) 
states rules, which follow common law 
precedents, and which apply, unless there 
is agreement otherwise, in typical situa- 
tions during the period while the secured 
party is in possession of the collateral. 


3. The right of a secured party holding 
instruments or documents to have them 
indorsed or transferred to him or his order 
is dealt with in the relevant sections of 
Articles 3 (Chapter 3) (Commercial Pa- 
per), 7 (Chapter 7) (Warehouse Receipts, 
Bills of Lading and Other Documents) and 
8 (Chapter 8) (Investment Securities). 
(Sections 3-201 (A.C.A. § 4-3-201), 7-506 
(A.C.A. § 4-7-506), 8-307 (A.C.A. § 4-8- 
307).) 

4. This section applies when the se- 
cured party has possession of the collat- 
eral before default as a pledgee, and also 
when he has taken possession of the col- 
lateral after default. See Section 9-501(1) 
(A.C.A. § 4-9-501(1)) and (2) (A.C.A. § 4- 
9-501(2)). Subsection (4) (A.C.A. § 4-9- 
207(4)) permits operation of the collateral 
in the circumstances stated, and subsec- 
tion (2)(a) (A.C.A. § 4-9-207(2)(a)) autho- 
rizes payment of or provision for expenses 
of such operation. Agreements providing 
for such operation are common in trust 
indentures securing corporate bonds and 
are particularly important when the col- 
lateral is a going business. Such an agree- 
ment cannot of course disclaim the duty of 
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care established by subsection (1) (A.C.A. 
§ 4-9-207(1)), nor can it waive or modify 
the rights of the debtor contrary to Section 
9-501(3) (A.C.A. § 4-9-501(3)). 


Cross References: 

Point 1: Section 1-102(3) (A.C.A. § 4-1- 
102(3)). 

Point 3: Sections 3-201 (A.C.A. § 4-3- 
201), 7-506 (A.C.A. § 4-7-506) and 8-307 
(A.C.A. § 4-8-307). 

Point 4: Section 9-501(2) (A.C.A. § 4-9- 
501(2)) and Part 5. 


Definitional Cross References: 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 
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“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Instrument”. 
§ 4-9-105). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 9-105 (A.C.A. 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1, to incorporate the 1972 
changes to this Uniform Commercial Code 
section. 


1972 Official Comment to § 9-208 (A.C.A. § 4-9-208) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. To provide a procedure whereby a 
debtor may obtain from the secured party 
a statement of the amount due on the 
obligation and in some cases a statement 
of the collateral. 

2. The financing statement required to 
be filed under this Article (Chapter) (see 
Section 9-402 (A.C.A. § 4-9-402)) may dis- 
close only that a secured party may have a 
security interest in specified types of col- 
lateral owned by the debtor. Unless a copy 
of the security agreement itself is filed as 
the financing statement third parties are 
told neither the amount of the obligation 
secured nor which particular assets are 
covered. Since subsequent creditors and 
purchasers may legitimately need more 
detailed information, it is necessary to 
provide a procedure under which the se- 
cured party will be required to make dis- 
closure. On the other hand, the secured 
party should not be under a duty to dis- 
close details of business operations to any 
casual inquirer or competitor who asks for 
them. This section gives the right to de- 
mand disclosure only to the debtor, who 
will typically request a statement in con- 
nection with negotiations with subse- 
quent creditors and purchasers, or for the 
purpose of establishing his credit standing 
and proving which of his assets are free of 
the security interest. The secured party is 


further protected against onerous re- 
quests by the provisions that he need 
furnish a statement of collateral only 
when his own records identify the collat- 
eral and that if he claims all of a particu- 
lar type of collateral owned by the debtor 
he is not required to approve an itemized 
list. 


Cross Reference: 
Point 2: Section 9-402 (A.C.A. § 4-9- 
402). 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Know”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Receive”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security agreement”. Section 9-105 
(A.C.A. § 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 
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1972 Official Comment to § 9-301 (A.C.A. § 4-9-301)* 


Prior Uniform Statutory Provision: Sec- 
tions 8(2) and 9(2)(b), Uniform Trust Re- 
ceipts Act; Section 5, Uniform Conditional 
Sales Act. 


Purposes: 

1. This section (A.C.A. § 4-9-301) lists 
the classes of persons who take priority 
over an unperfected security interest. As 
in Section 60 of the Federal Bankruptcy 
Act, the term “perfected” is used to de- 
scribe a security interest in personal prop- 
erty which cannot be defeated in insol- 
vency proceedings or in general by 
creditors. A security interest is “perfected” 
when the secured party has taken what- 
ever steps are necessary to give him such 
an interest. These steps are explained in 
the five following sections (9-302 through 
9-306 (A.C.A. §§ 4-9-302 through 4-9- 
306)). 

2. Section 9-312 (A.C.A. § 4-9-312) 
states general rules for the determination 
of priorities among conflicting security in- 
terests and in addition refers to other 
sections which state special rules of prior- 
ity in a variety of situations. The interests 
given priority under Section 9-312 (A.C.A. 
§ 4-9-312) and the other sections therein 
cited take such priority in general even 
over a perfected security interest. A forti- 
ori they take priority over an unperfected 
security interest, and paragraph (1)(a) 
(A.C.A. § 4-9-301(1)(a)) of this section so 
states. 

3. Paragraph (1)(b) (A.C.A. § 4-9- 
301(1)(b)) provides that an unperfected 
security interest is subordinate to the 
rights of lien creditors. The section (A.C.A 
§ 4-9-301) rejects the rule applied in 
many jurisdictions in pre-Code law that 
an unperfected security interest is subor- 
dinated to all creditors, but requires the 
lien obtained by legal proceedings to at- 
tach to the collateral before the security 
interest is perfected. The section (A.C.A. 
§ 4-9-301) subordinates the unperfected 
security interest but does not subordinate 
the secured debt to the lien. 

4. Paragraphs (1)(c) (A.C.A. § 4-9- 
301(1)(c)) and (1)(d) (ACA. § 4-9- 
301(1)(d)) deal with purchasers (other 
than secured parties) of collateral who 
would take subject to a perfected security 
interest but who are by these subsections 
given priority over an unperfected secu- 


rity interest. In the cases of goods and of 
intangibles of the type whose transfer is 
effected by physical delivery of the repre- 
sentative piece of paper (instruments, doc- 
uments and chattel paper) the purchaser 
who takes priority must both give value 
and receive delivery of the collateral with- 
out knowledge of the existing security 
interest and before perfection (paragraph 
(1)(c) (A.C.A. § 4-9-301(1\(c))). Thus even 
if the purchaser gave value without 
knowledge and before perfection, he 
would take subject to the security interest 
if perfection occurred before physical de- 
livery of the collateral to him. The para- 
graph (1)(c) (A.C.A. § 4-9-301(1)(c)) rule is 
obviously not appropriate where the col- 
lateral consists of intangibles and there is 
no representative piece of paper whose 
physical delivery is the only or the cus- 
tomary method of transfer. Therefore with 
respect to such intangibles (accounts and 
general intangibles), paragraph (1)d) 
(A.C.A. § 4-9-301(1)(d)) gives priority to 
any transferee who has given value with- 
out knowledge and before perfection of the 
security interest. 

The term “buyer in ordinary course of 
business” referred to in paragraph (1)(c) 
(A.C.A. § 4-9-301(1)(c)) is defined in Sec- 
tion 1-201(9) (A.C.A. § 4-1-201(9)). 

Other secured parties are excluded from 
paragraphs (1)(c) (A.C.A. § 4-9-301(1)(c)) 
and (1)(d) (A.C.A. § 4-9-301(1)(d)) because 
their priorities are covered in Section 
9-312 (A.C.A. § 4-9-312) (see point 2 of 
this Comment). 

5. Except to the extent provided in sub- 
section (2) (A.C.A. § 4-9-301(2)), this Ar- 
ticle (Chapter) (A.C.A. § 4-9-101 et seq.) 
does not permit a secured party to file or 
take possession after another interest has 
received priority under subsection (1) 
(A.C.A. § 4-9-301(1)) and thereby protect 
himself against the intervening interest. 

A few chattel mortgage statutes did 
have grace periods, i.e., a filing within x 
days after the mortgage was given related 
back to the day the mortgage was given. 
The Uniform Conditional Sales Act had a 
ten-day period which cut off all interven- 
ing interests. The Uniform Trust Receipts 
Act had a thirty-day period but did not cut 
off the interest of a purchaser who took 
delivery before the filing. 


COMMENTARIES 


Subsection (2) (A.C.A. § 4-9-301(2)) 
gives a grace period for perfection by filing 
as to purchase money security interests 
only (that term is defined in Section 9-107 
(A.C.A. § 4-9-107)). The grace period runs 
for ten days after the debtor receives pos- 
session of the collateral but operates to cut 
off only the interests of intervening lien 
creditors or bulk purchasers. 

6. Subsection (3) (A.C.A. § 4-9-301(3)) 
defines “lien creditor”, following in sub- 
stance the provisions of the Uniform Trust 
Receipts Act. 

7. Subsection (4) (A.C.A. § 4-9-301(4)) 
deals with the question whether advances 
under an existing security interest in col- 
lateral, made after rights of lien creditors 
have attached to that collateral, will take 
precedence over rights of lien creditors. 
See related problems in Sections 9-307(3) 
(A.C.A. § 4-9-307(3)) and 9-312(7) (A.C.A. 
§ 4-9-312(7)). In this section (A.C.A. § 4- 
9-301), because of the impact of the rule 
chosen on the question whether the secu- 
rity interest for future advances is “pro- 
tected” under Sections 6323(c)(2) and (d) 
of the Internal Revenue Code as amended 
by the Federal Tax Lien Act of 1966, the 
priority of the security interest for future 
advances over a judgment lien is made 
absolute for 45 days regardless of know!- 
edge of the secured party concerning the 
judgment lien. If, however, the advance is 
made after the 45 days, the advance will 
not have priority unless it was made or 
committed without knowledge of the lien 
obtained by legal proceedings. The impor- 
tance of the rule chosen for actual conflicts 
between secured parties making subse- 
quent advances and judgment lien credi- 
tors may not be great; but the rule chosen 
for the first 45 days is important in effec- 
tuating the intent of the Federal Tax Lien 
Act of 1966. 

8. The word “only” in subsection (4) 
(A.C.A. § 4-9-301(4)) is limited in its ef- 
fect to the lien creditor’s subjection to the 
specified advances. It does not limit the 
lien creditor’s subjection to whatever 
other rights the secured party may have 
by contract or law, e.g., the right to inter- 
est before or after the attachment of the 
judgment lien to the collateral or the right 
to foreclosure expenses or other collection 
expenses. See PEB Commentary No. 2, 
dated March 10, 1990. 

9. There is no conflict between the prin- 
ciple of § 9-301(1) (A.C.A. § 4-9-301(1)) 
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and the “shelter principle,” which is ap- 
plied at several points in the statute, but 
is most explicitly stated in § 2-403(1) 
(A.C.A. § 4-2-403(1)): “A purchaser of 
goods acquires all title which his trans- 
feror had....” 

Although § 9-301(1) (A.C.A. § 4-9- 
301(1)) fails to state the shelter principle 
expressly, that principle is applicable 
where a person who had met the condi- 
tions for prevailing over an unperfected 
security interest transfers his right to 
another person after the security interest 
is perfected. See PEB Commentary No. 6, 
dated March 10, 1990. 

The rules for subordination of 
unperfected security interests have a pur- 
pose—in common with similar rules in all 
filing and recording systems—to impose 
sanctions for not adhering to filing or 
recording requirements. Such rules are 
necessary to make the system effective 
and enforce the policy against secret liens. 
The shelter principle recognizes that 
when a person in a protected class trans- 
fers his right after the security interest 
has been perfected, the right will be di- 
minished in value unless the sanction is 
continued. The sanction imposed by § 9- 
301(1) (A.C.A. § 4-9-301(1)) is that mem- 
bers of protected classes take free of an 
unperfected security interest. That sanc- 
tion should be continued to protect trans- 
ferees from those members in order to 
fulfill the purpose of the section. 


Cross References: 

Section 9-312 (A.C.A. § 4-9-312). 

Point 1: Sections 9-302 through 9-306 
(A.C.A. §§ 4-9-302 through 4-9-306). 

Point 7: Sections 9-204 (A.C.A. § 4-9- 
204), 9-307(3) (A.C.A. § 4-9-307(3)) and 
9-312(7) (A.C.A. § 4-9-312(7)). 


Definitional Cross References: 

“Account”. Section 9-106 (A.C.A. § 4-9- 
106). 

“Buyer in ordinary course of business”. 
Section 1-201 (A.C.A. § 4-1-201). 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 9-105 (A.C.A. § 4- 
9-105). 


494 


“General intangibles”. Section 9-106 
(A.C.A. § 4-9-106). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Instrument”. 
§ 4-9-105). 

“Knowledge”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase money security interest”. 
Section 9-107 (A.C.A. § 4-9-107). 

“Pursuant to commitment”. 
9-105 (A.C.A. § 4-9-105). 

“Representative”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 9-105 (A.C.A. 


Section 
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“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


*This section was amended by Acts 1973, 


No. 116, § 1 (9-301), to incorporate the 
1972 changes to this Uniform Commercial 
Code section, and by Acts 1983, No. 561, 
§ 2, to change the language of “ten days” 
in subsection (2) to “twenty-one (21) days”, 
making the language different from the 
Uniform Act section. 


1972 Official Comment to § 9-302 (A.C.A. § 4-9-302)* 


Prior Uniform Statutory Provision: Sec- 
tion 5, Uniform Conditional Sales Act; 
Section 8, Uniform Trust Receipts Act. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-9-302(1)) 
states the general rule that to perfect a 
security interest under this Article (Chap- 
ter) a financing statement must be filed. 
Paragraphs (1)(a) through (1)(g) (A.C.A. 
§ 4-9-302(1)(a) through 4-9-302(1)(g)) ex- 
empt from the filing requirement the 
transactions described. Subsection (3) 
(A.C.A. § 4-9-302(3)) further sets out cer- 
tain transactions to which the filing pro- 
visions of this Article (Chapter) do not 
apply, but it does not defer to another 
state statute on the filing of inventory 
security interests. The cases recognized 
are those where suitable alternative sys- 
tems for giving public notice of a security 
interest are available. Subsection (4) 
(A.C.A. § 4-9-302(4)) states the conse- 
quences of such other form of notice. 

Section 9-303 (A.C.A. § 4-9-303) states 
the time when a security interest is per- 
fected by filing or otherwise. Part 4 of the 
Article (Chapter) deals with the mechan- 
ics of filing: place of filing, form of financ- 
ing statement and so on. 

2. As at common law, there is no re- 
quirement of filing when the secured 
party has possession of the collateral in a 
pledge transaction (paragraph (1)(a) 
(A.C.A. § 4-9-302(1)(a))). Section 9-305 
(A.C.A. § 4-9-305) should be consulted on 
what collateral may be pledged and on the 
requirements of possession. 


3. Under this Article (Chapter), as un- 
der the Uniform Trust Receipts Act, filing 
is not effective to perfect a security inter- 
est in instruments. See Section 9-304(1) 
(A.C.A. § 4-9-304(1)). 

4. Where goods subject to a security 
interest are left in the debtor’s possession, 
the only permanent exception from the 
general filing requirement is that stated 
in paragraph (1)(d) (A.C.A. § 4-9- 
302(1)(d)): purchase money security inter- 
ests in consumer goods. For temporary 
exceptions, see Sections 9-304(5)(a) 
(A.C.A. § 4-9-304(5)(a)) and 9-306 (A.C.A. 
§ 4-9-306). 

In many jurisdictions under prior law 
security interests in consumer goods un- 
der conditional sale or bailment leases 
were not subject to filing requirements. 
Paragraph (1)(d) (A.C.A. § 4-9-302(1)(d)) 
follows the policy of those jurisdictions. 
The paragraph changes prior law in juris- 
dictions where all conditional sales and 
bailment leases were subject to a filing 
requirement, except that filing is required 
for purchase money security interests in 
consumer fixtures to attain priority under 
Section 9-313 (A.C.A. § 4-9-313) against 
real estate interests. 

Although the security interests de- 
scribed in paragraph (1)(d) (A.C.A. § 4-9- 
302(1)(d)) are perfected without filing, 
Section 9-307(2) (A.C.A. § 4-9-307(2)) pro- 
vides that unless a financing statement is 
filed certain buyers may take free of the 
security interest even though perfected. 


COMMENTARIES 


See that section and the Comment 
thereto. 

On filing for security interests in motor 
vehicles under certificate of title laws see 
subsection (3) (A.C.A. § 4-9-302(3)) of this 
section. 

5. A financing statement must be filed 
to perfect a security interest in accounts 
except for the transactions described in 
paragraphs (1)(e) (A.C.A. § 4-9-302(1)(e)) 
and (g) (A.C.A. § 4-9-302(1)(g)). It should 
be noted that this Article (Chapter) ap- 
plies to sales of accounts and chattel paper 
as well as to transfers thereof for security 
(Section 9-102(1)(b) (ACA. § 4-9- 
102(1)(b))); the filing requirement of this 
section applies both to sales and to trans- 
fers thereof for security. In this respect 
this Article (Chapter) follows many of the 
pre-Code statutes regulating assignments 
of accounts receivable. 

Over forty jurisdictions had enacted ac- 
counts receivable statutes. About half of 
these statutes required filing to protect or 
perfect assignments; of the remainder, one 
was a so-called “bookmarking” statute and 
the others validated assignments without 
filing. This Article (Chapter) adopts the 
filing requirement, on the theory that 
there is no valid reason why public notice 
is less appropriate for assignments of ac- 
counts than for any other type of 
nonpossessory interest. Section 9-305 
(A.C.A. § 4-9-305), furthermore, excludes 
accounts from the types of collateral 
which may be the subject of a possessory 
security interest: filing is thus the only 
means of perfection contemplated by this 
Article (Chapter). See Section 9-306 
(A.C.A. § 4-9-306) on accounts as pro- 
ceeds. 

The purpose of the subsection (1)(e) 
(A.C.A. § 4-9-302(1)(e)) exemption is to 
have from ex post facto invalidation ca- 
sual or isolated assignments: some ac- 
counts receivable statutes were so broadly 
drafted that all assignments, whatever 
their character or purpose, fell within 
their filing provisions. Under such stat- 
utes many assignments which no one 
would think of filing might have been 
subject to invalidation. The paragraph 
(1)(e) (A.C.A. § 4-9-302(1)(e)) exemption 
goes to that type of assignment. Any per- 
son who regularly takes assignments of 
any debtor’s accounts should file. In this 
connection Section 9-104(f) (A.C.A. § 4-9- 
104(f)) which excludes certain transfers of 
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accounts from the Article (Chapter) 
should be consulted. 

Assignments of interests in trusts and 
estates are not required to be filed because 
they are often not thought of as collateral 
comparable to the types dealt with by this 
Article (Chapter). Assignments for the 
benefit of creditors are not required to be 
filed because they are not financing trans- 
actions and the debtor will not ordinarily 
be engaging in further credit transaction. 

6. With respect to the paragraph (1)(f) 
(A.C.A. § 4-9-302(1)(f)) exemptions, see 
the sections cited therein and Comments 
thereto. 

7. The following example will explain 
the operation of subsection (2) (A.C.A. 
§ 4-9-302(2)): Buyer buys goods from 
Seller who retains a security interest in 
them which he perfects. Seller assigns the 
perfected security interest to X. The secu- 
rity interest, in X’s hands and without 
further steps on his part, continues per- 
fected against Buyer’s transferees and 
creditors. If, however, the assignment 
from Seller to X was itself intended for 
security (or was a sale of accounts or 
chattel paper), X must take whatever 
steps may be required for perfection in 
order to be protected against Seller’s 
transferees and creditors. 

8. Subsection (3) (A.C.A. § 4-9-302(3)) 
exempts from the filing provisions of this 
Article (Chapter) transactions as to which 
an adequate system of filing, state or 
federal, has been set up outside this Arti- 
cle (Chapter) and subsection (4) (A.C.A. 
§ 4-9-302(4)) makes clear that when such 
a system exists perfection of a relevant 
security interest can be had only through 
compliance with that system (ie., filing 
under this Article (Chapter) is not a per- 
missible alternative). 

Examples of the type of federal statute 
referred to in paragraph (3)(a) (A.C.A. 
§ 4-9-302(3)(a)) are the provisions of 17 
U.S.C. §§ 28, 30 (copyrights), 49 U.S.C. 
§ 1403 (aircraft), 49 U.S.C. § 20(c) (rail- 
roads). The Assignment of Claims Act of 
1940, as amended, provides for notice to 
contracting and disbursing officers and to 
sureties on bonds but does not establish a 
national filing system and therefore is not 
within the scope of paragraph (3)(a) 
(A.C.A. § 4-9-302(3)(a)). An assignee of a 
claim against the United States, who 
must of course comply with the Assign- 
ment of Claims Act, must also file under 
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this Article (Chapter) in order to perfect 
his security interest against creditors and 
transferees of his assignor. 

Some states have enacted central filing 
statutes with respect to security transac- 
tions in kinds of property which are of 
special importance in the local economy. 
Subsection (3) (A.C.A. § 4-9-302(3)) 
adopts such statutes as the appropriate 
filing system for such property. 

In addition to such central filing stat- 
utes many states have enacted certificate 
of title laws covering motor vehicles and 
the like. Subsection (3) (A.C.A. § 4-9- 
302(3)) exempts transactions covered by 
such laws from the filing requirements of 
this Article (Chapter). 

For a discussion of the operation of state 
motor vehicle certificate of title laws in 
interstate contexts, see Comment 4 to 
Section 9-103 (A.C.A. § 4-9-1083). 

9. Perfection of a security interest un- 
der a state or federal statute of the type 
referred to in subsection (3) (A.C.A. § 4- 
9-302(3)) has all the consequences of per- 
fection under the provisions of this Article 
(Chapter). Subsection (4) (A.C.A. § 4-9- 
302(4)). 


Cross References: 

Point 1: Section 9-303 (A.C.A. § 4-9- 
303) and Part 4. 

Point 2: Section 9-305 (A.C.A. § 4-9- 
305). 

Point 3: Section 9-304(1) (A.C.A. § 4-9- 
304(1)). 

Point 4: Section 9-307(2) (A.C.A. § 4-9- 
307(2)). 

Point 5: Sections 9-102(1)(b) (A.C.A. 
§ 4-9-102(1)(b)), 9-104(f) (A.C.A. § 4-9- 
104(f)) and 9-305 (A.C.A. § 4-9-305). 

Point 6: Sections 4-208 (A.C.A. § 4-4- 
208) and 9-113 (A.C.A. § 4-9-1183). 


Definitional Cross References: 
“Account”. Section 9-106 (A.C.A. § 4-9- 
106). 
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“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Consumer goods”. 
(A.C.A. § 4-9-109). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Delivery”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Document”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Equipment”. Section 9-109 (A.C.A.§ 4- 
9-109). 

“Fixture”. Section 9-313 (A.C.A. § 4-9- 
3138); 

“Fixture filing”. Section 9-313 (A.C.A. 
§ 4-9-313). 

“Instrument”. 
§ 4-9-105). 

“Inventory”. Section 9-109 (A.C.A. § 4- 
9-109). 

“Proceeds”. Section 9-306 (A.C.A. § 4-9- 
306). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Purchase money security interest”. 
Section 9-107 (A.C.A. § 4-9-107). 

“Sale”. Sections 2-106 (A.C.A. § 4-2- 
106) and 9-105 (A.C.A. § 4-9-105). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 9-109 


Section 9-105 (A.C.A. 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-302), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. It was also amended by Acts 
1983, No. 561, § 3, which changed the 
time period in subsection (b) from “a ten 
day period” to “a twenty-one (21) day pe- 
riod”. It was also amended by Acts 1985, 
No. 514, § 8, to incorporate the 1977 
changes to this Uniform Commercial Code 
section. 


1972 Official Comment to § 9-303 (A.C.A. § 4-9-303) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. The term “attach” is used in this 
Article (Chapter) to describe the point at 
which property becomes subject to a secu- 
rity interest. The requisites for attach- 
ment are stated in Section 9-203 (A.C.A. 
§ 4-9-203). When it attaches a security 


interest may be either perfected or 
unperfected: “Perfected” means that the 
secured party has taken all the steps 
required by this Article (Chapter) as spec- 
ified in the several sections listed in sub- 
section (1) (A.C.A. § 4-9-303(1)). A per- 
fected security interest may still be or 
become subordinate to other interests (see 


COMMENTARIES 


Section 9-312 (A.C.A. § 4-9-312)) but in 
general after perfection the secured party 
is protected against creditors and trans- 
ferees of the debtor and in particular 
against any representative of creditors in 
insolvency proceedings instituted by or 
against the debtor. Subsection (1) (A.C.A. 
§ 4-9-303(1)) states the truism that the 
time of perfection is when the security 
interest has attached and any necessary 
steps for perfection (such as taking pos- 
session or filing) have been taken. If the 
steps for perfection have been taken in 
advance (as when the secured party files a 
financing statement before giving value or 
before the debtor acquires rights in the 
collateral), then the interest is perfected 
automatically when it attaches. 

2. The following example will illustrate 
the operation of subsection (2) (A.C.A. 
§ 4-9-303(2)): A bank which has issued a 
letter of credit honors drafts drawn under 
the credit and receives possession of the 
negotiable bill of lading covering the goods 
shipped. Under Sections 9-304(2) (A.C.A. 
§ 4-9-304(2)) and 9-305 (A.C.A. § 4-9- 
305) the bank now has a perfected secu- 
rity interest in the document and the 
goods. The bank releases the bill of lading 
to the debtor for the purpose of procuring 
the goods from the carrier and selling 
them. Under Section 9-304(5) (A.C.A. § 4- 
9-304(5)) the bank continues to have a 
perfected security interest in the docu- 
ment and goods for 21 days. The bank files 
before the expiration of the 21-day period. 
Its security interest now continues per- 
fected for as long as the filing is good. The 
goods are sold by the debtor. The bank 
continues to have a security interest in 
the proceeds of the sale to the extent 
stated in Section 9-306 (A.C.A. § 4-9-306). 

If the successive stages of the bank’s 
security interest succeed each other with- 
out an intervening gap, the security inter- 
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est is “continuously perfected” and the 
date of perfection is when the interest first 
became perfected (i.e., in the example 
given, when the bank received possession 
of the bill of lading against honor of the 
drafts). If, however, there is a gap between 
stages — for example, if the bank does not 
file until after the expiration of the 21-day 
period specified in Section 9-304(5) 
(A.C.A. § 4-9-304(5)), the collateral still 
being in the debtor’s possession — then, 
the chain being broken, the perfection is 
no longer continuous. The date of perfec- 
tion would now be the date of filing (after 
expiration of the 21-day period); the 
bank’s interest might now become subject 
to attack under Section 60 of the Federal 
Bankruptcy Act and would be subject to 
any interests arising during the gap pe- 
riod which under Section 9-301 (A.C.A. 
§ 4-9-3801) take priority over an 
unperfected security interest. 

The rule of subsection (2) (A.C.A. § 4-9- 
303(2)) would also apply to the case of 
collateral brought into this state subject to 
a security interest which became per- 
fected in another state or jurisdiction. See 
Section 9-103(1)(d) (A.C.A. § 4-9- 
103(1)(d)). 


Cross References: 

Sections 9-302 (A.C.A. § 4-9-302), 9-304 
(A.C.A. § 4-9-304), 9-305 (A.C.A. § 4-9- 
305) and 9-306 (A.C.A. § 4-9-306). 

Point 1: Sections 9-204 (A.C.A. § 4-9- 
204) and 9-312 (A.C.A. § 4-9-312). 

Point 2: Sections 9-103(1)(d) (A.C.A. 
§ 4-9-103(1)(d)) and 9-301 (A.C.A. § 4-9- 
301). 


Definitional Cross References: 

“Attach”. Section 9-203 (A.C.A. § 4-9- 
203). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 1-201 


1972 Official Comment to § 9-304 (A.C.A. § 4-9-304)* 


Prior Uniform Statutory Provision: Sec- 
tions 3 and 8(1), Uniform Trust Receipts 
Act. 

Purposes: 

1. For most types of property, filing and 
taking possession are alternative methods 
of perfection. For some types of intangi- 
bles (i.e., accounts and general intangi- 
bles) filing is the only available method 


(see Section 9-305 (A.C.A. § 4-9-305) and 
point 1 of Comment thereto). With respect 
to instruments subsection (1) (A.C.A. § 4- 
9-304(1)) provides that, except for the 
cases of “temporary perfection” covered in 
subsections (4) (A.C.A. § 4-9-304(4)) and 
(5) (A.C.A. § 4-9-304(5)), taking posses- 
sion is the only available method; this 
provision follows the Uniform Trust Re- 
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ceipts Act. The rule is based on the 
thought that where the collateral consists 
of instruments, it is universal practice for 
the secured party to take possession of 
them in pledge; any surrender of posses- 
sion to the debtor is for a short time; 
therefore it would be unwise to provide 
the alternative of perfection for a long 
period by filing which, since it in no way 
corresponds with commercial practice, 
would serve no useful purpose. 

For similar reasons, filing is not permit- 
ted as to money. Perfection of security 
interests in certificated securities, which 
are covered by the definition of instru- 
ments, is governed by Section 8-321 
(A.C.A. § 4-8-321) and, therefore, ex- 
cluded from this section. 

Subsection (1) (A.C.A. § 4-9-304(1)) fur- 
ther provides that filing is available as a 
method of perfection for security interests 
in chattel paper and negotiable docu- 
ments, which also come within Section 
9-305 (A.C.A. § 4-9-305) on perfection by 
possession. Chattel paper is sometimes 
delivered to the assignee, sometimes left 
in the hands of the assignor for collection; 
subsection (1) (A.C.A. § 4-9-304(1)) allows 
the assignee to perfect his interest by 
filing in the latter case. Negotiable docu- 
ments may be, and usually are, delivered 
to the secured party; subsection (1) 
(A.C.A. § 4-9-304(1)) follows the Uniform 
Trust Receipts Act in allowing filing as an 
alternative method of perfection. Perfec- 
tion of an interest in goods through a 
non-negotiable document is covered in 
subsection (3) (A.C.A. § 4-9-304(3)). 

2. Subsection (2) (A.C.A. § 4-9-304(2)), 
following prior law and consistently with 
the provisions of Article 7 (Chapter 7), 
takes the position that, so long as a nego- 
tiable document covering goods is out- 
standing, title to the goods is, so to say, 
locked up in the document and the proper 
way of dealing with such goods is through 
the document. Perfection therefore is to be 
made with respect to the document and, 
when made, automatically carries over to 
the goods. Any interest perfected directly 
in the goods while the document is out- 
standing (for example, a chattel mortgage 
type of security interest on goods in a 
warehouse) is subordinated to an out- 
standing negotiable document. 

3. Subsection (3) (A.C.A. § 4-9-304(3)) 
takes a different approach to the problem 
of goods covered by a non-negotiable doc- 
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ument or otherwise in the possession of a 
bailee who has not issued a negotiable 
document. Here title to the goods is not 
looked on as being locked up in the docu- 
ment and the secured party may perfect 
his interest directly in the goods by filing 
as to them. The subsection states two 
other methods of perfection: issuance of 
the document in the secured party’s name 
(as consignee of a straight bill of lading or 
the person to whom delivery would be 
made under a non-negotiable warehouse 
receipt) and receipt of notification of the 
secured party’s interest by the bailee 
which, under Section 9-305 (A.C.A. § 4-9- 
305), is looked on as equivalent to taking 
possession by the secured party. 

4. Subsections (4) (A.C.A. § 4-9-304(4)) 
and (5) (A.C.A. § 4-9-304(5)) follow the 
Uniform Trust Receipts Act in giving per- 
fected status to security interests in in- 
struments (other than certificated securi- 
ties, which are governed by Section 8-321 
(A.C.A. § 4-8-321)) and documents for a 
short period although there has been no 
filing and the collateral is in the debtor’s 
possession. The period of 21 days is chosen 
to conform to the provisions of Section 60 
of the Federal Bankruptcy Act. There are 
a variety of legitimate reasons — some of 
them are described in subsections (5)(a) 
(A.C.A. § 4-9-304(5)(a)) and (5)(b) (A.C.A. 
§ 4-9-304(5)(b)) — why such collateral 
has to be temporarily released to a debtor 
and no useful purpose would be served by 
cluttering the files with records of such 
exceedingly short term transactions. Un- 
der subsection (4) (A.C.A. § 4-9-304(4)) 
the 21-day perfection runs from the date 
of attachment; there is no limitation on 
the purpose for which the debtor is in 
possession but the secured party must 
have given new value under a written 
security agreement. Under subsection (5) 
(A.C.A. § 4-9-304(5)) the 21-day perfec- 
tion runs from the date a secured party 
who already has a perfected security in- 
terest turns over the collateral to the 
debtor (an example is a bank which has 
acquired a bill of lading by honoring drafts 
drawn under a letter of credit and subse- 
quently turns over the bill of lading to its 
customer); there is no new value require- 
ment but the turn-over must be for one or 
more of the purposes stated in subsections 
(5)(a) (A.C.A. § 4-9-304(5)(a)) and (5)(b) 
(A.C.A. § 4-9-304(5)(b)). Note that while 
subsection (4) (A.C.A. § 4-9-304(4)) is re- 
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stricted to instruments and negotiable 
documents, subsection (5) (A.C.A. § 4-9- 
304(5)) extends to goods covered by non- 
negotiable documents as well. Thus the 
letter of credit bank referred to in the 
example could make a subsection (5) turn- 
over without regard to the form of the bill 
of lading, provided that, in the case of a 
non-negotiable document, it had _previ- 
ously perfected its interest under one of 
the methods stated in subsection (3) 
(A.C.A. § 4-9-304(3)). But note that the 
discussion of subsection (5) (A.C.A. § 4-9- 
304(5)) in this Comment deals only with 
perfection. Priority of a security interest 
in inventory after surrender of the docu- 
ment depends on compliance with the 
requirements of Section 9-312(3) (A.C.A. 
§ 4-9-312(3)) on notice to prior inventory 
financer. 

Finally, it should be noted that the 21 
days applies only to the documents and to 
the goods obtained by surrender thereof. 
If the goods are sold, the security interest 
will continue in proceeds for only 10 days 
under Section 9-306 (A.C.A. § 4-9-306), 
unless a further perfection occurs as to the 
security interest in proceeds. 


Cross References: 

Article 7 (Chapter 7) and Sections 9-303 
(A.C.A. § 4-9-303), 9-305 (A.C.A. § 4-9- 
305) and 9-312(3) (A.C.A. § 4-9-312(3)). 
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Definitional Cross References: 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-1085). 
4 raphe Section 9-105 (A.C.A. § 4-9- 

05). 

“Document”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Instrument”. 
§ 4-9-105). 

“Receives notification”. Section 1-201 
(A.C.A. § 4-1-201). 

“Sale”. Sections 2-106 (A.C.A. § 4-2- 
106) and 9-105 (A.C.A. § 4-9-105). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security agreement”. Section 9-105 
(A.C.A. § 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 9-105 (A.C.A. 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-304), to incorporate the 
1972 changes to this Uniform Commercial 
Code section, and by Acts 1985, No. 514, 
§ 9, to incorporate the 1977 changes to 
this Uniform Commercial Code section. 


1972 Official Comment to § 9-305 (A.C.A., § 4-9-305)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. As under the common law of pledge, 
no filing is required by this Article (Chap- 
ter) to perfect a security interest where 
the secured party has possession of the 
collateral. Compare Section 9-302(1)(a) 
(A.C.A. § 4-9-302(1)(a)). This section per- 
mits a security interest to be perfected by 
transfer of possession only when the col- 
lateral is goods, instruments (other than 
certificated securities, which are governed 
by Section 8-321 (A.C.A. § 4-8-321)), doc- 
uments or chattel paper: that is to say, 
accounts and general intangibles are ex- 
cluded. See Section 5-116 (A.C.A. § 4-5- 
116) for the special case of assignments of 
letters and advices of credit. A security 
interest in accounts and general intangi- 
bles — property not ordinarily repre- 
sented by any writing whose delivery op- 


erates to transfer the claim — may under 
this Article (Chapter) be perfected only by 
filing, and this rule would not be affected 
by the fact that a security agreement or 
other writing described the assignment of 
such collateral as a “pledge”. Section 
9-302(1)(e) (A.C.A. § 4-9-302(1)(e)) ex- 
empts from filing certain assignments of 
accounts which are out of the ordinary 
course of financing: such exempted assign- 
ments are perfected when they attach 
under Section 9-303(1) (A.C.A. § 4-9- 
303(1)); they do not fall within this sec- 
tion. 

2. Possession may be by the secured 
party himself or by an agent on his behalf: 
it is of course clear, however, that the 
debtor or a person controlled by him can- 
not qualify as such an agent for the se- 
cured party. See also the last sentence of 
Section 9-205 (A.C.A. § 4-9-205). Where 
the collateral (except for goods covered by 
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a negotiable document) is held by a bailee, 
the time of perfection of the security inter- 
est, under the second sentence of the sec- 
tion, is when the bailee receives notifica- 
tion of the secured party’s interest: this 
rule rejects the common law doctrine that 
it is necessary for the bailee to attorn to 
the secured party or acknowledge that he 
now holds on his behalf. 

3. The third sentence of the section 
rejects the “equitable pledge” theory of 
relation back, under which the taking 
possession was deemed to relate back to 
the date of the original security agree- 
ment. The relation back theory has had 
little vitality since the 1938 revision of the 
Federal Bankruptcy Act, which intro- 
duced in Section 60a provisions designed 
to make such interests voidable as prefer- 
ences in bankruptcy proceedings. This 
section now brings state law into confor- 
mity with the overriding federal policy: 
where a pledge transaction is contem- 
plated, perfection dates only from the time 
possession is taken, although a security 
interest may attach, unperfected, before 
that under the rules stated in Section 
9-204 (A.C.A. § 4-9-204). The only excep- 
tion to this rule is the short twenty-one 
day period of perfection provided in Sec- 
tion 9-304(4) (A.C.A. § 4-9-304(4)) and (5) 
(A.C.A. § 4-9-304(5)) during which a 
debtor may have possession of specified 
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collateral in which there is a perfected 
security interest. 


Cross References: 

Sections 5-116 (A.C.A. § 4-5-116), 9-204 
(A.C.A. § 4-9-204), 9-302 (A.C.A. § 4-9- 
302), 9-303 (A.C.A. § 4-9-303) and 9-304 
(A.C.A. § 4-9-304). 


Definitional Cross References: 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Documents”. 
§ 4-9-105). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Instruments”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Receives notification”. Section 1-201 
(A.C.A. § 4-1-201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 9-105 (A.C.A. 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-305), to incorporate the 
1972 changes to this Uniform Commercial 
Code section, and by Acts 1985, No. 514, 
§ 10, to incorporate the 1977 changes to 
this Uniform Commercial Code section. 


1972 Official Comment to § 9-306 (A.C.A. § 4-9-306)* 


Prior Uniform Statutory Provision: Sec- 
tion 10, Uniform Trust Receipts Act. 


Purposes: 

1. This section (A.C.A. § 4-9-306) 
states a secured party’s right to the pro- 
ceeds received by a debtor on disposition 
of collateral and states when his interest 
in such proceeds is perfected. 

It (A.C.A. § 4-9-306) makes clear that 
insurance proceeds from casualty loss of 
collateral are proceeds within the mean- 
ing of this section. 

As to proceeds of consigned goods, see 
Section 9-114 (A.C.A. § 4-9-114) and the 
Comment thereto. 

2. (a) Whether a debtor’s sale of collat- 
eral was authorized or unauthorized, 
prior law generally gave the secured party 
a claim to the proceeds. Sometimes it was 
said that the security interest attached to 
the “property” received in substitution; 


sometimes it was said the debtor held the 
proceeds as “trustee” or “agent” for the 
secured party. Whatever the formulation 
of the rule, the secured party, if he could 
identify the proceeds, could reclaim them 
or their equivalent from the debtor or his 
trustee in bankruptcy. This section pro- 
vides new rules for insolvency proceed- 
ings. Paragraphs (4)(a) through (c) (A.C.A. 
§ 4-9-306(4)(a) through 4-9-306(4)(c)) 
substitute specific rules of identification 
for general principles of tracing. Para- 
graph (4)(d) (A.C.A. § 4-9-306(4)(d)) lim- 
its the security interest in proceeds not 
within these rules to an amount of the 
debtor’s cash and deposit accounts not 
greater than cash proceeds received 
within ten days of insolvency proceedings 
less the cash proceeds during this period 
already paid over and less the amounts for 
which the security interest is recognized 
under paragraphs (4)(a) through (c) 
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(A.C.A. § 4-9-306(4)(a) through 4-9- 
306(4)(c)). 
(b) Subsections (2) (AC.A. § 4-9- 


306(2)) and (3) (A.C.A. § 4-9-306(3)) make 
clear that the four-month period for calcu- 
lating a voidable preference in bankruptcy 
begins with the date of the secured party’s 
obtaining the security interest in the orig- 
inal collateral and not with the date of his 
obtaining control of the proceeds. The in- 
terest in the proceeds “continues” as a 
perfected interest if the original interest 
was perfected; but the interest ceases to 
be perfected after the expiration of ten 
days unless a filed financing statement 
covered the original collateral and the 
proceeds are collateral of a type as to 
which a security interest could be per- 
fected by a filing in the same office or 
unless the secured party perfects his in- 
terest in the proceeds themselves — i.e., 
by filing a financing statement covering 
them or by taking possession. See Section 
9-312(6) (A.C.A. § 4-9-312(6)) and Com- 
ment thereto for priority of rights in pro- 
ceeds perfected by a filing as to original 
collateral. 

(c) Where cash proceeds are covered 
into the debtor’s checking account and 
paid out in the operation of the debtor's 
business, recipients of the funds of course 
take free of any claim which the secured 
party may have in them as proceeds. 
What has been said relates to payments 
and transfers in ordinary course. The law 
of fraudulent conveyances would no doubt 
in appropriate cases support recovery of 
proceeds by a secured party from a trans- 
feree out of ordinary course or otherwise 
in collusion with the debtor to defraud the 
secured party. 

3. In most cases when a debtor makes 
an unauthorized disposition of collateral, 
the security interest, under prior law and 
under this Article (Chapter) (A.C.A. § 4- 
9-101 et seq.), continues in the original 
collateral in the hands of the purchaser or 
other transferee. That is to say, since the 
transferee takes subject to the security 
interest, the secured party may repossess 
the collateral from him or in an appropri- 
ate case maintain an action for conver- 
sion. Subsection (2) (A.C.A. § 4-9-306(2)) 
codifies this rule. The secured party may 
claim both proceeds and collateral, but 
may of course have only one satisfaction. 

In many cases a purchaser or other 
transferee of collateral will take free of a 
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security interest: in such cases the se- 
cured party’s only right will be to pro- 
ceeds. A transferee will acquire the collat- 
eral free and clear of a_ preexisting 
security interest only if the disposition of 
the collateral by the debtor was autho- 
rized by the secured party free and clear of 
the secured party’s security interest. If the 
disposition was not authorized by the se- 
cured party, or was authorized by the 
secured party subject to the secured par- 
ty’s security interest, the transferee will 
not acquire the collateral free and clear of 
the security interest. The authorization 
may be contained in the security agree- 
ment or otherwise given. The right to 
proceeds, either under the rules of this 
section (A.C.A. § 4-9-306) or under spe- 
cific mention thereof in a security agree- 
ment or financing statement does not in 
itself constitute an authorization of sale. 
PEB Commentary No. 3, dated March 10, 
1990, analyzes the interplay between this 
Section (A.C.A. § 4-9-306) and Section 
9-402(7) (A.C.A. § 4-9-402(7)). 

Section 9-301 (A.C.A. § 4-9-301) states 
when transferees take free of unperfected 
security interests. Sections 9-307 (A.C.A. 
§ 4-9-307) on goods, 9-308 (A.C.A. § 4-9- 
308) on chattel paper and instruments 
and 9-309 (A.C.A. § 4-9-309) on negotia- 
ble instruments, negotiable documents 
and securities state when purchasers of 
such collateral take free of a security 
interest even though perfected and even 
though the disposition was not autho- 
rized. 

4. Subsection (5) (A.C.A. § 4-9-306(5)) 
states rules to determine priorities when 
collateral which has been sold is returned 
to the debtor: for example goods returned 
to a department store by a dissatisfied 
customer. The most typical problems in- 
volve sale and return of inventory, but the 
subsection (A.C.A. § 4-9-306(5)) can also 
apply to equipment. Under the rule of 
Benedict v. Ratner, failure to segregate 
such returned goods sometimes led to in- 
validation of the entire security arrange- 
ment. This Article (Chapter) rejects the 
Benedict v. Ratner line of cases (see Sec- 
tion 9-205 (A.C.A. § 4-9-205) and Com- 
ment). Subsection (5)(a) of this section 
(A.C.A. § 4-9-306(5)(a)) reinforces the 
rule of Section 9-205 (A.C.A. § 4-9-205): 
as between secured party and debtor (and 
debtor’s trustee in bankruptcy) the origi- 
nal security interest continues on the re- 
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turned goods. Whether or not the security 
interest in the returned goods is perfected 
depends upon factors stated in the text. 

Paragraphs (5)(b) (A.C.A. § 4-9- 
306(5)(b)), (c) (A.C.A. § 4-9-306(5)(c)) and 
(d) (A.C.A. § 4-9-306(5)(d)) deal with a 
different aspect of the returned goods sit- 
uation. Assume that a dealer has sold an 
automobile and transferred the chattel 
paper or the account arising on the sale to 
Bank X (which had not previously fi- 
nanced the car as inventory). Thereafter 
the buyer of the automobile rightfully 
rescinds the sale, say for breach of war- 
ranty, and the car is returned to the 
dealer. Paragraph (5)(b) (A.C.A. § 4-9- 
306(5)(b)) gives the bank as transferee of 
the chattel paper or the account a security 
interest in the car against the dealer. For 
protection against dealer’s creditors or 
purchasers from him (other than buyers 
in the ordinary course of business, see 
Section 9-307 (A.C.A. § 4-9-307)), Bank X 
as the transferee, under paragraph (5)(d) 
(A.C.A. § 4-9-306(5)(d)), must perfect its 
interest by taking possession of the car or 
by filing as to it. Perfection of his original 
interest in the chattel paper or the ac- 
count does not automatically carry over to 
the returned car, as it does under para- 
graph (5)(a) (A.C.A. § 4-9-306(5)(a)) 
where the secured party originally fi- 
nanced the dealer’s inventory. 

In the situation covered by (5)(b) 
(A.C.A. § 4-9-306(5)(b)) and (5)(c) (A.C.A. 
§ 4-9-306(5)(c)) a secured party who fi- 
nanced the inventory and a secured party 
to whom the chattel paper or the account 
was transferred may both claim the re- 
turned goods — the inventory financer 
under paragraph (5)(a) (A.C.A. § 4-9- 
306(5)(a)), the transferee under para- 
graphs (5)(b) (A.C.A. § 4-9-306(5)(b)) and 
(5)(c) (A.C.A. § 4-9-306(5)(c)). With re- 
spect to chattel paper, Section 9-308 
(A.C.A. § 4-9-308) regulates the priori- 
ties. With respect to an account, para- 
graph (5)(c) (A.C.A. § 4-9-306(5)(c)) subor- 
dinates the security interest of the 
transferee of the account to that of the 
inventory financer. However, if the inven- 
tory security interest was unperfected, the 
transferee’s interest could become entitled 
to priority under the rules stated in Sec- 
tion 9-312(5) (A.C.A. § 4-9-312(5)). 

In cases of repossession by the dealer 
and also in cases where the chattel was 
returned to the dealer by the voluntary 
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act of the account debtor, the dealer’s 
position may be that of a mere custodian; 
he may be an agent for resale, but without 
any other obligation to the holder of the 
chattel paper; he may be obligated to 
repurchase the chattel, the chattel paper 
or the account from the secured party or to 
hold it as collateral for a loan secured by a 
transfer of the chattel paper or the ac- 
count. If the dealer thereafter sells the 
chattel to a buyer in ordinary course of 
business in any of the foregoing cases, the 
buyer is fully protected under Section 
2-403(2) (A.C.A. § 4-2-403(2)) as well as 
under Section 9-307(1) (A.C.A. § 4-9- 
307(1)), whichever is technically applica- 
ble. 

5. “Creditors” and “purchasers” as used 
in paragraph (5)(d) (A.C.A. § 4-9- 
306(5)(d)) do not include the original se- 
cured inventory financer of the seller of 
goods under subsection (a) (A.C.A. § 4-9- 
306(5)(a)). If a purchaser of chattel paper 
generated by a sale of the goods attains 
priority over the seller’s inventory 
financer under Section 9-308 (A.C.A. § 4- 
9-308), the purchaser retains that priority 
in the event the goods covered by the 
chattel paper are returned to the seller, 
without having to further perfect against 
the inventory financer. This priority issue 
will usually arise in the context of the 
original inventory financer and the chat- 
tel paper purchaser both claiming the 
goods or the proceeds of any sale or dispo- 
sition thereof by the seller. See PEB Com- 
mentary No. 5, dated March 10, 1990. 


Cross References: 

Sections 9-307 (A.C.A. § 4-9-307), 9-308 
(A.C.A. § 4-9-308) and 9-309 (A.C.A. § 4- 
9-309). 

Point 3: Sections 1-205 (A.C.A. § 4-1- 
205) and 9-301 (A.C.A. § 4-9-301). 

Point 4: Sections 2-403(2) (A.C.A. § 4-2- 
403(2)), 9-205 (A.C.A. § 4-9-205) and 
9-312 (A.C.A. § 4-9-312). 


Definitional Cross References: 

“Account”. Section 9-106 (A.C.A. § 4-9- 
106). 

“Bank”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Check”. Sections 3-104 (A.C.A. § 4-3- 
104) and 9-105 (A.C.A. § 4-9-105). 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 


COMMENTARIES 


“Creditors”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Insolvency proceedings”. Section 1-201 
(A.C.A. § 4-1-201). 

“Money”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Sale”. Sections 2-106 (A.C.A. § 4-2- 
106) and 9-105 (A.C.A. § 4-9-105). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security agreement”. Section 9-105 
(A.C.A. § 4-9-105). 
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“Security interest”. Section 1-201 


(A.C.A. § 4-1-201). 


*This section was amended by: Acts 19738, 
No. 116, § 1 (9-306), to incorporate the 
1972 changes to this Uniform Commercial 
Code section; and Acts 1975, No. 215, § 1, 
and Acts 1983, No. 561, § 4, to vary the 
language from that of the Uniform Com- 
mercial Code section. References in num- 
bered paragraph (2) of the commentary to 
this section regarding the ten-day period 
should be noted since Arkansas has 
adopted a twenty-one-day period. 


1972 Official Comment to § 9-307 (A.C.A. § 4-9-307)* 


Prior Uniform Statutory Provision: Sec- 
tion 9, Uniform Conditional Sales Act; 
Section 9(2), Uniform Trust Receipts Act. 


Purposes: 

This section (A.C.A. § 4-9-307) was 
amended by Acts 1989, No. 655, § 1, 
which repealed subsections (4)-(6). Due to 
this repeal, former subsection (7) is 
deemed obsolete. The effect of the 1989 
repeal was to bring the section back into 
conformity with the Uniform Commercial 
Code (A.C.A. § 4-1-101 et seq.) provision. 


Cross References: 

Point 1: Sections 2-403 (A.C.A. § 4-2- 
403) and 9-301 (A.C.A. § 4-9-301). 

Point 2: Section 9-306 (A.C.A. § 4-9- 
306). 

Point 3: Sections 9-301 (A.C.A. § 4-9- 
301) and 9-302 (A.C.A. § 4-9-302). 

Point 4: Sections 9-301(4) (A.C.A. § 4-9- 
301(4)) and 9-312(7) (A.C.A. § 4-9-312(7)). 


Definitional Cross References: 

“Buyer in ordinary course of business”. 
Section 1-201 (A.C.A. § 4-1-201). 

“Consumer goods”. Section 
(A.C.A. § 4-9-109). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 
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“Knows” and “Knowledge”. Section 
1-201 (A.C.A. § 4-1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Pursuant to commitment”. 
9-105 (A.C.A. § 4-9-105). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-307), to incorporate the 
1972 changes to this Uniform Commercial 
Code section, and by Acts 1986 (2nd Ex. 
Sess.), No. 16, § 1, to add additional sub- 
sections (4), (5), and (6). Acts 1987, No. 
108, § 6, added subsection (7) to the Ar- 
kansas Code section. These additions cre- 
ated variations from this Uniform Com- 
mercial Code section, which does not 
contain these subsections. 


504 


UNIFORM COMMERCIAL CODE 


1972 Official Comment to § 9-308 (A.C.A. § 4-9-308)* 


Prior Uniform Statutory Provision: Sec- 
tions 9(a) and 10 of the Uniform Trust 
Receipts Act. 


Purposes: 

1. Chattel paper is defined (Section 
9-105 (A.C.A. § 4-9-105)) as “a writing or 
writings which evidence both a monetary 
obligation and a security interest in or a 
lease of specific goods”. Such paper has 
become an important class of collateral in 
financing arrangements, which may — as 
in the automobile and some other fields — 
follow an earlier financing arrangement 
covering inventory or which may begin 
with the chattel paper itself. 

Arrangements where the chattel paper 
is delivered to the secured party who then 
makes collections, as well as arrange- 
ments where the debtor, whether or not he 
is left in possession of the paper, makes 
the collections, are both widely used, and 
are known respectively as notification (or 
“direct collection”) and non-notification (or 
“indirect collection”) arrangements. In the 
automobile field, for example, when a car 
is sold to a consumer buyer under an 
installment purchase agreement and the 
resulting chattel paper is assigned, the 
assignee usually takes possession, the ob- 
ligor is notified of the assignment and is 
directed to make payments to the as- 
signee. In the furniture field, for an exam- 
ple on the other hand, the chattel paper 
may be left in the dealer’s hands or deliv- 
ered to the assignee; in either case the 
obligor may not be notified, and payments 
are made to the dealer-assignor who re- 
ceives them under a duty to remit to his 
assignee. The widespread use of both 
methods of dealing with chattel paper is 
recognized by the provisions of this Article 
(Chapter) (A.C.A. § 4-9-101 et seq.), 
which permit perfection of a chattel paper 
security interest either by filing or by 
taking possession. 

2. Although perfection by filing is per- 
mitted as to chattel paper, certain pur- 
chasers of chattel paper allowed to remain 
in the debtor’s possession take free of the 
security interest despite the filing. 

Clause (b) (A.C.A. § 4-9-308(b)) of the 
section deals with the case where the 
security interest in the chattel paper is 
claimed merely as proceeds — i.e., on 
behalf of an inventory financer who has 


not by some new transaction with the 
debtor acquired a specific interest in the 
chattel paper. In that case a purchaser, 
even though he knows of the inventory 
financer’s proceeds interest, takes priority 
provided he gives new value and takes 
possession of the paper in the ordinary 
course of his business. 

The same basic rule applies in favor of a 
purchaser of other instruments who 
claims priority against a proceeds interest 
therein of which he has knowledge. Thus a 
purchaser of a negotiable instrument 
might prevail under clause (b) (A.C.A. 
§ 4-9-308(b)) even though his knowledge 
of the conflicting proceeds claim precluded 
his having holder in due course status 
under Section 9-309 (A.C.A. § 4-9-309). 

3. Clause (a) (A.C.A. § 4-9-308(a)) 
deals with the case where’ the 
nonpossessory security interest in the 
chattel paper is more than a mere claim to 
proceeds — i.e., exists in favor of a secured 
party who has given value against the 
paper, whether or not he financed the 
inventory whose sale gave rise to it. In 
this case the purchaser, to take priority, 
must not only give new value and take 
possession in the ordinary course of his 
business; he must also take without 
knowledge of the existing security inter- 
est. Thus a secured party, who has a 
specific interest in the chattel paper and 
not merely a claim to proceeds, and who 
wishes to leave the paper in the debtor’s 
possession can, because of the knowledge 
requirement, protect himself against pur- 
chasers by stamping or noting on the 
paper the fact that it has been assigned to 
him. A chattel paper financer who gives 
new value and takes possession of chattel 
paper in the ordinary course of his busi- 
ness and is without knowledge of prior 
security interests in the chattel paper has 
no duty to search for Article 9 (A.C.A. 
§ 4-9-101 et seq.) filings against the chat- 
tel paper or to make other inquiries which 
might reveal perfected prior interests in 
the paper, even though the chattel paper 
financer is aware of the possibility that a 
prior security interest exists. Mere knowl- 
edge of an Article 9 (A.C.A. § 4-9-101 et 
seq.) filing against chattel paper does not 
give knowledge of the existence of a secu- 
rity interest in the chattel paper. See PEB 
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Commentary No. 8, dated December 10, 
1991. 

4. It should be noted that under Section 
9-304(1) (A.C.A. § 4-9-304(1)) a security 
interest in an instrument, negotiak!e or 
nonnegotiable, cannot be perfected by fil- 
ing (except where the instrument consti- 
tutes part of chattel paper). Thus the only 
types of perfected nonpossessory security 
interest that can arise in an instrument 
are the temporary 21-day perfection pro- 
vided for in Section 9-304(4) (A.C.A. § 4- 
9-304(4)) and (5) (A.C.A. § 4-9-304(5)) or 
the 10 day perfection in proceeds of Sec- 
tion 9-306 (A.C.A. § 4-9-306). Where such 
a perfected interest exists in a nonnego- 
tiable instrument, purchasers will take 
free if they qualify under clause (a) 
(A.C.A. § 4-9-308(a)) of the section. 


Cross References: 

Point 1: Sections 9-304(1) (A.C.A. § 4-9- 
304(1)) and 9-305 (A.C.A. § 4-9-3085). 

Point 2: Section 9-306 (A.C.A. § 4-9- 
306). 

Point 4: Sections 9-304 (A.C.A. § 4-9- 
304) and 9-306 (A.C.A. § 4-9-306). 
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Definitional Cross References: 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Instrument”. 
§ 4-9-105). 

“Inventory”. Section 9-109 (A.C.A. § 4- 
9-109). 

“Knowledge”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Proceeds”. Section 9-306 (A.C.A. § 4-9- 
306). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 9-105 (A.C.A. 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-308), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


1972 Official Comment to § 9-309 (A.C.A. § 4-9-309)* 


Prior Uniform Statutory Provision: Sec- 
tion 9(a), Uniform Trust Receipts Act. 


Purposes: 

1. Under this Article (Chapter) (A.C.A. 
§ 4-9-101 et seq.) as at common law and 
under prior statutes the rights of purchas- 
ers of negotiable paper, including negotia- 
ble documents of title and investment 
securities, are determined by the rules of 
holding in due course and the like which 
are applicable to the type of paper con- 
cerned (Articles 3 (Chapter 3), 7 (Chapter 
7), and 8 (Chapter 8) (A.C.A. § 4-3-101 et 
seq., § 4-7-101 et seq., and § 4-8-101 et 
seq.)). This section (A.C.A. § 4-9-309), as 
did Section 9(a) of the Uniform Trust 
Receipts Act, makes explicit the rule 
which was implicitly but universally rec- 
ognized under the earlier statutes. 

2. Under Section 9-304(1) (A.C.A. § 4- 
9-304(1)) filing is ineffective to perfect a 
security interest in instruments (includ- 
ing securities) except those instruments 
which are part of chattel paper, and of 
course is ineffective to constitute notice to 
subsequent purchasers. Although filing is 
permissible as a method of perfection for a 


security interest in documents, this sec- 
tion (A.C.A. § 4-9-309) follows the policy 
of the Uniform Trust Receipts Act in pro- 
viding that the filing does not constitute 
notice to purchasers. 

3. The operation of this section (A.C.A. 
§ 4-9-309) can be seen when two secured 
parties have a perfected security interest 
in an account, chattel paper, or general 
intangible and the secured party that does 
not have priority receives a payment by 
check directly or indirectly from the ac- 
count debtor. If the recipient takes the 
check under circumstances that give the 
recipient the rights of a holder in due 
course (Section 3-302) (A.C.A. § 4-3-302), 
then the recipient’s security interest in 
the check will take priority over the com- 
peting security interest and the recipient 
will be entitled to keep the payment. See 
Commentary No. 7, dated March 10, 1990. 


Cross References: 

Articles 3 (Chapter 3), 7 (Chapter 7), 
and 8 (Chapter 8) (A.C.A. § 4-3-101 et 
seq., § 4-7-101 et seq., and § 4-8-101 et 
seq.) and Sections 9-304(1) (A.C.A. § 4-9- 
304(1)) and 9-308 (A.C.A. § 4-9-308). 
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Definitional Cross References: 
“Bona fide purchaser”. Section 8-302 
(A.C.A. § 4-8-302). 
“Document of title”. 
(A.C.A. § 4-1-201). 
“Duly negotiated”. Section 7-501 (A.C.A. 
§ 4-7-501). 
“Holder”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 
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“Holder in due course”. Sections 3-302 
(A.C.A. § 4-3-302) and 9-105 (A.C.A. § 4- 
9-105). 

“Negotiable instrument”. Sections 3-104 
(A.C.A. § 4-3-104) and 9-105 (A.C.A. § 4- 
9-105). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 


1972 Official Comment to § 9-310 (A.C.A. § 4-9-310) 


Prior Uniform Statutory Provision: Sec- 
tion 11, Uniform Trust Receipts Act. 


Purposes: 

1. To provide that liens securing claims 
arising from work intended to enhance or 
preserve the value of the collateral take 
priority over an earlier security interest 
even though perfected. 

2. Apart from the Uniform Trust Re- 
ceipts Act which had a section similar to 
this one, there was generally no specific 
statutory rule as to priority between secu- 
rity devices and liens for services or ma- 
terials. Under chattel mortgage or condi- 
tional sales law many decisions made the 
priority of such liens turn on whether the 
secured party did or did not have “title”. 
This section changes such rules and 
makes the lien for services or materials 
prior in all cases where they are furnished 
in the ordinary course of the lienor’s busi- 
ness and the goods involved are in the 
lienor’s possession. Some of the statutes 


creating such liens expressly make the 
lien subordinate to a prior security inter- 
est. This section does not repeal such 
statutory provisions. If the statute creat- 
ing the lien is silent, even though it has 
been construed by decision to make the 
lien subordinate to the security interest, 
this section provides a rule of interpreta- 
tion that the lien should take priority over 
the security interest. 


Cross References: 

Sections 9-102(2) (A.C.A. § 4-9-102(2)), 
9-104(c) (A.C.A. § 4-9-104(c)) and 
9-312(1) (A.C.A. § 4-9-312(1)). 


Definitional Cross References: 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
20a): 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 1-201 


1972 Official Comment to § 9-311 (A.C.A. § 4-9-311) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. To make clear that in all security 
transactions under this Article (Chapter), 
the debtor has an interest (whether legal 
title or an equity) which he can dispose of 
and which his creditors can reach. 

2. Some jurisdictions have held that 
when a mortgagee or conditional seller 
has “title” to the collateral, creditors may 
not proceed against the mortgagor’s or 
vendee’s interest by levy, attachment or 
other judicial process. This _ section 
changes those rules by providing that in 
all security interests the debtor’s interest 
in the collateral remains subject to claims 
of creditors who take appropriate action. 


It is left to the law of each state to deter- 
mine the form of “appropriate process”. 

3. Where the security interest is in in- 
ventory, difficult problems arise with ref- 
erence to attachment and levy. Assume 
that a debt of $100,000 is secured by 
inventory worth twice that amount. If by 
attachment or levy certain units of the 
inventory are seized, the determination of 
the debtor’s equity in the units seized is 
not a simple matter. The section leaves 
the solution of this problem to the courts. 
Procedures such as marshalling may be 
appropriate. 


Cross References: 

Sections 9-301(4) (A.C.A. § 4-9-301(4)), 
9-307(3) (A.C.A. § 4-9-307(3)), 9-312(7) 
(A.C.A. § 4-9-312(7)). 


COMMENTARIES 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 
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“Sale”. Section 2-106 (A.C.A. § 4-2-106) 
and 9-105 (A.C.A. § 4-9-1085). 

“Security agreement”. Section 9-105 
(A.C.A. § 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 1-201 


1972 Official Comment to § 9-312 (A.C.A. § 4-9-312)* 
(Also see following comment) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Ina variety of situations two or more 
people may claim an interest in the same 
property. The several sections specified in 
subsection (1) (A.C.A. § 4-9-312(1)) con- 
tain rules for determining priorities be- 
tween security interests and such other 
claims in the situations covered in those 
sections. For cases not covered in those 
sections this section (A.C.A. § 4-9-312) 
states general rules of priority between 
conflicting security interests. 

2. Subsection (2) (A.C.A. § 4-9-312(2)) 
gives priority to a new value security 
interest in crops based on a current crop 
production loan over an earlier security 
interest in the crop which secured obliga- 
tions (such as rent, interest or mortgage 
principal amortization) due more than six 
months before the crops become growing 
crops. This priority is not affected by the 
fact that the person making the crop loan 
knew of the earlier security interest. 

3. Subsections (3) (A.C.A. § 4-9-312(3)) 
and (4) (A.C.A. § 4-9-312(4)) give priority 
to a purchase money security interest (de- 
fined in Section 9-107 (A.C.A. § 4-9-107)) 
under certain conditions over non-pur- 
chase money interests, which in this con- 
text will usually be interests asserted un- 
der after-acquired property clauses. See 
Section 9-204 (A.C.A. § 4-9-204) on the 
extent to which after-acquired property 
interests are validated and Section 9-108 
(A.C.A. § 4-9-108) on when a security 
interest in after-acquired property is 
deemed taken for new value. 

Prior law, under one or another theory, 
usually contrived to protect purchase 
money interests over after-acquired prop- 
erty interests (to the extent to which the 
after-acquired property interest was rec- 
ognized at all). For example, in the field of 
industrial equipment financing it was pos- 
sible, by manipulation of title theory, for 


the purchase money financer of new 
equipment (under conditional sale or 
equipment trust) to protect himself 
against the claims of prior mortgagees or 
bondholders under an_  after-acquired 
clause in the mortgage or trust indenture: 
the result was arrived at on the theory 
that since “title” to the equipment was 
never in the vendee or lessee there was 
nothing for the lien of the mortgage to 
attach to. While this Article (Chapter) 
(A.C.A. § 4-9-101 et seq.) broadly vali- 
dates the after-acquired property interest, 
it also recognizes as sound the preference 
which prior law gave to the purchase 
money interest. That policy is carried out 
in subsections (8) (A.C.A. § 4-9-312(3)) 
and (4) (A.C.A. § 4-9-312(4)). 

Subsection (4) (A.C.A. § 4-9-312(4)) 
states a general rule applicable to all 
types of collateral except inventory: the 
purchase money interest takes priority if 
it is perfected when the debtor receives 
possession of the collateral or within ten 
days thereafter. As to the ten day grace 
period, compare Section 9-301(2) (A.C.A. 
§ 4-9-301(2)). The perfection requirement 
means that the purchase money secured 
party either has filed a financing state- 
ment before that time or has a tempo- 
rarily perfected interest in goods covered 
by documents under Section 9-304(4) 
(A.C.A. § 4-9-304(4)) and (5) (A.C.A. § 4- 
9-304(5)) (which is continued in a per- 
fected status by filing before the expira- 
tion of the 21 day period specified in that 
section). There is no requirement that the 
purchase money secured party be without 
notice or knowledge of the other interest; 
he takes priority although he knows of it 
or it has been filed. 

Under subsection (3) (A.C.A. § 4-9- 
312(3)) the same rule of priority, but with- 
out the ten day grace period for filing, 
applies to a purchase money security in- 
terest in inventory, with the additional 
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requirement that the purchase money se- 
cured party give notification, as stated in 
subsection (3) (A.C.A. § 4-9-312(3)), to 
any other secured party who filed earlier 
for the same item or type of inventory. The 
reason for the additional requirement of 
notification is that typically the arrange- 
ment between an inventory secured party 
and his debtor will require the secured 
party to make periodic advances against 
incoming inventory or periodic releases of 
old inventory as new inventory is re- 
ceived. A fraudulent debtor may apply to 
the secured party for advances even 
though he has already given a security 
interest in the inventory to another se- 
cured party. The notification requirement 
protects the inventory financer in such a 
situation: if he has received notification, 
he will presumably not make an advance; 
if he has not received notification (or if the 
other interest does not qualify as a pur- 
chase money interest), any advance he 
may make will have priority. Since an 
arrangement for periodic advances 
against incoming property is unusual out- 
side the inventory field, no notification 
requirement is included in subsection (4) 
(A.C.A. § 4-9-312(4)). 

Where the purchase money inventory 
financing began by possession of a nego- 
tiable document of title by the secured 
party, he must in order to retain priority 
give the notice required by subsection (3) 
(A.C.A. § 4-9-312(3)) at or before the 
usual time, i.e., when the debtor gets 
possession of the inventory, even though 
his security interest remains perfected for 
21 days under Section 9-304(5) (A.C.A. 
§ 4-9-304(5)). 

When under these rules the purchase 
money secured party has priority over 
another secured party, the question arises 
whether this priority extends to the pro- 
ceeds of the original collateral. Under sub- 
section (4) (A.C.A. § 4-9-312(4)) which 
deals with non-inventory collateral and 
where there was no ordinary expectation 
that the goods would be sold, the section 
gives an affirmative answer. In the case of 
inventory collateral under subsection (3) 
(A.C.A. § 4-9-312(3)), where it was ex- 
pected that the goods would be sold and 
where financing frequently is based on the 
resulting accounts, chattel paper, or other 
proceeds, the subsection gives an answer 
limited to the preservation of the pur- 
chase money priority only insofar as the 
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proceeds are cash received on or before the 
delivery of the inventory to a buyer, that 
is, without the creation of an intervening 
account to which conflicting rights might 
attach. The conflicting rights to proceeds 
consisting of accounts are governed by 
subsection (5) (A.C.A. § 4-9-312(5)). See 
Comment 8. 

The foregoing rules applicable to pur- 
chase money security interests in inven- 
tory apply also to the rights in consigned 
merchandise. See Section 9-114 (A.C.A. 
§ 4-9-114). 

4. Subsection (5) (A.C.A. § 4-9-312(5)) 
states a rule for determining priority be- 
tween conflicting security interests in 
cases not covered in the sections referred 
to in subsection (1) (A.C.A. § 4-9-312(1)) 
or in subsections (2) (A.C.A. § 4-9-312(2)), 
(3) (A.C.A. § 4-9-312(3)) and (4) (A.C.A. 
§ 4-9-312(4)) of this section. Note that 
subsection (5) (A.C.A. § 4-9-312(5)) ap- 
plies to cases of purchase money security 
interests which do not qualify for the 
special priorities set forth in subsections 
(3) (A.C.A. § 4-9-312(3) and (4) (A.C.A. 
§ 4-9-312(4)). 

There is a single priority rule based on 
precedence in the time as of which the 
competing parties either filed their secu- 
rity interests or perfected their security 
interests. The form of the claim to priority, 
i.e., filing or perfection, may shift from 
time to time, and the rank will be based on 
the first filing or perfection so long as 
there is no intervening period without 
filing or perfection. Filing may occur as to 
particular collateral before the collateral 
comes into existence. Under the standards 
of Section 9-203 (A.C.A. § 4-9-203) perfec- 
tion cannot occur as to particular collat- 
eral until the collateral itself (and not 
prior collateral) comes into existence and 
the debtor has rights therein; but under 
subsection (6) (A.C.A. § 4-9-312(6)) of this 
section the secured party’s priority may 
date from his time of perfection as to the 
prior collateral, if perfection or filing has 
been continuously maintained. Subsec- 
tion (6) (A.C.A. § 4-9-312(6)) provides 
that a date of filing or perfection as to 
original collateral is also a date of filing or 
perfection as to proceeds. This rule should 
also be read with Section 9-306 (A.C.A. 
§ 4-9-306), which makes it unnecessary to 
claim proceeds expressly in a financing 
statement and provides in effect that a 
filing as to original collateral is also a 
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filing as to proceeds (with exceptions 
therein stated). Thus, if a financing state- 
ment is filed covering inventory, then 
(subject to the exception involving 
multistate problems) this filing is also a 
filing as to the resulting accounts and 
constitutes the date of filing as to the 
accounts. 

The party who may have had a prior 
security interest in inventory or may have 
had the only such security interest does 
not automatically for that reason have 
priority as to the accounts. His claim to 
accounts may or may not have priority 
over competing filed claims to accounts. 
The pricrity is based on precedence as to 
the accounts under the rules stated in the 
preceding paragraph. 

5. The operation of this section is illus- 
trated by the examples set forth under 
this and the succeeding Points. 

Example 1. A files against X (debtor) on 
February 1. B files against X on March 1. 
B makes a non-purchase money advance 
against certain collateral on April 1. A 
makes an advance against the same col- 
lateral on May 1. A has priority even 
though B’s advance was made earlier and 
was perfected when made. It makes no 
difference whether or not A knew of B’s 
interest when he made his advance. 

The problem stated in the example is 
peculiar to a notice filing system under 
which filing may be made before the secu- 
rity interest attaches (see Section 9-402 
(A.C.A. § 4-9-402)). The Uniform Trust 
Receipts Act, which first introduced such a 
filing system, contained no hint of a solu- 
tion and case law under it was unpredict- 
able. This Article (Chapter) follows sev- 
eral of the accounts receivable statutes in 
determining priority by order of filing. 
The justification for the rule lies in the 
necessity of protecting the filing system — 
that is, of allowing the secured party who 
has first filed to make subsequent ad- 
vances without each time having, as a 
condition of protection, to check for filings 
later than his. Note, however, that his 
protection is not absolute: if, in the exam- 
ple, B’s advance creates a purchase money 
security interest, he has priority under 
subsection (4) (A.C.A. § 4-9-312(4)), or, in 
the case of inventory, under subsection (3) 
(A.C.A. § 4-9-312(3)) provided he has 
properly notified A. (See further Example 
3 below.) 

Example 2. A and B make nonpurchase 


509 


money advances against the same collat- 
eral. The collateral is in the debtor’s pos- 
session and neither interest is perfected 
when the second advance is made. Which- 
ever secured party first perfects his inter- 
est (by taking possession of the collateral 
or by filing) takes priority and it makes no 
difference whether or not he knows of the 
other interest at the time he perfects his 
own. 

This result may be regarded as an adop- 
tion, in this type of situation, of the idea, 
deeply rooted at common law, of a race of 
diligence among creditors. Subsection 
(5)\(b) (A.C.A. § 4-9-312(5)(b)) adds the 
thought that so long as neither of the 
interests is perfected, the one which first 
attached (1.e., under the advance first 
made) has priority. The last mentioned 
rule may be thought to be of merely theo- 
retical interest, since it is hard to imagine 
a situation where the case would come 
into litigation without either A or B hav- 
ing perfected his interest. If neither inter- 
est had been perfected at the time of the 
filing of a petition in bankruptcy, of course 
neither would be good against the trustee 
in bankruptcy. 

Example 3. A has a temporarily per- 
fected (21 day) security interest, unfiled, 
in a negotiable document in the debtor’s 
possession under Section 9-304(4) (A.C.A. 
§ 4-9-304(4)) or (5) (A.C.A. § 4-9-304(5)). 
On the fifth day B files and thus perfects a 
security interest in the same document. 
On the tenth day A files. A has priority, 
whether or not he knows of B’s interest 
when he files, because he perfected first 
and has maintained continuous perfection 
or filing. 

6. The application of the priority rules 
to after-acquired property must be consid- 
ered separately for each item of collateral. 
Priority does not depend only on time of 
perfection, but may also be based on pri- 
ority in filing before perfection. 

Example 4. On February 1, A makes 
advances to X under a security agreement 
which covers “all the machinery in X’s 
plant” and contains an after-acquired 
property clause. A promptly files his fi- 
nancing statement. On March 1, X ac- 
quires a new machine, B makes an ad- 
vance against it and files his financing 
statement. On April 1, A, under the origi- 
nal security agreement, makes an ad- 
vance against the machine acquired 
March 1. If B’s advance creates a purchase 
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money security interest, he has priority 
under subsection (4) (A.C.A. § 4-9-312(4)) 
(provided he filed before X received pos- 
session of the machine or within ten days 
thereafter). If B’s advance, although he 
gave new value, did not create a purchase 
money interest, A has priority as to both of 
his advances by virtue of his priority in 
filing, although the parties perfected si- 
multaneously on March 1 as to the new 
machine. 

The application of the priority rules to 
proceeds presents special features dis- 
cussed in Comment 8. 

7. The application of the priority rules 
to future advances is complicated. In gen- 
eral, since any secured party must operate 
in reference to the Code’s system of notice, 
he takes subject to future advances under 
a prior security interest while it is per- 
fected through filing or possession, 
whether the advances are committed or 
noncommitted, and to any advances sub- 
sequently made “pursuant to commit- 
ment” (Section 9-105 (A.C.A. § 4-9-105)) 
during that period. In the rare case when 
a future advance is made without commit- 
ment while the security interest is per- 
fected temporarily without either filing or 
possession, the future advance has prior- 
ity from the date it is made. These rules 
are move liberal toward the priority of 
future advances than the corresponding 
rules applicable to an intervening buyer 
(Section 9-307(3) (A.C.A. § 4-9-307(3))) 
because of the different characteristics of 
the intervening party. Compare the corre- 
sponding rule applicable to an intervening 
judgment creditor. (Section 9-301(4) 
(A.C.A. § 4-9-301(4))). 

Example 5. On February 1, A makes an 
advance against machinery in the debtor’s 
possession and files his financing state- 
ment. On March 1, B makes an advance 
against the same machinery and files his 
financing statement. On April 1, A makes 
a further advance, under the original se- 
curity agreement, against the same ma- 
chinery (which is covered by the original 
financing statement and thus perfected 
when made). A has priority over B both as 
to the February 1 and as to the April 1 
advance and it makes no difference 
whether or not A knows of B’s intervening 
advance when he makes his second ad- 
vance. 

A wins, as to the April 1 advance, be- 
cause he first filed even though B’s inter- 
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est attached, and indeed was perfected, 
before the April 1 advance. The same rule 
would apply if either A or B had perfected 
through possession. Section 9-204(3) 
(A.C.A. § 4-9-204(3)) and the Comment 
thereto should be consulted for the valida- 
tion of future advances. 

The same result would be reached even 
though A’s April 1 advance was not under 
the original security agreement, but was 
under a new security agreement under A’s 
same financing statement or during the 
continuation of A’s possession. 

8. The application of the priority rules 
of subsections (5) (A.C.A. § 4-9-312(5)) 
and (6) (A.C.A. § 4-9-312(6)) to proceeds is 
shown by the following examples: 

Example 6. A files a financing statement 
covering a described type of inventory 
then owned or thereafter acquired. B sub- 
sequently takes a purchase money secu- 
rity interest in certain inventory de- 
scribed in A’s financing statement and 
achieves priority over A under subsection 
(3) (A.C.A. § 4-9-312(3)) as to this inven- 
tory. This inventory is then sold, produc- 
ing proceeds. 

If the proceeds of the inventory are 
instruments or chattel paper, the rights of 
A and B on the one hand and any adverse 
claimant to these proceeds on the other 
are governed by Sections 9-308 (A.C.A. 
§ 4-9-308) and 9-309 (A.C.A. § 4-9-309). 
If the proceeds are cash, subsection (3) 
(A.C.A. § 4-9-312(3)) indicates that B’s 
priority as to the inventory carries over to 
the cash. Proceeds which are accounts 
constitute different collateral and the pri- 
orities as to the original collateral do not 
control the priority as to the accounts. 
Under Sections 9-306 (A.C.A. § 4-9-306) 
and 9-312(6) (A.C.A. § 4-9-312(6)), A’s 
first filing as to the inventory constitutes a 
first filing as to the accounts, provided 
that the same filing office would be appro- 
priate for filing as to accounts under the 
rules of Section 9-306(3) (A.C.A. § 4-9- 
306(3)). Therefore, A has priority as to the 
accounts. 

Many parties financing inventory are 
quite content to protect their first security 
interest in the inventory itself, realizing 
that when inventory is sold, someone else 
will be financing the accounts and the 
priority for inventory will not run forward 
to the accounts. Indeed, the cash supplied 
by the accounts financer will be used to 
pay the inventory financing. In some sit- 
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uations, the party financing the inventory 
on a purchase money basis makes contrac- 
tual arrangements that the proceeds of 
accounts financing by another be devoted 
to paying off the first inventory security 
interest. 

Example 7. In the foregoing case, if B 
had filed directly as to accounts, the date 
of that filing as to accounts would be 
compared with the date of A’s first filing as 
to the inventory, and the first-to-file rule 
would prevail. 

Subsection (6) (A.C.A. § 4-9-312(6)) 
provides that a filing as to original collat- 
eral determines the date of a filing as to 
the proceeds thereof. This rule implies, of 
course, that the filing as to the original 
collateral is effective as to proceeds under 
the rule of Section 9-306(3) (A.C.A. § 4-9- 
306(3)). 

Example 8. If C had filed as to accounts 
in Example 6 above before either A or B 
had filed as to inventory, C’s first filing as 
to accounts would have priority over the 
filings of A and B, which would also con- 
stitute filings as to accounts under the 
rule just mentioned. A’s and B’s position as 
to the inventory gives them no automatic 
claim to the proceeds of the inventory 
consisting of accounts against someone 
who has filed earlier as to accounts. If, on 
the other hand, either A’s or B’s filings as 
to the inventory constituted good filings as 
to accounts and these filings preceded C’s 
direct filings as to accounts, A or B would 
outrank C as to the accounts. 

If the filings as to inventory were not 
effective under subsection (6) (A.C.A. § 4- 
9-312(6)) for filing as to accounts because 
a filing for accounts would have to be in a 
different filing office under Section 
9-103(3) (A.C.A. § 4-9-103(3)), these in- 
ventory filings would nevertheless be ef- 
fective for 10 days as to accounts. If the 
perfection of the security interest in ac- 
counts was continued within the 10 days 
by appropriate filings, then A and B's 
interests in the accounts would date from 
the date of filing as to inventory. 

9. Under some circumstances, a se- 
cured party, who does not have priority in 
an account, chattel paper, or general in- 
tangible may be entitled to keep a cash 
payment received directly or indirectly 
from the account debtor. See PEB Com- 
mentary No. 7, dated March 10, 1990. 


Cross References: 
Sections 9-204(1) (A.C.A. § 4-9-204(1)) 
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and 9-303 (A.C.A. § 4-9-303),. 

Point 1: Sections 4-208 (A.C.A. § 4-4- 
208), 9-114 (A.C.A. § 4-9-114), 9-301 
(A.C.A. § 4-9-301), 9-304 (A.C.A. § 4-9- 
304), 9-306 (A.C.A. § 4-9-306), 9-307 
(A.C.A. § 4-9-307), 9-308 (A.C.A. § 4-9- 
308), 9-309 (A.C.A. § 4-9-309), 9-310 
(A.C.A. § 4-9-310), 9-313 (A.C.A. § 4-9- 
313), 9-314 (A.C.A. § 4-9-314), 9-315 
(A.C.A. § 4-9-315) and 9-316 (A.C.A. § 4- 
9-316). 

Point 3: Sections 9-108 (A.C.A. § 4-9- 
108), 9-204 (A.C.A. § 4-9-204), 9-304(4) 
(A.C.A. § 4-9-304(4)) and (5) (A.C.A. § 4- 
9-304(5)). 

Points 4 to 7: Sections 9-204 (A.C.A. 
§ 4-9-204), 9-301(4) (A.C.A. § 4-9-301(4)), 
9-304(4) (A.C.A. § 4-9-304(4)) and (5) 
(A.C.A. § 4-9-304(5)), 9-306 (A.C.A. § 4-9- 
306), 9-307(3) (A.C.A. § 4-9-307(3)) and 
9-402(1) (A.C.A. § 4-9-402(1)). 

Point 8: Sections 9-103(6) (A.C.A. § 4-9- 
103(6)), 9-306(3) (A.C.A. § 4-9-306(3)). 


Definitional Cross References: 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Collecting bank”. Section 4-105 (A.C.A. 


§ 4-4-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Documents”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Give notice”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Instruments”. Section 9-105 (A.C.A. 
§ 4-9-105). 


“Inventory”. Section 9-109 (A.C.A. § 4- 
9-109). 
“Knowledge”. Section 1-201 (A.C.A. § 4- 


1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Proceeds”. Section 9-306 (A.C.A. § 4-9- 
306). 


“Purchase money security interest”. 
Section 9-107 (A.C.A. § 4-9-107). 

“Pursuant to commitment”. 
9-105 (A.C.A. § 4-9-105). 

“Receives notification”. Section 1-201 
(A.C.A. § 4-1-201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 


Section 
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“Security”. Sections 8-102 (A.C.A. § 4- 
8-102) and 9-105 (A.C.A. § 4-9-1085). 

“Security interest”. Section 1-201 
(A.C.A. § 4-1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by: Acts 1973, 
No. 116, § 1 (9-312), to incorporate the 
1972 changes to this Uniform Commercial 
Code section; Acts 1983, No. 561, § 5, to 
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substitute “twenty-one (21) days” for “ten 
days” in subsection (4); and Acts 1985, No. 
514, § 12, to incorporate the 1977 changes 
to this Uniform Commercial Code section. 
Acts 1987, No. 560, § 1, amended this 
section to change the language making it 
vary from this Uniform Commercial Code 
section. The Arkansas General Assembly, 
by Acts 1989, No. 654, §§ 1, 3, repealed 
(2)(e) and amended (2)(f). The section still 
varies substantially from the Uniform 
Commercial Code section. 


Comment to A.C.A. § 4-9-312 adopted by the 
Arkansas General Assembly* 
(Also see preceding comment) 


Arkansas Statute 85-9-312(2) (A.C.A. 
§ 4-9-312(2)) is an instance of the prefer- 
ence which the Uniform Commercial Code 
gives a new-value secured party. The prin- 
ciple of this provision (A.C.A. § 4-9-312) is 
that a person who extends credit that 
enables a debtor to produce new crops or 
raise livestock, and secures this credit 
with a security interest in the farm prod- 
ucts, gets first claim to the collateral, 
outranking the interest of another se- 
cured party who claims the collateral 
merely as after-acquired property to se- 
cure a debt not directly related to the 
production of the farm products. So Ar- 
kansas Statute 85-9-312(2) (A.C.A. § 4-9- 
312(2)) creates an exception to the first-to- 
file-or-perfect rule of Arkansas Statute 
85-9-312(5) (A.C.A. § 4-9-312(5)), as do 
subsections (3) (A.C.A. § 4-9-312(3)) and 
(4) (A.C.A. § 4-9-312(4)) of that Statute 
(Section). The purposes behind all these 
exceptions are the same: to enable free- 
market forces to operate with respect to a 
debtor’s acquisition of new property and 
to prevent unjust enrichment. Arkansas 
Statute 85-9-312(2) (A.C.A. § 4-9-312(2)) 
has the effect of putting farming on a par 
with any other business with respect to 
secured financing. 

The notification requirement is to pro- 
tect an earlier secured party who may 
periodically extend credit with respect to 
the same farm products, such as a bank 
lending farm operating expenses to the 
debtor. See Arkansas Statute 85-9- 
312(3)(b) (A.C.A. § 4-9-312(3)(b)). The fil- 
ing requirement serves subsequent credi- 
tors by providing a means whereby they 
can learn of existing or expected interests 
in the collateral. 


The holder of a production money secu- 
rity interest may extend value more than 
once with respect to the same farm prod- 
ucts. The holder need not give the notice 
or make a filing each time value is ex- 
tended. Rather, a single notice and filing, 
properly accomplished, protects the 


‘holder as to all value the holder contem- 


poraneously and subsequently extends 
with respect to farm products covered by 
the notice and filing. 

Priority under Arkansas Statute 85-9- 
312(2) (A.C.A. § 4-9-312(2)) is not condi- 
tioned on the production money secured 
party being without notice or knowledge 
of the conflicting security interest: the 
production money secured party takes pri- 
ority although he actually or construc- 
tively knows of it. In this respect, Arkan- 
sas Statute 85-9-312(2) (A.C.A. § 4-9- 
312(2)) is no different from Arkansas 
Statute 85-9-312(3) (A.C.A. § 4-9-312(3)) 
and (4) (A.C.A. § 4-9-312(4)). 

The usual rule for determining priority 
between conflicting new-value interests in 
any kind of collateral is first-to-perfect. 
Accordingly, priority among production 
money security interests in the same farm 
products is usually governed by Arkansas 
Statute 85-9-312(5) (A.C.A. § 4-9-312(5)), 
which also governs when a _ purchase 
money security interest in livestock con- 
flicts with a production money security 
interest in the animals. There is a limited 
exception, however, in the very last clause 
of Arkansas Statute 85-9-312(2)(a) (A.C.A. 
§ 4-9-312(2)(a)), which is designed to en- 
courage a creditor with whom the debtor 
may have enjoyed a long relationship to 
continue to finance the debtor’s produc- 
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tion of crops. This exception broadens the 
priority of a production money secured 
party who substantially finances this 
year’s crop so that his priority extends not 
only to the value he contributed to the 
current crop that is the collateral, but 
extends also to any other farm related 
debts secured by the collateral, including 
debts for producing crops grown in previ- 
ous years. 

The value that will support a produc- 
tion money security interest includes a 
loan of money by a lender or other 
financer or by extension of credit by a 
seller or other supplier of goods or ser- 
vices. See Arkansas Statute 85-1-201(44) 
(A.C.A. § 4-1-201(44)). A production 
money security interest is created for new 
value given in the good faith belief that 
the value will be used to enable the debtor 
to produce or raise the collateral even 
though the value is not in fact so used by 
the debtor. Conditioning the priority of a 
production money security interest on 
proof that the value was actually used in 
producing or raising the collateral would 
impose on farm lenders and suppliers un- 
reasonable burdens of accounting and 
tracing. 

Producing or raising farm products en- 
tails a wide range of many activities, each 
of which is useful or necessary to the 
process. Security interests based on value 
extended for all of these activities must 
qualify for the priority of this subsection 
so that the debtor can freely shop for 
enabling credit at every step of produc- 
tion. Thus, Arkansas Statute 85-9-312(2) 
(A.C.A. § 4-9-312(2)) deliberately defines 
“producing or raising farm products” 
broadly: any causally related activity, in- 
cluding activities associated with market- 
ing the collateral. 

Producing crops thus includes prepar- 
ing the land for planting, cultivating or 
otherwise tending crops, harvesting, pre- 
paring crops for sale or storage prior to 
sale, storing crops prior to sale, transport- 
ing to sale, selling, or engaging in any 
other activity that proximately relates to 
the growing and marketing of crops or 
products of crops. Similarly, raising live- 
stock includes feeding or grazing, fencing, 
providing health care, breeding, slaugh- 
tering, preparing for sale, transporting to 
sale, selling, or engaging in any other 
activity that proximately relates to the 
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care and marketing of livestock or prod- 
ucts of livestock. 

Advances to cover current operating ex- 
penses, and to sustain the farmer and his 
family, are as important to producing farm 
products as credit extended to buy seed for 
the new crop or feed for the livestock. 
Operating expenses are the costs of doing 
business, i.e., the usual and necessary 
costs of maintaining the farming opera- 
tion that produces the collateral, exclud- 
ing obligations owed with respect to the 
farmland such as rent, mortgage principal 
or interest. The land itself always serves 
as collateral for a mortgagee or vendor of 
the real estate. Statutory liens on the 
crops commonly protect cash rent due 
landlords. 

The financer of farm machinery or other 
farm equipment in a sense enables the 
production of crops or raising of livestock. 
Yet, this person has the security of a first 
claim to the equipment itself and as to 
farm products should rank below suppli- 
ers of goods, services, and money that is 
consumed in the production process. 

The priority granted by Arkansas Stat- 
ute 85-9-312(2) (A.C.A. § 4-9-312(2)) ex- 
tends to proceeds of farm products, see 
Arkansas Statute 85-9-306 (A.C.A. § 4-9- 
306), and also to products of the collateral 
including milk and eggs. Products are 
expressly, separately covered in the sub- 
section, without limitation, to make clear 
that the production money interest itself 
(Arkansas Statute 85-9-312(2)(c) (A.C.A. 
§ 4-9-312(2)(c))), and the priority of the 
interest (Arkansas Statute 85-9-312(2)(a) 
(A.C.A. § 4-9-312(2)(a))), continue in 
products of the collateral free from the 
requirements that must be satisfied under 
Arkansas Statute 85-9-109(3) (A.C.A. § 4- 
9-109(3)) for products of crops and live- 
stock to be classified as farm products. 
Thus, under Arkansas Statute 85-9- 
312(2)(c) (A.C.A. § 4-9-312(2)(c)) a pro- 
duction money security interest in crops, 
livestock or other farm products extends 
automatically to products of the collateral, 
even though the debtor is no longer in 
possession of them (compare Arkansas 
Statute 85-9-306(2) (A.C.A. § 4-9-306- 
(2))); and, under Arkansas Statute 85-9- 
312(2)(a) (A.C.A. § 4-9-312(2)(a)), this 
continuing interest in products enjoys the 
same absolute priority as the production 
money security interest in the original 
collateral that is the source of the prod- 
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ucts so long as the products are identifi- 
able as such. If products are confused with 
other goods and can no longer be identi- 
fied, that is, their identity is lost in the 
mass, the security interest is not lost. 
Rather, the interest continues, and prior- 
ity is determined, pursuant to Arkansas 
Statute 85-9-315 (A.C.A. § 4-9-315). Be- 
cause Arkansas Statute 85-9-315(1) 
(A.C.A. § 4-9-315(1)) provides for the sur- 
vival only of perfected security interests in 
goods that are confused or commingled, 
Arkansas Statute 85-9-312(2) (A.C.A. § 4- 
9-312(2)) provides that a security interest 
in products is continuously perfected if the 
interest in the original collateral was per- 
fected. The continuity of perfection as to 
both original collateral and products 
thereof is, however, subject to the provi- 
sions of Act 16 of the Second Extraordi- 
nary Session of 1986, compiled as Arkan- 
sas Statute 85-9-307(4) through (6) 
(A.C.A. § 4-9-307(4) through § 4-9- 
307(6)), which is not repealed or otherwise 
affected by this Act. 
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The purposes behind Arkansas Statute 
85-9-312(2) (A.C.A. § 4-9-312(2)) could be 
frustrated by typically unbargained-for, 
boilerplate language in loan agreements 
that could be construed to prohibit a 
debtor from creating production money 
security interests. So this sort of language 
is neutered. A creditor should not be al- 
lowed through contract to accomplish a 
result that contravenes the policy of posi- 
tive law. 


*The Arkansas General Assembly in- 
cluded this commentary in the adoption of 
Acts 1987, No. 560, § 2. It is unclear what 
legal effect formal adoption of this com- 
mentary may have on the interpretation 
of this section. The Arkansas General As- 
sembly, by Acts 1989, No. 654, §§ 1, 3, 
repealed (2)(e) and amended (2)(f). The 
commentary adopted by the Arkansas 
General Assembly in 1987 by Acts 1987, 
No. 560, § 2, has not been amended to 
reflect the 1989 amendments. 


1972 Official Comment to § 9-313 (A.C.A. § 4-9-313)* 


Prior Uniform Statutory Provision: Sec- 
tion 7, Uniform Conditional Sales Act. 


Purposes: 

1. Section 9-313 (A.C.A. § 4-9-3183) 
deals with the problem that certain goods 
which are the subject of chattel financing 
become so affixed or otherwise so related 
to real estate that they become part of the 
real estate, and that chattel interests 
would be subordinate to real estate inter- 
ests except as protected by the priorities 
regulated by the section. These goods are 
called “fixtures”. Some fixtures also retain 
their chattel nature in that a chattel fi- 
nancing with respect to them may exist 
and may continue to be recognized, if 
notice thereof is given to real estate inter- 
ests in accordance with this section. But 
this concept does not apply if the goods are 
integrally incorporated into the real es- 
tate. 

The term “fixture filing” has been intro- 
duced and defined. It emphasizes that 
when a filing is intended to give the pri- 
ority advantages herein discussed against 
real estate interests, the filing must (ex- 
cept as stated below) be for record in the 
real estate records and indexed therein, so 


that it will be found in a real estate 
search. 

Since the determination in advance of 
judicial decision of the question whether 
goods have become fixtures is a difficult 
one, no inference may be drawn from a 
fixture filing that the secured party con- 
cedes that the goods are or will become 
fixtures. The fixture filing may be merely 
precautionary. 

2. “Fixture” is defined to include any 
goods which become so related to particu- 
lar real estate that an interest in them 
arises under real estate law and therefore, 
goods integrally incorporated into the real 
estate are clearly fixtures. But under sub- 
section (2) (A.C.A. § 4-9-313(2)) no secu- 
rity interest exists under Article 9 (Chap- 
ter 9) in ordinary building materials 
incorporated into an improvement on 
land. 

Goods may be technically “ordinary 
building materials,” e.g., window glass, 
but if they are incorporated into a struc- 
ture which as a whole has not become an 
integral part of the real estate, the rules 
applicable to the ordinary building mate- 
rials follow the rules applicable to the 
structure itself. The outstanding exam- 
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ples presenting this kind of problem are 
the modern “mobile homes” and the mod- 
ern prefabricated steel buildings usable as 
warehouses, garages, factories, etc. In the 
case of the mobile homes, most of them are 
erected on leased land and the right of the 
debtor under a mobile home purchase 
contract to remove the goods as lessee will 
make clear that his secured party ordi- 
narily has a similar right. See paragraph 
(5)(b) (A.C.A. § 4-9-313(5)(b)). 

In cases where mobile homes or prefab- 
ricated steel buildings are erected by a 
person having an ownership interest in 
the land, the question into which category 
the buildings fall is one determined by 
local law. In general, the governing local 
law will not be that applicable in deter- 
mining whether goods have become real 
property between landlord and tenant, or 
between mortgagor and mortgagee, or be- 
tween grantor and grantee, but rather 
than applicable in a three-party situation, 
determining whether chattel financing 
can survive as against parties who acquire 
rights through the affixation of the goods 
to the real estate. 

The assertion that no security interest 
exists in ordinary building materials is 
only for the operation of the priority pro- 
visions of this section. It is without preju- 
dice to any rights which the secured party 
may have against the debtor himself if he 
incorporated the goods into real estate or 
against any party guilty of wrongful incor- 
poration thereof in violation of the secured 
party’s rights. 

3. Under these concepts the section rec- 
ognizes three categories of goods: (1) those 
which retain their chattel character en- 
tirely and are not part of the real estate; 
(2) ordinary building materials which 
have become an integral part of the real 
estate and cannot retain their chattel 
character for purposes of finance; and (3) 
an intermediate class which has become 
real estate for certain purposes, but as to 
which chattel financing may be preserved. 
This third and intermediate class is the 
primary subject of this section. The de- 
marcation between these classifications is 
not delineated by this section. 

4, In considering fixture priority prob- 
lems, there will always first be a prelimi- 
nary question whether real estate inter- 
ests per se have an interest in the goods as 
part of real estate. If not, it is immaterial, 
so far as concerns real estate parties as 
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such, whether a chattel security interest 
is perfected or unperfected. In no event 
does a real estate party acquire an inter- 
est in a “pure” chattel just because a 
security interest therein is unperfected. If 
on the other hand real estate law gives 
real estate parties an interest in the 
goods, a conflict arises and this section 
states the priorities. 

(a) The principal exception to the gen- 
eral rule of priority stated in Comment 
4(b) based on time of filing or recording is 
a priority given in paragraph (4)(a) 
(A.C.A. § 4-9-313(4)(a)) to purchase 
money security interests in fixtures as 
against prior recorded real estate inter- 
ests, provided that the purchase money 
security interest is filed as a fixture filing 
in the real estate records before the goods 
become fixtures or within 10 days there- 
after. This priority corresponds to one 
given in Section 9-312(4) (A.C.A. § 4-9- 
312(4)), and the 10 days of grace repre- 
sents a reduction of the purchase money 
priority as against prior interest in the 
real estate under the present Section 
9-313 (A.C.A. § 4-9-313), where the pur- 
chase money priority exists even though 
the security interest is never filed. 

It should be emphasized that this pur- 
chase money priority with the 10-day 
grace period for filing is limited to rights 
against prior real estate interests. There 
is no such priority with the 10-day grace 
period as against subsequent real estate 
interests. The fixture security interest can 
defeat subsequent real estate interests 
only if it is filed first and prevails under 
the usual conveyancing rule recognized in 
paragraph (4)(b) (A.C.A. § 4-9-313(4)(b)). 

(b) The general principle of priority an- 
nounced in this section is set forth in 
paragraph (4)(b) (A.C.A. § 4-9-313(4)(b)). 
It is basically that a fixture filing gives to 
the fixture security interest priority as 
against other real estate interests accord- 
ing to the usual priority rule of conveyanc- 
ing, that is, the first to file or record 
prevails. An apparent limitation to this 
principle set forth in paragraph (4)(b) 
(A.C.A. § 4-9-313(4)(b)), namely that the 
secured party must have had priority over 
any interest of a predecessor in title of the 
conflicting encumbrancer or owner, is not 
really a limitation, but is an expression of 
the usual rule that a person must be 
entitled to transfer what he has. Thus, if 
the fixture security interest is subordinate 
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to a mortgage, it is subordinate to an 
interest of an assignee of the mortgage 
even though the assignment is a later 
recorded instrument. Similarly if the fix- 
ture security interest is subordinate to the 
rights of an owner, it is subordinate to a 
subsequent grantee of the owner and like- 
wise subordinate to a subsequent mort- 
gagee of the owner. 

(c) A qualification to the rule based on 
priority of filing or recording is paragraph 
(4)(d) (A.C.A. § 4-9-313(4)(d)), where pri- 
ority based on precedence in filing or re- 
cording is preserved, but there is no re- 
quirement that as against a judgment 
henor of the real estate, the prior filing of 
the fixture security interest must be in the 
real estate records. The fixture security 
interest if perfected first should prevail 
even though not filed or recorded in real 
estate records, because generally a judg- 
ment creditor is not a reliance creditor 
who would have searched records. Thus, 
even a prior filing in the chattel records 
protects the priority of a fixture security 
interest against a subsequent judgment 
lien. 

It is hoped that this rule will have the 
effect of preserving a fixture security in- 
terest so filed against invalidation by a 
trustee in bankruptcy. That would, of 
course, be the result under Section 60a of 
the Bankruptcy Act if the time of perfec- 
tion of the fixture security interest were 
measured by the judgment creditor test 
applicable to personal property. It would 
not be the result if the time of perfection 
were measured by the purchaser test ap- 
plicable to real estate. Since the fixture 
security interest arises against the goods 
in their capacity as chattels, the bank- 
ruptcy courts should apply the judgment 
creditor test. The effectiveness of the 
drafting to achieve its purpose cannot be 
known certainly until the courts adjudi- 
cate the question or until it is settled by 
amendment to Section 60a of the Bank- 
ruptcy Act. 

The phrase “lien by legal or equitable 
proceedings” is suggested by Section 70c of 
the Bankruptcy Act, and is intended to 
encompass all lens on real estate ob- 
tained by any of the creditor action 
therein described. 

(d) Aspecial exception to the usual rule 
of priority based on precedence in time is 
the one of paragraph (4)(c) (A.C.A. § 4-9- 
313(4)(c)) in favor of holders of security 
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interests in factory and office machines, 
and in certain replacement domestic ap- 
pliances, as discussed below. This is not as 
broad an exception as it might seem. To 
repeat, a fixture conflict is not reached if 
the goods are held as a matter of local law 
not to have become part of the real estate, 
which will frequently be the holding for 
goods of these types. If the opposite is 
held, the rule of paragraph (4)(c) (A.C.A. 
§ 4-9-313(4)(c)) operates only if the fix- 
ture security interest is perfected before 
the goods become fixtures. Having been 
perfected, it would of course have priority 
over subsequent real estate interests un- 
der the rule of paragraph (4)(b) (A.C.A. 
§ 4-9-313(4)(b)). Since it would in almost 
all cases be a purchase money security 
interest, it would also have priority over 
other real estate interests under the pur- 
chase-money priority of paragraph (4)(a) 
(A.C.A. § 4-9-313(4)(a)), discussed in 
paragraph (a) above. The rule is stated 
separately because the permitted perfec- 
tion is by any method permitted by the 
Article (Chapter), and not exclusively by 
fixture filing in the real estate records. 
This rule is made necessary by the confu- 
sions of the law as to whether certain 
machinery and appliances become fix- 
tures. 

As an additional point, in the case of 
machinery, the separate statement of this 
rule makes clear that it is not overridden 
by the construction mortgage priority of 
subsection (6) (A.C.A. § 4-9-313(6)) dis- 
cussed in Comment 4(e) below, as would 
have been true if reliance had been solely 
on the purchase-money priority. Factory 
and office machines are not always fi- 
nanced as part of a construction mortgage, 
and the mortgagee should be alert to con- 
flicting chattel financing of these ma- 
chines. 

As to appliances, the rule stated is lim- 
ited to readily removable replacements, 
not original installations, of appliances 
which are consumer goods in the hands of 
the debtor (Section 9-109 (A.C.A. § 4-9- 
109)). To facilitate financing of original 
appliances in new dwellings as part of the 
real estate financing of the dwellings, no 
special priority is given to chattel financ- 
ing of original appliances. The section 
leaves to other law of the state the ques- 
tion whether original installations are fix- 
tures to which the protection accorded by 
this section to construction mortgages 
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would be applicable. Likewise, it is recog- 
nized that (when not supplied by tenants) 
appliances in commercial apartment 
buildings are intended as permanent im- 
provements, and no special rule is stated 
for appliances in that case. The special 
priority rule here stated in favor of chattel 
financing is limited to situations where 
the installation of appliances may not be 
intended to be permanent, i.e., replace- 
ment appliances used by the debtor or his 
family (consumer goods). The principal 
effect of the rule is to make clear that a 
secured party financing occasional re- 
placements of domestic appliances in non- 
commercial owner-occupied contexts need 
not concern himself with real estate de- 
scriptions or records; indeed, for a pur- 
chase-money replacement of consumer 
goods, perfection without any filing will be 
possible. (The priority of the construction 
mortgage has no application to replace- 
ment appliances.) 

(e) The purchase money priority pre- 
sents a difficult problem in relation to 
construction mortgages. The latter will 
ordinarily have been recorded even before 
the commencement of delivery of materi- 
als to the job, and therefore would be prior 
in rank to the fixture security interests 
were it not for the problem of the purchase 
money priority. Subsection (6) (A.C.A.§ 4- 
9-313(6)) expressly gives priority to the 
construction mortgage recorded before the 
filing of the fixture security interest, but 
this priority of a construction mortgage 
applies only during the construction pe- 
riod leading to the completion of the im- 
provement. As to additions to the building 
made long after completion of the im- 
provement, the construction priority will 
not apply simply because the additions 
are financed by the real estate mortgagee 
under an open end clause of his construc- 
tion mortgage. In such case, the applica- 
ble principles will be those of paragraphs 
(4)(a) (A.C.A. § 4-9-313(4)(a)) and (4)(b) 
(A.C.A. § 4-9-313(4)(b)). A refinancing of a 
construction mortgage has the same pri- 
ority as the mortgage itself. 

The phrase “an obligation incurred for 
the construction of an improvement” cov- 
ers both optional advances and advances 
pursuant to commitment, and both types 
of advances have the same priority under 
the section. 

5. The section makes it impossible for a 
fixture supplier to retain a security inter- 
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est against a contractor, to the possible 
surprise and deception of real estate inter- 
ests, unless the debtor has an interest of 
record in the real estate. See paragraphs 
(4)(a) (A.C.A. § 4-9-313(4)(a)) and (b) 
(A.C.A. § 4-9-313(4)(b)). 

On the other hand, these paragraphs do 
recognize that fixture filing may be neces- 
sary when the debtor is in possession of 
the real estate (e.g., a lessee) even without 
an interest of record. This possibility of a 
filing against a debtor who is not in the 
real estate chain of title makes it neces- 
sary to require the furnishing of the name 
of a record owner in such cases. See Sec- 
tions 9-402(3) (A.C.A. § 4-9-402(3)), item 
3; 9-402(5) (A.C.A. § 4-9-402(5)); 9-403(7) 
(A.C.A. § 4-9-403(7)). 

6. The status of fixtures installed by 
tenants (as well as such persons as licens- 
ees and holders of easements) is defined 
by paragraph (5)\(b) (A.C.A. § 4-9- 
313(5)(b)) to the effect that if the debtor 
(tenant or other interest mentioned) has 
the right to remove the fixture as against 
a real estate interest, the secured party 
has priority over that real estate interest. 

7, Real estate lenders and title compa- 
nies will have little difficulty in locating 
relevant fixture security interests applica- 
ble to particular parcels of real estate 
because of the provisions as to real estate 
description in fixture filings, the indexing 
thereof, and other related provisions in 
Part 4 of Article 9 (Chapter 9). 

8. Real estate lending is typically long- 
term, and is usually done by institutional 
investors who can afford to take a long 
view of the matter rather than concentrat- 
ing on the results of any particular case. It 
is apparent that the rule which permits 
and encourages purchase money fixture 
financing, which in contrast is typically 
short-term, will result in the moderniza- 
tion and improvement of real estate 
rather than in its deterioration and will 
on balance benefit long-term real estate 
lenders. Because of the short-term charac- 
ter of the chattel financing, it will rarely 
produce any conflict in fact with the real 
estate lender. The contrary rule would 
chill the availability of short-term credit 
for modernization of real estate by instal- 
lation of new fixtures and in the long run 
could not help real estate lenders. 

9. Subsection (8) (A.C.A. § 4-9-313(8)) 
is an important departure from Section 7 
of the Uniform Conditional Sales Act and 
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from much other conditional sales legisla- 
tion. Under the Uniform Conditional 
Sales Act a conditional vendor could not 
sever and remove the affixed chattel if a 
“material injury to the freehold” would 
result. The courts of various jurisdictions 
were in sharp disagreement of the mean- 
ing of “material injury”: some held that 
only physical injury was meant; others 
adopted the so-called “institutional theo- 
ry’ and denied removal whenever the “go- 
ing value” of the structure would be mate- 
rially diminished by the removal. Under 
these rules the conditional vendor either 
could not remove at all, or, if he could, 
could damage the structure on removal 
without becoming accountable to the real 
estate claimant. The situation was com- 
plicated by the fact that it became increas- 
ingly difficult to predict what types of 
goods the courts in a given jurisdiction 
would hold not subject to removal. 

Subsection (8) (A.C.A. § 4-9-313(8)) 
abandons the “material injury to the free- 
hold” rule. Instead a secured party enti- 
tled to priority may in all cases sever and 
remove his collateral, subject, however, to 
a duty to reimburse any real estate claim- 
ant (other than the debtor himself) for any 
physical injury caused by the removal. 
The right to reimbursement is imple- 
mented by the last sentence of subsection 
(8) (A.C.A. § 4-9-313(8)) which gives the 
real estate claimant a statutory right to 
security or indemnity failing which he 
may refuse permission to remove. The 
subsection (8) (A.C.A. § 4-9-313(8)) rule 
thus accomplishes two things: it puts an 
end to the uncertainty which has grown 
up under the “material injury” rule, while 
at the same time it protects the real estate 
claimant under the reimbursement provi- 
sions. 
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Cross References: 

Sections 2-107 (A.C.A. § 4-2-107), 
9-102(1) (A.C.A. § 4-9-102(1)), 9-104(j) 
(A.C.A. § 4-9-104G)) and 9-312(1) (A.C.A. 
§ 4-9-312(1)), and Parts 4 and 5. 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Encumbrance”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Knowledge”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Mortgage”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-313), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


1972 Official Comment to § 9-314 (A.C.A. § 4-9-314)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. To state when a secured party claim- 
ing an interest in goods installed in or 
affixed to other goods is entitled to priority 
over a party with a security interest in the 
whole. 

2. This section changes prior law in 
that the secured party claiming an inter- 
est in a part (e.g., a new motor in an old 


car) is entitled to priority and has a right 
to remove even though under other rules 
of law the part now belongs to the whole. 

3. This section does not apply to goods 
which, for example, are so commingled in 
a manufacturing process that their origi- 
nal identity is lost. That type of situation 
is covered in Section 9-315 (A.C.A. § 4-9- 
315). Section 9-315 (A.C.A. § 4-9-315) 
should also be consulted for the effect of a 
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financing statement which claims both 
component parts and the resulting prod- 
uct. 


Cross References: 

Sections 9-203(1) (A.C.A. § 4-9-203(1)), 
9-303 (A.C.A. § 4-9-303) and 9-312(1) 
(A.C.A. § 4-9-312(1)) and Part 5. 

Point 3: Section 9-315 (A.C.A. § 4-9- 
315). 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). | 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Knowledge”. Section 1-201 (A.C.A. § 4- 
1-201). 
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“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


*This section was amended by Acts 1967, 
No. 303, § 31, to correct a spelling error in 
the original enactments made by the Ar- 
kansas General Assembly. The arrange- 
ment of subdivision (3)(c) differs from the 
Uniform Commercial Code section. 


1972 Official Comment to § 9-315 (A.C.A. § 4-9-315) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. To state when a secured party whose 
collateral contributes to a product has 
priority over others who have conflicting 
claims in the same product. 

2. This section changes the law in some 
jurisdictions where a security interest in 
goods (e.g., raw materials) was lost when 
the goods lost their identity by being com- 
mingled or processed. Under this section 
the security interest continues in the re- 
sulting mass or product in the cases 
stated in subsection (1) (A.C.A. § 4-9- 
315(1)). 

3. This section applies not only to cases 
where flour, sugar and eggs are commin- 
gled into cake mix or cake, but also to 
cases where components are assembled 
into a machine. In the latter case a se- 
cured party is put to an election at the 
time of filing, by the last sentence of 


subsection (1) (A.C.A. § 4-9-315(1)), 
whether to claim under this section or to 
claim a security interest in one component 
under Section 9-314 (A.C.A. § 4-9-314). 

4. Subsection (2) (A.C.A. § 4-9-315(2)) 
is new and is needed because under sub- 
section (1) (A.C.A. § 4-9-315(1)) it is pos- 
sible to have more than one secured party 
claiming an interest in a product. The rule 
stated treats all such interests as being of 
equal priority entitled to share ratably in 
the product. 


Cross References: 

Sections 9-203(1) (A.C.A. § 4-9-203(1)), 
9-303 (A.C.A. § 4-9-303), 9-312(1) (A.C.A. 
§ 4-9-312(1)) and 9-314 (A.C.A. § 4-9- 
314). 


Definitional Cross References: 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105); 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 1-201 


1972 Official Comment to § 9-316 (A.C.A. § 4-9-316) 


Prior Uniform Statutory Provision: None. 


Purposes: 

The several preceding sections deal 
elaborately with questions of priority. 
This section is inserted to make it entirely 
clear that a person entitled to priority 
may effectively agree to subordinate his 


claim. Only the person entitled to priority 
may make such an agreement: his rights 
cannot be adversely affected by an agree- 
ment to which he is not a party. 


Cross References: 
Sections 1-102 (A.C.A. § 4-1-102) and 
9-312(1) (A.C.A. § 4-9-312(1)). 
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Definitional Cross References: 
“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 
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“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 


1972 Official Comment to § 9-317 (A.C.A. § 4-9-317) 


Prior Uniform Statutory Provision: Sec- 
tion 12, Uniform Trust Receipts Act. 


Purposes: 

There were a few common law deci- 
sions, mostly in cases involving trust re- 
ceipts, which suggested, if they did not 
hold, that a secured party who gave his 
debtor liberty of sale might be liable (for 
example, for breach of warranty) on the 
debtor’s contracts of sale. The theory was 
grounded on the law of agency; the debtor 
being regarded as selling agent for the 
secured party as principal. This section 
rejects that theory. Section 12 of the Uni- 
form Trust Receipts Act provided that the 
entruster was not subject to liability, 
merely because of his status as entruster, 


on sale of the goods subject to trust re- 
ceipt. This section adopts the policy of the 
prior act and states it in general terms. 


Cross Reference: 
Section 2-210(4) (A.C.A. § 4-2-210(4)). 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 1-201 


1972 Official Comment to § 9-318 (A.C.A. § 4-9-318)* 


Prior Uniform Statutory Provision: Sec- 
tion 9(3), Uniform Trust Receipts Act. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-9-318(1)) 
makes no substantial change in prior law. 
An assignee has traditionally been subject 
to defenses or setoffs existing before an 
account debtor is notified of the assign- 
ment. When the account debtor’s defenses 
on an assigned claim arise from the con- 
tract between him and the assignor, it 
makes no difference whether the breach 
giving rise to the defense occurs before or 
after the account debtor is notified of the 
assignment (paragraph (1)(a) (A.C.A. § 4- 
9-318(1)(a))). The account debtor may also 
have claims against the assignor which 
arise independently of that contract: an 
assignee is subject to all such claims 
which accrue before, and free of all those 
which accrue after, the account debtor is 
notified (paragraph (1)(b) (A.C.A. § 4-9- 
318(1)(b))). The account debtor may waive 
his right to assert claims or defenses 
against an assignee to the extent provided 
in Section 9-206 (A.C.A. § 4-9-206). 

2. Prior law was in confusion as to 
whether modification of an executory con- 
tract by account debtor and assignor with- 
out the assignee’s consent was possible 


after notification of an assignment. Sub- 
section (2) (A.C.A. § 4-9-318(2)) makes 
good faith modifications by assignor and 
account debtor without the assignee’s con- 
sent effective against the assignee even 
after notification. This rule may do some 
violence to accepted doctrines of contract 
law. Nevertheless it is a sound and indeed 
a necessary rule in view of the realities of 
large scale procurement. When for exam- 
ple it becomes necessary for a government 
agency to cut back or modify existing 
contracts, comparable arrangements 
must be made promptly in hundreds and 
even thousands of subcontracts lying in 
many tiers below the prime contract. Typ- 
ically the right to payments under these 
subcontracts will have been assigned. The 
government, as sovereign, might have the 
right to amend or terminate existing con- 
tracts apart from statute. This subsection 
gives the prime contractor (the account 
debtor) the right to make the required 
arrangements directly with his subcon- 
tractors without undertaking the task of 
procuring assents from the many banks to 
whom rights under the contracts may 
have been assigned. Assignees are pro- 
tected by the provision which gives them 
automatically corresponding rights under 
the modified or substituted contract. No- 
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tice that subsection (2) (A.C.A. § 4-9- 
318(2)) applies only so far as the right to 
payment has not been earned by perfor- 
mance, and therefore its application ends 
entirely when the work is done or the 
goods furnished. 

3. Subsection (3) (A.C.A. § 4-9-318(3)) 
clarifies the right of an account debtor to 
make payment to his seller-assignor in an 
“indirect collection” situation (see Com- 
ment to Section 9-308 (A.C.A. § 4-9-308)). 
So long as the assignee permits the as- 
signor to collect claims or leaves him in 
possession of chattel paper which does not 
indicate that payment is to be made at 
some place other than the assignor’s place 
of business, the account debtor may pay 
the assignor even though he may know of 
the assignment. In such a situation an 
assignee who wants to take over collec- 
tions must notify the account debtor to 
make further payments to him. 

4. Subsection (4) (A.C.A. § 4-9-318(4)) 
breaks sharply with the older contract 
doctrines by denying effectiveness to con- 
tractual terms prohibiting assignment of 
sums due and to become due under con- 
tracts of sale, construction contracts and 
the like. Under the rule as stated, an 
assignment would be effective even if 
made to an assignee who took with full 
knowledge that the account debtor had 
sought to prohibit or restrict assignment 
of the claims. 

It is only for the past hundred years 
that our law has recognized the possibility 
of assigning choses in action. The history 
of this development, at law and equity, is 
in broad outline well known. Lingering 
traces of the absolute common law prohi- 
bition have survived almost to our own 
day. 

There can be no doubt that a term 
prohibiting assignment of proceeds was 
effective against an assignee with notice 
through the nineteenth century and well 
into the twentieth. Section 151 of the 
Restatement of Contracts (1932) so states 
the law without qualification, but the 
changing character of the law is shown in 
the proposed Section 154 of the Restate- 
ment, Second, Contracts. 

The original rule of law has been pro- 
gressively undermined by a process of 
erosion which began much earlier than 
the cited section of the Restatement of 
Contracts would suggest. The cases are 
legion in which courts have construed the 
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heart out of prohibitory or restrictive 
terms and held the assignment good. The 
cases are not lacking where courts have 
flatly held assignments valid without 
bothering to construe away the prohibi- 
tion. See 4 Corbin on Contracts (1951) 
8§ 872, 873. Such cases as Allhusen v. 
Caristo Const. Corp., 303 N.Y. 446, 103 
N.E.2d 891 (1952), are rejected by this 
subsection. 

This gradual and largely unacknowl- 
edged shift in legal doctrine has taken 
place in response to economic need; as 
accounts and other rights under contracts 
have become the collateral which secures 
an ever increasing number of financing 
transactions, it has been necessary to re- 
shape the law so that these intangibles, 
like negotiable instruments and negotia- 
ble documents of title, can be freely as- 
signed. 

Subsection (4) (A.C.A. § 4-9-318(4)) 
thus states a rule of law which is widely 
recognized in the cases and which corre- 
sponds to current business practices. It 
can be regarded as a revolutionary depar- 
ture only by those who still cherish the 
hope that we may yet return to the views 
entertained some two hundred years ago 
by the Court of King’s Bench. 

5. The Federal Assignment of Claims 
Act of 1940 — to which of course this 
section is subject — requires that assign- 
ments of claims against the United States 
be filed as provided in that Act. Many 
large business enterprises, situated like 
the United States in that claims against 
them are held by hundreds or thousands 
of subcontractors or suppliers, often re- 
quire in their contract or purchase order 
forms that assignments against them be 
filed in a prescribed way. Subsection (3) 
(A.C.A. § 4-9-318(3)) requires reasonable 
identification of the account assigned and 
recognizes the right of an account debtor 
to require reasonable proof of the making 
of the assignment and to that extent val- 
idates such requirements in contracts or 
purchase order forms. If the notification 
does not contain such reasonable identifi- 
cation or if such reasonable proof is not 
furnished on request, the account debtor 
may disregard the assignment and make 
payment to the assignor. What is “reason- 
able” is not left to the arbitrary decision of 
the account debtor; if there is doubt as to 
the adequacy either of a notification or of 
proof submitted after request, the account 
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debtor may not be safe in disregarding it 
unless he has notified the assignee with 
commercial promptness as to the respects 
in which identification or proof is consid- 
ered defective. 

6. If the thing to be assigned is the 
beneficiary’s right under a letter of credit, 
Section 5-116 (A.C.A. § 4-5-116) should be 
consulted. 


Cross References: 

Point 1: Section 9-206 (A.C.A. § 4-9- 
206). 

Point 3: Sections 9-205 (A.C.A. § 4-9- 
205) and 9-308 (A.C.A. § 4-9-308). 

Point 4: Section 2-210(2) (A.C.A. § 4-2- 
210(2)) and (3) (A.C.A. § 4-2-210(3)). 

Point 6: Section 5-116 (A.C.A. § 4-5- 
116). 


Definitional Cross References: 

“Account”. Section 9-106 (A.C.A. § 4-9- 
106). 

“Account debtor”. Section 9-105 (A.C.A. 
§ 4-9-105). 


UNIFORM COMMERCIAL CODE 


“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Receives notification”. 
(A.C.A. § 4-1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Sale”. Section 2-106 (A.C.A. § 4-2-106) 
and 9-105 (A.C.A. § 4-9-105). 

“Seasonably”. Section 1-204 (A.C.A. 
§ 4-1-204). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


*This section was amended by Acts 1973, 


No. 116, § 1 (9-318), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


1972 Official Comment to § 9-401 (A.C.A. § 4-9-401)* 


Prior Uniform Statutory Provision: Sec- 
tion 4, Uniform Trust Receipts Act; Sec- 
tions 6 and 7, Uniform Conditional Sales 
Act. 


Purposes: 

1. Under chattel mortgage acts, the 
Uniform Conditional Sales Act and other 
conditional sales legislation the geograph- 
ical unit for filing or recording was local: 
the county or township in which the mort- 
gagor or vendee resided or in which the 
goods sold or mortgaged were kept. The 
Uniform Trust Receipts Act used the state 
as the geographical filing unit: under that 
Act statements of trust receipt financing 
were filed with an official in the state 
capital and were not filed locally. The 
state-wide filing system of the Trust Re- 
ceipts Act has been followed in many ac- 
counts receivable and factor’s lien acts. 

Both systems have their advocates and 
both their own advantages and draw- 
backs. The principal advantage of state- 
wide filing is ease of access to the credit 
information which the files exist to pro- 
vide. Consider for example the national 
distributor who wishes to have current 
information about the credit standing of 
the thousands of persons he sells to on 
credit. The more completely the files are 


centralized on a state-wide basis, the eas- 
ier and cheaper it becomes to procure 
credit information; the more the files are 
scattered in local filing units, the more 
burdensome and costly. On the other 
hand, it can be said that most credit 
inquiries about local businesses, farmers 
and consumers come from local sources; 
convenience is served by having the files 
locally available and there is not great 
advantage in centralized filing. 

This section does not attempt to resolve 
the controversy between the advocates of 
a completely centralized state-wide filing 
system and those of a large degree of local 
autonomy. Instead the section is drafted 
in a series of alternatives; local consider- 
ations of policy will determine the choice 
to be made. 

2. Fortunately there is general agree- 
ment that the proper filing place for secu- 
rity interests in fixtures is in the office 
where a mortgage on the real estate con- 
cerned would be filed or recorded, and 
paragraph (1)(a) in the First Alternative 
and paragraph (1)(b) (A.C.A. § 4-9- 
401(1)(b)) in the Second and Third Alter- 
natives so provide. This provision follows 
the Uniform Conditional Sales Act. Note 
that there is no requirement for an addi- 
tional filing with the chattel records. 
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3. In states where it is felt wise to 
preserve local filing for transactions of 
essentially local interest, either the Sec- 
ond or Third Alternative of subsection (1) 
(A.C.A. § 4-9-401(1)) should be adopted. 
Paragraph (1)(a) (A.C.A. § 4-9-401(1)(a)) 
in both alternatives provides county 
(township, etc.) filing for consumer goods 
transactions and for agricultural transac- 
tions (farm equipment, farm products, 
farm accounts and crops). Note that the 
subsection departs from Section 6 of the 
Uniform Conditional Sales Act and adopts 
instead the policy of many chattel mort- 
gage acts in selecting the county of the 
debtor’s residence, rather than the county 
where the goods are located, as the normal 
filing place. Where, however, the debtor is 
an out-of-state resident, the filing must of 
necessity be in the county where the goods 
are, and the subsection so provides. 
Though not expressly stated, it is evident 
that filing for an assignment of accounts 
arising from the sale of farm products by a 
farmer who is not a resident must be in 
the county where the debtor keeps his 
farm products. In the case of crops grow- 
ing or to be grown, where the land is in 
one county and the debtor’s residence in 
another, filing must be made in both coun- 
ties. Neither this filing for crops in the 
county where the land is nor the require- 
ments that the security agreement (Sec- 
tion 9-203(1)(a) (A.C.A. § 4-9-203(1)(a))) 
and the financing statement (Section 
9-402(1) (A.C.A. § 4-9-402(1)) and (3) 
(A.C.A. § 4-9-402(3)) cortain a descrip- 
tion of the real estate point to the conclu- 
sion that a financing statement for a se- 
curity interest in crops must be filed in the 
real estate records. This Article (Chapter) 
follows pre-Code law which recognized 
such a financing as a chattel mortgage. 
The policy of the subsection is to require 
filing in the place or places where a cred- 
itor would normally look for information 
concerning interests created by the 
debtor. 

For some incorporated farmers, refer- 
ence to residence is an anomaly. Therefore 
subsection (6) (A.C.A. § 4-9-401(6)) pro- 
vides that the residence of an organization 
is its place of business, or its chief execu- 
tive office if it has more than one place of 
business. Compare Section 9-103(3) 
(A.C.A. § 4-9-103(3)), which reaches es- 
sentially the same concept as a definition 
of the “location” of a debtor. 
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4. It is thought that sound policy re- 
quires a state-wide filing system for all 
transactions except the essentially local 
ones covered in paragraph (1)(a) (A.C.A. 
§ 4-9-401(1)(a)) of the Second and Third 
Alternatives and land-related transac- 
tions covered in paragraph (1)(b) (A.C.A. 
§ 4-9-401(1)(b)) of the Second and Third 
Alternatives. Paragraph (1)(c) (A.C.A. 
§ 4-9-401(1)(c)) so provides in both alter- 
natives, as does paragraph (1)(b) in the 
First Alternative. In a state which has 
adopted either the Second or Third Alter- 
native, central filing would be required 
when the collateral was goods except con- 
sumer goods, farm equipment or farm 
products (including crops), or was docu- 
ments or chattel paper or was accounts or 
general intangibles unless related to a 
farm. Note that the filing provisions of 
this Article (Chapter) do not apply to in- 
struments (see Section 9-304 (A.C.A. § 4- 
9-304)). 

If the Third Alternative subsection (1) 
(A.C.A. § 4-9-401(1)) is adopted, then lo- 
cal filing, in addition to the central filing, 
is required in all the cases stated in the 
preceding paragraph, with respect to any 
debtor whose places of business within the 
state are all within a single county (town- 
ship, etc.) or a debtor who is not engaged 
in business. The last event test stated in 
Section 9-103(1)(b) (A.C.A. § 4-9- 
103(1)(b)) and Comment thereto applies to 
determine whether local filing is required 
under the present section, as well as to 
determine in which state filing is re- 
quired. 

In states where the arguments for a 
completely centralized set of files (except 
for fixtures) prevail, the First Alternative 
subsection (1) should be adopted. That 
alternative provides for exclusive central 


- filing of all security interests except those 


in fixtures. 

5. When a secured party has in good 
faith attempted to comply with the filing 
requirements but has not done so cor- 
rectly, subsection (2) (A.C.A. § 4-9-401(2)) 
makes his filing effective insofar as it was 
proper, and also makes it good for all 
collateral covered by the financing state- 
ment against any person who actually 
knows the contents of the improperly filed 
statement. The subsection rejects the oc- 
casional decisions that an improperly filed 
record is ineffective to give notice even to 
a person who knows of it. But if the Third 
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Alternative subsection (1) (A.C.A. § 4-9- 
401(1)) is adopted, the requirements of 
paragraph (1)(c) (A.C.A. § 4-9-401(1)(c)) 
are not complied with unless there is filing 
in both offices specified; filing in only one 
of two required places is not effective 
except as against one with actual knowl- 
edge of the contents of the defective fi- 
nancing statement. 

6. Subsection (3) (A.C.A. § 4-9-401(3)) 
deals with change of residence or place of 
business or the location or use of the goods 
after a proper filing has been made. The 
subsection is important only when local 
filing is required, and covers only changes 
between local filing units in the state. For 
changes of location between states see 
Section 9-103(1)(d) (A.C.A. § 4-9- 
103(1)(d)). 

Subsection (3) (A.C.A. § 4-9-401(3)) is 
presented in alternative forms. Under the 
first, no new filing is required in the 
county to which the collateral has been 
removed. Under alternative subsection (3) 
(A.C.A. § 4-9-401(3)) the original filing 
lapses four months after the change in 
location; this is basically the same rule 
that is applied by Section 9-103(1)(d) 
(A.C.A. § 4-9-103(1)(d)) to the case of col- 
lateral brought into the state subject to a 
security interest which attached else- 
where. 

7. The usual filing rules do not apply 
well for a transmitting utility (defined in 
Section 9-105 (A.C.A. § 4-9-105)). Many 
pre-Code statutes provided special filing 
rules for railroads and in some cases for 
other public utilities to avoid the require- 
ments for filing with legal descriptions in 
every county in which such debtors had 
property. The Code recreates and broad- 
ens these provisions by subsection (5) 
(A.C.A. § 4-9-401(5)) of this section, 
which provides that for transmitting util- 
ities the filing need only be in the office of 
the Secretary of State. The nature of the 
debtor will inform persons searching the 
record as to where to make a search. 


Cross References: 
Sections 9-302 (A.C.A. § 4-9-302), 9-304 
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(A.C.A. § 4-9-304) and 9-307(2) (A.C.A. 
§ 4-9-307(2)). 

Point 2: Section 9-313 (A.C.A. § 4-9- 
313). 

Point 6: Section 9-103(3) (A.C.A. § 4-9- 
103(3)). 

Point 7: Sections 9-402(5) (A.C.A. § 4-9- 
402(5)) and 9-403(6) (A.C.A. § 4-9-403(6)). 


Definitional Cross References: 
“Account”. Section 9-106 (A.C.A. § 4-9- 


106). 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Consumer goods”. Section 9-109 


(A.C.A. § 4-9-109). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Equipment”. Section 9-109 (A.C.A. § 4- 
9-109). 

“Farm products”. Section 9-109 (A.C.A. 
§ 4-9-109). 

“Financing statement”. Section 9-402 
(A.C.A. § 4-9-402). 

“Fixture filing”. Section 9-313 (A.C.A. 
§ 4-9-313). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Knowledge”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Transmitting utility”. Section 9-105 
(A.C.A. § 4-9-105). 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-401), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


COMMENTARIES 
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1972 Official Comment to § 9-402 (A.C.A. § 4-9-402)* 


Prior Uniform Statutory Provision: Sec- 
tions 13(3), 13(4), Uniform Trust Receipts 
Act. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-9-402(1)) 
sets out the simple formal requisites of a 
financing statement under this Article 
(Chapter). These requirements are: (1) 
signature of the debtor; (2) addresses of 
both parties; (3) a description of the col- 
lateral by type or item. 

Where the collateral is crops growing or 
to be grown or when the financing state- 
ment is filed as a fixture filing (Section 
9-313 (A.C.A. § 4-9-313)) or when the col- 
lateral is timber to be cut or minerals or 
the like (including oil and gas) financed at 
wellhead or minehead or accounts result- 
ing from the sale thereof, the financing 
statement must also contain a description 
of the lands concerned. On description 
generally, see Section 9-110 (A.C.A. § 4-9- 
110) and Comment 5 to the present sec- 
tion. An important distinction must be 
drawn, however, between the function of 
the description of land in reference to 
crops and its function in the other cases 
mentioned. For crops it is merely part of 
the description of the crops concerned, 
and the security interest in crops is a Code 
security interest, like the pre-Code “crop 
mortgage” which was a chattel mortgage. 
In contrast, in the other cases mentioned 
the function of the description of land is to 
have the financing statement filed in the 
county where the land is situated and in 
the realty records, as distinguished from 
the chattel records. Subsection (3) (A.C.A. 
§ 4-9-402(3)) suggests a form which com- 
plies with the statutory requirements and 
makes clear that for the types of collateral 
mentioned other than crops, the financing 
statement containing a description of the 
land concerned is to go in the realty 
records. Note also subsection (5) (A.C.A. 
§ 4-9-402(5)) on the adequacy of the de- 
scription of land where the filing is to be in 
the real estate records. See also Section 
9-403(7) (A.C.A. § 4-9-403(7)) on the in- 
dexing of these filings in the real estate 
records. 

Acopy of the security agreement may be 
filed in place of a separate financing state- 
ment, if it contains the required informa- 
tion and signature. 


2. This section adopts the system of 
“notice filing” which proved successful un- 
der the Uniform Trust Receipts Act. What 
is required to be filed is not, as under 
chattel mortgage and conditional sales 
acts, the security agreement itself, but 
only a simple notice which may be filed 
before the security interest attaches or 
thereafter. The notice itself indicates 
merely that the secured party who has 
filed may have a security interest in the 
collateral described. Further inquiry from 
the parties concerned will be necessary to 
disclose the complete state of affairs. Sec- 
tion 9-208 (A.C.A. § 4-9-208) provides a 
statutory procedure under which the se- 
cured party, at the debtor’s request, may 
be required to make disclosure. Notice 
filing has proved to be of great use in 
financing transactions involving inven- 
tory, accounts and chattel paper, since it 
obviates the necessity of refiling on each of 
a series of transactions in a continuing 
arrangement where the collateral changes 
from day to day. Where other types of 
collateral are involved, the alternative 
procedure of filing a signed copy of the 
security agreement may prove to be the 
simplest solution. Sometimes more than 
one copy of a financing statement or of a 
security agreement used as a financing 
statement is needed for filing. In such a 
case the section permits use of a carbon 
copy or photographic copy of the paper, 
including signatures. 

However, even in the case of filings that 
do not necessarily involve a series of 
transactions the financing statement is 
effective to encompass transactions under 
a security agreement not in existence and 
not contemplated at the time the notice 
was filed, if the description of collateral in 
the financing statement is broad enough 
to encompass them. Similarly, the financ- 
ing statement is valid to cover after-ac- 
quired property and future advances un- 
der security agreements whether or not 
mentioned in the financing statement. 

3. This section departs from the re- 
quirements of many pre-Code chattel 
mortgage statutes that the instrument 
filed be acknowledged or witnessed or 
accompanied by affidavits of good faith. 
Those requirements did not seem to have 
been successful as a deterrent to fraud; 
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their principal effect was to penalize good 
faith mortgagees who had inadvertently 
failed to comply with the statutory nice- 
ties. They are here abandoned in the in- 
terest of a simplified and workable filing 
system. 

4. Subsection (2) (A.C.A. § 4-9-402(2)) 
allows the secured party to file a financing 
statement signed only by himself where 
the filing is required by any of the events 
listed, each of which occurs after the com- 
mencement of the financing, and therefore 
under circumstances where the coopera- 
tion of the debtor is not certain. Section 
9-401(3) (A.C.A. § 4-9-401(3)), alternative 
provision, contains similar permission on 
removal between counties in this state. 
The secured party should not be penalized 
for failure to make a timely filing by 
reason of difficulty in procuring the signa- 
ture of a possibly reluctant or hostile 
debtor. Financing statements filed under 
this subsection must explain the circum- 
stances under which they are filed with 
the signature of the secured party rather 
than that of the debtor. 

In contrast to the signatures on original 
financing statements, an amendment to a 
financing statement must be signed by 
both parties, to preclude either from ad- 
versely affecting the interests of the other. 

The reference in subsection (4) (A.C.A. 
§ 4-9-402(4)) to an amendment which 
“adds collateral” refers to additional types 
of collateral. A security interest on addi- 
tional units of a type of collateral already 
described can be created under an after- 
acquired property clause or a new security 
agreement. See Comment 5 to Section 
9-204 (A.C.A. § 4-9-204). On priorities in 
such cases see Section 9-312 (A.C.A. § 4- 
9-312) and Comments thereto. 

5. A description of real estate must be 
sufficient to identify it. See Section 9-110 
(A.C.A. § 4-9-110). This formulation re- 
jects the view that the real estate descrip- 
tion must be by metes and bounds, or 
otherwise conforming to traditional real 
estate practice in conveyancing, but of 
course the incorporation of such a descrip- 
tion by reference to the recording data of a 
deed, mortgage or other instrument con- 
taining the description should suffice un- 
der the most stringent standards. The 
proper test is that a description of real 
estate must be sufficient so that the fix- 
ture financing statement will fit into the 
real estate search system and the financ- 
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ing statement be found by a real estate 
searcher. Optional language has been 
added by which the test of adequacy of the 
description is whether it would be ade- 
quate in a mortgage of the real estate. As 
suggested in the Note, more detail may be 
required if there is a tract indexing sys- 
tem or a land registration system. 

Where the debtor does not have an 
interest of record in the real estate, a 
fixture financing statement must show 
the name of a record owner, and Section 
9-403(7) (A.C.A. § 4-9-403(7)) requires 
the financing statement to be indexed in 
the name of that owner. Thus the fixture 
financing statement will fit into the real 
estate search system. 

6. A real estate mortgage may provide 
that it constitutes a security agreement 
with respect to fixtures (or other goods) in 
conformity with this Article (Chapter). 
Combined mortgages on real estate and 
chattels are common and useful for cer- 
tain purposes. This section goes further 
and makes provision that the recording of 
the real estate mortgage (if it complies 
with the requirements of a financing 
statement) shall constitute the filing of a 
financing statement as to the fixtures (but 
not, of course, as to the other goods). 
Section 9-403(6) (A.C.A. § 4-9-403(6)) 
makes the usual five-year maximum life 
for financing statements inapplicable to 
real estate mortgages which operate as 
financing statements under Section 
9-402(6) (A.C.A. § 4-9-402(6)), and they 
are effective for the duration of the real 
estate recording. 

Of course, if a combined mortgage cov- 
ers chattels which are not fixtures, a reg- 
ular chattel filing is necessary, and sub- 
section (6) (A.C.A. § 4-9-402(6)) is 
inapplicable to such chattels. Likewise, 
filing as a “fixture filing” provided in Sec- 
tion 9-401 (A.C.A. § 4-9-401) does not 
apply to true chattels. 

7. Subsection (7) (A.C.A. § 4-9-402(7)) 
undertakes to deal with some of the prob- 
lems as to who is the debtor. In the case of 
individuals, it contemplates filing only in 
the individual name, not in a trade name. 
In the case of partnerships it contem- 
plates filing in the partnership name, not 
in the names of any of the partners, and 
not in any other trade names. Trade 
names are deemed to be too uncertain and 
too likely not to be known to the secured 
party or person searching the record, to 
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form the basis for a filing system. How- 
ever, provision is made in Section 9-403(5) 
(A.C.A. § 4-9-403(5)) for indexing in a 
trade name if the secured party so desires. 

Subsection (7) (A.C.A. § 4-9-402(7)) 
also deals with the case of a change of 
name of a debtor and provides some guide- 
lines when mergers or other changes of 
corporate structure of the debtor occur 
with the result that a filed financing state- 
ment might become seriously misleading. 
Not all cases can be imagined and covered 
by statutes in advance; however, the prin- 
ciple sought to be achieved by the subsec- 
tion is that after a change which would be 
seriously misleading, the old financing 
statement is not effective as to new collat- 
eral acquired more than four months after 
the change, unless a new appropriate fi- 
nancing statement is filed before the expi- 
ration of the four months. The old financ- 
ing statement, if legally still valid under 
the circumstances, would continue to pro- 
tect collateral acquired before the change 
and, if still operative under the particular 
circumstances, would also protect collat- 
eral acquired within the four months. Ob- 
viously the subsection does not undertake 
to state whether the old security agree- 
ment continues to operate between the 
secured party and the party surviving the 
corporate change of the debtor. 

8. Subsection (7) (A.C.A. § 4-9-402(7)) 
also deals with a different problem, 
namely whether a new filing is necessary 
where the collateral has been transferred 
from one debtor to another. This question 
has been much debated both in pre-Code 
law and under the Code. This Article 
(Chapter) now answers the question in 
the negative. Thus, any person searching 
the condition of the ownership of a debtor 
must make inquiry as to the debtor’s 
source of title, and must search in the 
name of a former owner if circumstances 
seem to require it. 

9. Subsection (8) (A.C.A. § 4-9-402(8)) 
is in line with the policy of this Article 
(Chapter) to simplify formal requisites 
and filing requirements and is designed to 
discourage the fanatical and impossibly 
refined reading of such statutory require- 
ments in which courts have occasionally 
indulged themselves. As an example of the 
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sort of reasoning which this subsection 
rejects, see General Motors Acceptance 
Corporation v. Haley, 329 Mass. 559, 109 | 
N.E.2d 143 (1952). 


Cross References: 

Point 1: Section 9-110 (A.C.A. § 4-9- 
110). 

Point 2: Section 9-208 (A.C.A. § 4-9- 
208). 

Point 4: Sections 9-103 (A.C.A. § 4-9- 
103), 9-306 (A.C.A. § 4-9-306) and 
9-401(3) (A.C.A. § 4-9-401(3)). 

Point 5: Section 9-110 (A.C.A. § 4-9- 
110). 

Point 6: Section 9-403(6) (A.C.A. § 4-9- 
403(6)). 

Point 7: Section 9-403(8).** 

Point 8: Section 9-311 (A.C.A. § 4-9- 
aM id.) 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Fixture”. Section 9-313 (A.C.A. § 4-9- 
313). 

“Fixture filing”. Section 9-313 (A.C.A. 
§ 4-9-313). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Party”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Proceeds”. Section 9-306 (A.C.A. § 4-9- 
306). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security agreement”. Section 9-105 
(A.C.A. § 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Transmitting utility”. Section 9-105 
(A.C.A. § 4-9-105). 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-402), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 

**There is no Uniform Commercial Code 
subsection 9-403(8). 
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UNIFORM COMMERCIAL CODE 


1972 Official Comment to § 9-403 (A.C.A. § 4-9-403)* 


Prior Uniform Statutory Provision: Sec- 
tions 13(3), 13(4), Uniform Trust Receipts 
Act; Section 10, Uniform Conditional 
Sales Act. 


Purposes: 

1. Prior law was not always clear 
whether a mortgage filed for record gave 
constructive notice from the time of pre- 
sentation to the filing officer or only from 
the time of indexing. Subsection (1) 
(A.C.A. § 4-9-403(1)) adopts the former 
position. 

2. Prior statutes have usually limited 
the effectiveness of a filing to a specified 
period of time after which refiling is nec- 
essary. Subsection (2) (A.C.A. § 4-9- 
403(2)) follows the same policy, establish- 
ing five years as the filing period, with an 
exception for the cases mentioned in sub- 
section (6) (A.C.A. § 4-9-403(6)). Subsec- 
tion (3) (A.C.A. § 4-9-403(3)) provides for 
the filing of one or more continuation 
statements (which need be signed only by 
the secured party) if it is desired to con- 
tinue the effectiveness of the original fil- 
ing. 

The theory of this Article (Chapter) is 
that the public files of financing state- 
ments are self-clearing, because the filing 
officer may automatically discard each fi- 
nancing statement after a period of five 
years plus the year after lapse required by 
subsection (3) (A.C.A. § 4-9-403(3)), un- 
less a continuation statement is filed, or 
the financing statement is still effective 
under subsection (6) (A.C.A. § 4-9- 
403(6)). This theory materially lessens the 
tension that would otherwise exist to have 
the files cleared by termination state- 
ments under Section 9-404 (A.C.A. § 4-9- 
404). Similarly, a person searching the 
files need not go back past this five years 
plus one year; and if the indices are ar- 
ranged by years, he has a limited and 
defined search problem. The section asks 
the filing officer to attach financing state- 
ments whose life has been continued by 
continuation statements to the latter 
statements, so that anything contained in 
the files of old years can be discarded. 

Subsection (6) (A.C.A. § 4-9-403(6)) 
provides certain special filing rules, 
namely, filings against transmitting utili- 
ties (Section 9-105 (A.C.A. § 4-9-105)), for 
which financing statements are filed in 


the office of the [Secretary of State]; and 
real estate mortgages which serve as fix- 
ture financing statements and which are 
filed in the real estate records. In both of 
these cases the financing statement is 
valid for the life of the obligations secured. 
No confusion as to the required scope of 
search should result, because of the spe- 
cial nature of the filings involved. 

3. Under subsection (2) (A.C.A. § 4-9- 
403(2)) the security interest becomes 
unperfected when filing lapses. Thereaf- 
ter, the interest of the secured party is 
subject to defeat by purchasers and 
lienors even though before lapse the con- 
flicting interest may have been junior. 
Compare the situation arising under Sec- 
tion 9-103(1)(d) (A.C.A. § 4-9-103(1)(d)) 
when a perfected security interest under 
the law of another jurisdiction is not per- 
fected in this state within four months 
after the property is brought into this 
state. 

Thus if A and B both make nonpurchase 
money advances against the same collat- 
eral, and both perfect security interests by 
filing, A who files first is entitled to prior- 
ity under Section 9-312(5) (A.C.A. § 4-9- 
312(5)). But if no continuation statement 
is filed, A’s filing may lapse first. So long as 
B’s interest remains perfected thereafter, 
he is entitled to priority over A’gs 
unperfected interest. This rule avoids the 
circular priority which arose under some 
prior statutes, under which A was subor- 
dinate to the debtor’s trustee in bank- 
ruptcy, A retained priority over B, and B’s 
interest was valid against the trustee in 
bankruptcy. In re Andrews, 172 F.2d 996 
(7th Cir. 1949). 

4. Subsection (7) (A.C.A. § 4-9-403(7)) 
makes clear that the filings in real estate 
records (Sections 9-401 (A.C.A. § 4-9-401) 
and 9-402(3) (A.C.A. § 4-9-402(3)) and (5) 
(A.C.A. § 4-9-403(5))) shall be indexed in 
the real estate records, where they will be 
found by a real estate searcher. Where the 
debtor is not an owner of record, the 
financing statement must show the name 
of an owner of record, and the statement :s 
to be indexed in his name. See Sections 
9-313(4)(b) (A.C.A. § 4-9-313(4)(b)) and 
(c) (A.C.A. § 4-9-313(4)(c)); 9-402(3) 
(A.C.A. § 4-9-402(3)); 9-402(5) (A.C.A. 
§ 4-9-402(5)). 
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Cross References: 

Point 3: Sections 9-103(3) (A.C.A. § 4-9- 
103(3)), 9-301 (A.C.A. § 4-9-301) and 
9-312(5) (A.C.A. § 4-9-312(5)). 

Point 4: Sections 9-313(4)(b) (A.C.A. 
§ 4-9-313(4)(b)) and (c) (A.C.A. § 4-9- 
313(4)(c)), 9-401(1) (A.C.A. § 4-9-401(1)), 
9-402(3) (A.C.A. § 4-9-402(3)) and (5) 
(A.C.A. § 4-9-402(5)), 9-405(2) (A.C.A. 
§ 4-9-405(2)). 


Definitional Cross References: 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Financing statement”. Section 9-402 
(A.C.A, §. 4-9-402). 

“Fixture”. Section 9-313 (A.C.A. § 4-9- 
alan 

“Fixture filing”. Section 9-313 (A.C.A. 
§ 4-9-3138). 
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“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Transmitting utility’. Section 9-105 
(A.C.A. § 4-9-1085). 


Section 1-201 


*This section was amended by: Acts 1967, 
No. 3038, § 32, to accurately adopt the 
language of the Uniform Commercial 
Code section; Acts 1973, No. 116, § 1 
(9-403), to incorporate the 1972 changes to 
this Uniform Commercial Code section; 
and Acts 1979, No. 998, § 1, to increase 
the fee amount to $3.00 and vary the 
language from the Uniform Act section. 


1972 Official Comment to § 9-404 (A.C.A. § 4-9-404)* 


Prior Uniform Statutory Provision: Sec- 
tion 12, Uniform Conditional Sales Act. 


Purposes: 

1. To provide a procedure for noting 
discharge of the secured obligation on the 
records and for noting that a financing 
arrangement has been terminated. 

Since most financing statements expire 
in five years unless a continuation state- 
ment is filed (Section 9-403 (A.C.A. § 4-9- 
403)), no compulsion is placed on the se- 
cured party to file a termination 
statement unless demanded by the debtor, 
except in the case of consumer goods. 
Because many consumers will not realize 
the importance of clearing the situation as 
it appears on file, an affirmative duty is 
put on the secured party in that case. But 
many purchase money security interests 
in consumer goods will not be filed, except 
for motor vehicles (Section 9-302(1)(d) 
(A.C.A. § 4-9-302(1)(d))); and in the case 
of motor vehicles a certificate of title law 
may control instead of the provisions of 
Article 9 (Chapter 9). 

2. This section adds to the usual provi- 
sions one covering the problem which 
arises because a secured party under a 
notice filing system may file notice of an 
intention to make advances which may 
never be made. Under this section a 
debtor may require a secured party to 
send a termination statement when there 
is no outstanding obligation and no com- 
mitment to make future advances. 


Cross Reference: 
Point 2: Section 9-402(1) (A.C.A. § 4-9- 
402(1)). 


Definitional Cross References: 

“Consumer goods”. Section 
(A.C.A. § 4-9-109). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Financing statement”. Section 9-402 
(A.C.A. § 4-9-402). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
PAU EINE 


9-109 


Section 1-201 


*This section was amended by: Acts 1967, 
No. 303, § 33, to add subsection (3), which 
was deleted from the original Arkansas 
enactment by the General Assembly; Acts 
1973, No. 116, § 1, to incorporate the 1972 
changes to this Uniform Commercial Code 
section; and Acts 1979, No. 998, § 1, to 
increase the fee to $3.00. 
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UNIFORM COMMERCIAL CODE 


1972 Official Comment to § 9-405 (A.C.A. § 4-9-405)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

This section provides a permissive de- 
vice whereby a secured party who has 
assigned all or part of his interest may 
have the assignment noted of record. Note 
that under Section 9-302(2) (A.C.A. § 4-9- 
302(2)) no filing of such an assignment is 
required as a condition of continuing the 
perfected status of the security interest 
against creditors and transferees of the 
original debtor. A secured party who has 
assigned his interest might wish to have 
the fact noted of record, so that inquiries 
concerning the transaction would be ad- 
dressed not to him but to the assignee (see 
Point 2 of Comment to Section 9-402 
(A.C.A. § 4-9-402)). After a secured party 
has assigned his rights of record, the as- 
signee becomes the “secured party of 
record” and may file a continuation state- 
ment under Section 9-403 (A.C.A. § 4-9- 
403), a termination statement under Sec- 
tion 9-404 (A.C.A. § 4-9-404), or a 
statement of release under Section 9-406 
(A.C.A. § 4-9-406). 

Where a mortgage of real estate is effec- 
tive as a financing statement filed as a 
fixture filing (Section 9-402(6) (A.C.A. 
§ 4-9-402(6))), then an assignment of 


record of the security interest may be 
made only in the manner in which an 
assignment of the mortgage may be made 
under the local state law. 


Cross References: 

Sections 9-302(2) (A.C.A. § 4-9-302(2)) 
and 9-402 through 9-406 (A.C.A. §§ 4-9- 
402 through 4-9-406). 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Financing statement”. Section 9-402 
(A.C.A. § 4-9-402). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-405), to incorporate the 
1972 changes to this Uniform Commercial 
Code section, and by Acts 1979, No. 998, 
§ 1, to increase the fee to $3.00. 


1972 Official Comment to § 9-406 (A.C.A. § 4-9-406)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

Like the preceding section, this section 
provides a permissive device for noting of 
record any release of collateral. There is 
no requirement that such a statement be 
filed when collateral is released (cf. Sec- 
tion 9-404 (A.C.A. § 4-9-404) on Termina- 
tion Statements). It is merely a method of 
making the record reflect the true state of 
affairs so that fewer inquiries will have to 
be made by persons who consult the files. 

If the statement of release is not signed 
by the secured party of record, the assign- 
ment procedure of Section 9-405(2) 
(A.C.A. § 4-9-405(2)) must be followed. 


Cross Reference: 
Section 9-404 (A.C.A. § 4-9-404). 


Definitional Cross References: 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Financing statement”. Section 9-402 
(A.C.A. § 4-9-402). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-406), to incorporate the 
1972 changes to this Uniform Commercial 
Code section, and by Acts 1979, No. 998, 
§ 1, to increase the fee to $3.00. 
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1972 Official Comment to § 9-407 (A.C.A. § 4-9-407)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Subsection (1) (A.C.A. § 4-9-407(1)) 
requires the filing officer upon request to 
return to the secured party a copy of the 
financing statement on which the mate- 
rial data concerning the filing are noted. 
Receipt of such a copy will assure the 
secured party that the mechanics of filing 
have been complied with. Note, however, 
that under Section 9-403(1) (A.C.A. § 4-9- 
403(1)) the secured party does not bear 
the risk that the filing officer will not 
properly perform his duties: under that 
section the secured party has complied 
with the filing requirements when he pre- 
sents his financing statement for filing 
and the filing fee has been tendered or the 
statement accepted by the filing officer. 

2. Subsection (2) (A.C.A. § 4-9-407(2)) 
requires the filing officer on request to 
issue to any person who has tendered the 
proper fee his certificate as to what filings 
have been made against any particular 
debtor and to furnish copies of such filed 
financing statements. In view of the cen- 
tralized filing system adopted by this Ar- 
ticle (Chapter) (see Section 9-401 (A.C.A. 
§ 4-9-401) and Comment thereto), this 
provision is of obvious convenience to a 
person who wishes to know what the files 
contain but who cannot conveniently con- 
sult files located in the state capitol. 


Cross References: 

Point 1: Section 9-403(1) (A.C.A. § 4-9- 
403(1)). 

Point 2: Section 9-401 (A.C.A. § 4-9- 
401). 


Definitional Cross References: 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Financing statement”. Section 9-402 
(A.C.A. § 4-9-402). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by: Acts 1973, 
No. 116, § 1 (9-407), to incorporate the 
1972 changes to this Uniform Commercial 
Code section: Acts 1979, No. 998, § 1, to 
increase the filing fee; Acts 1986 (2nd Ex. 
Sess.), No. 16, § 2, to add subsections 
(3)-(7); and Acts 1987, No. 108, §§ 7, 11, to 
change the language of the section. Be- 
cause of the numerous Arkansas amend- 
ments to this section, it does vary from the 
Uniform Commercial Code section and 
therefore the commentary may not apply. 


1972 Official Comment to § 9-408 (A.C.A. § 4-9-408) 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. Where filing is required under Sec- 
tions 2-326(3) (A.C.A. § 4-2-326(3)) and 
9-114 (A.C.A. § 4-9-114) for a consign- 
ment which is not a security interest (Sec- 
tion 1-201(37) (A.C.A. § 4-1-201(37))), 
this section authorizes the appropriate 
adaptations of terminology. 

Apart from the rules in Part 4, the rules 
of this article (chapter) using the terms 
“debtor” and “secured party” will not ap- 
ply to consignments if they are not secu- 
rity interests. Section 9-114 (A.C.A. § 4-9- 
114) on consignments essentially parallels 
Section 9-312(3) (A.C.A. § 4-9-312(3)) on 
inventory priorities, and the latter rule 
therefore does not apply to consignments. 


Section 2-326 states the rights of creditors 
of a consignee who has not filed or other- 
wise complied with subsection (3) (A.C.A. 
§ 4-9-408(3)), and Section 9-301 (A.C.A. 
§ 4-9-301) on unperfected security inter- 
ests is therefore not applicable. Section 
2-326 (A.C.A. § 4-2-326) and the law of 
consignments supply rules which are pro- 
vided by Section 9-311 (A.C.A. § 4-9-311) 
for security interests and that section is 
therefore not applicable to consignments. 
For reasons indicated in the Comment to 
Section 9-114 (A.C.A. § 4-9-114) Section 
9-306 (A.C.A. § 4-9-306) on proceeds is 
inapplicable to consignments. An equiva- 
lent to the protection of a buyer in ordi- 
nary course of business against a security 
interest under Section 9-307(1) (A.C.A. 
§ 4-9-307(1)) is provided against consign- 
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ments by Section 2-403(2) (A.C.A. § 4-2- 
403(2)) and (3) (A.C.A. § 4-9-403(3)). 

2. If a lease is actually intended as 
security (Section 1-201(37) (A.C.A. § 4-1- 
201(37))), this Article (Chapter) applies in 
full. But this question of intention is a 
doubtful one, and the lessor may choose to 
file for safety even while contending that 
the lease is a true lease for which no filing 
is required. This section authorizes filing 
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with appropriate changes of terminology, 
and without affecting the substantive 
question of classification of the lease. If 
the lease is a true lease, none of the 
provisions of the Article (Chapter) is ap- 
plicable to the lease as an interest in the 
chattel. Note, however, that the Article 
(Chapter) may be applicable to the lease 
in its aspect as chattel paper. See Section 
9-105(b) (A.C.A. § 4-9-105(b)). 


1972 Official Comment to § 9-501 (A.C.A. § 4-9-501)* 


Prior Uniform Statutory Provision: Sec- 
tion 6, Uniform Trust Receipts Act; Sec- 
tions 16 through 26, Uniform Conditional 
Sales Act. 


Purposes: 

1. The rights of the secured party in the 
collateral after the debtor’s default are of 
the essence of a security transaction. 
These are the rights which distinguish the 
secured from the unsecured lender. This 
section and the following six sections state 
those rights as well as the limitations on 
their free exercise which legislative policy 
requires for the protection not only of the 
defaulting debtor but of other creditors. 
But subsections (1) (A.C.A. § 4-9-501(1)) 
and (2) (A.C.A. § 4-9-501(2)) make it clear 
that the statement of rights and remedies 
in this Part does not exclude other reme- 
dies provided by agreement. 

2. Following default and the taking 
possession of the collateral by the secured 
party, there is no longer any distinction 
between the security interest which before 
default was non-possessory and _ that 
which was possessory under a pledge. 
Therefore no general distinction is taken 
in this Part between the rights of a non- 
possessory secured party and those of a 
pledgee; the latter, being in possession of 
the collateral at default, will of course not 
have to avail himself of the right to take 
possession under Section 9-503 (A.C.A. 
§ 4-9-503). 

3. Section 9-207 (A.C.A. § 4-9-207) 
states rights, remedies and duties with 
respect to collateral in the secured party’s 
possession. That section applies not only 
to the situation where he is in possession 
before default, as a pledgee, but also, by 
subsections (1) (A.C.A. § 4-9-501(1)) and 
(2) (A.C.A. § 4-9-501(2)) of this section, to 
the secured party in possession after de- 
fault. Nevertheless the relations of the 


parties have been changed by default, and 
Section 9-207 (A.C.A. § 4-9-207) as it ap- 
plies after default must be read together 
with this Part. In particular, agreements 
permitted under Section 9-207 (A.C.A. 
§ 4-9-207) cannot waive or modify the 
rights of the debtor contrary to subsection 
(3) (A.C.A. § 4-9-501(3)) of this section. 

4. Section 1-102(3) (A.C.A. § 4-1- 
102(3)) states rules to determine which 
provisions of this Act are mandatory and 
which may be varied by agreement. In 
general, provisions which relate to mat- 
ters which come up between immediate 
parties may be varied by agreement. In 
the area of rights after default our legal 
system has traditionally looked with sus- 
picion on agreements designed to cut 
down the debtor’s rights and free the 
secured party of his duties: no mortgage 
clause has ever been allowed to clog the 
equity of redemption. The default situa- 
tion offers great scope for over-reaching; 
the suspicious attitude of the courts has 
been grounded in common sense. 

Subsection (3) (A.C.A. § 4-9-501(3)) of 
this section contains a codification of this 
longstanding and deeply rooted attitude: 
the specified rights of the debtor and du- 
ties of the secured party may not be 
waived or varied except as stated. Provi- 
sions not specified in subsection (3) 
(A.C.A. § 4-9-501(3)) are subject to the 
general rules stated in Section 1-102(3) 
(A.C.A, § 4-1-102(3)). 

5. The collateral for many corporate 
security issues consists of both real and 
personal property. In the interest of sim- 
plicity and speed subsection (4) (A.C.A. 
§ 4-9-501(4)) permits, although it does 
not require, the secured party to proceed 
as to both real and personal property in 
accordance with his rights and remedies 
in respect of the real property. Except for 
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the permission so granted, this Act leaves 
to other state law all questions of proce- 
dure with respect to real property. For 
example, this Act does not determine 
whether the secured party can proceed 
against the real estate alone and later 
proceed in a separate action against the 
personal property in accordance with his 
rights and remedies against the real es- 
tate. By such separate actions the secured 
party “proceeds as to both,” and this Part 
does not apply in either action. But sub- 
section (4) (A.C.A. § 4-9-501(4)) does give 
him an option to proceed under this Part 
as to the personal property. 

6. Under subsection (1) (A.C.A. § 4-9- 
501(1)) a secured party is entitled to re- 
duce his claim to judgment or to foreclose 
his interest by any available procedure, 
outside this Article (Chapter), which state 
law may provide. The first sentence of 
subsection (5) (A.C.A. § 4-9-501(5)) 
makes clear that any judgment lien which 
the secured party may acquire against the 
collateral is, so to say, a continuation of 
his original interest (if perfected) and not 
the acquisition of a new interest or a 
transfer of property to satisfy an anteced- 
ent debt. The judgment lien is therefore 
stated to relate back to the date of perfec- 
tion of the security interest. The second 
sentence of the subsection makes clear 
that a judicial sale following judgment, 
execution and levy is one of the methods of 
foreclosure contemplated by subsection 
(1) (A.C.A. § 4-9-501(1)); such a sale is 
governed by other law and not by this 
Article (Chapter) and the restrictions 
which this Article (Chapter) imposes on 
the right of a secured party to buy in the 
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collateral at a sale under Section 9-504 
(A.C.A. § 4-9-504) do not apply. 


Cross References: 

Point 2: Section 9-503 (A.C.A. § 4-9- 
503). 

Point 3: Section 9-207 (A.C.A. § 4-9- 
207). 

Point 4: Section 1-102(3) (A.C.A. § 4-1- 
102(3)). 

Point 5: Sections 9-102(1) (A.C.A. § 4-9- 
102(1)) and 9-104G) (A.C.A. § 4-9-104G)). 

Point 6: Section 9-504 (A.C.A. § 4-9- 
504). 


Definitional Cross References: 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Documents”. 
§ 4-9-105). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Remedy”. Section 1-201 (A.C.A. § 4-1- 
01). 
“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security agreement”. 
(A.C.A. § 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 9-105 (A.C.A. 


Section 9-105 


Section 1-201 


*This section was amended by Acts 1978, 
No. 116, § 1, to incorporate the 1972 
changes to this Uniform Commercial Code 
section. 


1972 Official Comment to § 9-502 (A.C.A. § 4-9-502)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. The assignee of accounts, chattel pa- 
per, or instruments holds as collateral 
property which is not only the most liquid 
asset of the debtor’s business but also 
property which may be collected without 
any interruption of the business, assum- 
ing it to continue after default. The situa- 
tion is far different from that where the 
collateral is inventory or equipment, 
whose removal may bring the business to 
a halt. Furthermore the problems of val- 
uation and identification, present where 


the collateral is tangible chattels, do not 
arise so sharply on the assignment of 
intangibles. Considerations, similar al- 
though not identical, apply to assign- 
ments of general intangibles, which are 
also covered by the rule of the section. 
Consequently, this section recognizes the 
fact that financing by assignment of in- 
tangibles lacks many of the complexities 
which arise after default in other types of 
financing, and allows the assignee to liq- 
uidate in the regular course of business by 
collecting whatever may become due on 
the collateral, whether or not the method 
of collection contemplated by the security 
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arrangement before default was direct 
(1.e., payment by the account debtor to the 
assignee, “notification” financing) or indi- 
rect (i.e., payment by the account debtor 
to the assignor, “non-notification” financ- 
ing). By agreement, of course, the secured 
party may have the right to give notice 
and to make collections before default. 

2. In one form of accounts receivable 
financing, which is found in the “factoring” 
arrangements which are common in the 
textile industry, the assignee assumes the 
credit risk — that is, he buys the account 
under an agreement which does not pro- 
vide for recourse or charge-back against 
the assignor in the event the account 
proves uncollectible. Under such an ar- 
rangement, neither the debtor nor his 
creditors have any legitimate concern 
with the disposition which the assignee 
makes of the accounts. Under another 
form of accounts receivable financing, 
however, the assignee does not assume 
the credit risk and retains a right of full or 
limited recourse or charge-back for uncol- 
lectible accounts. In such a case both 
debtor and creditors have a right that the 
assignee not dump the accounts, if the 
result will be to increase a possible defi- 
ciency claim or to reduce a possible sur- 
plus. 

3. Where an assignee has a right of 
charge-back or a right of recourse, subsec- 
tion (2) (A.C.A. § 4-9-502(2)) provides 
that liquidation must be made with due 
regard to the interest of the assignor and 
of his other creditor — “in a commercially 
reasonable manner” (compare Section 
9-504 (A.C.A. § 4-9-504) and see Section 
9-507(2) (A.C.A. § 4-9-507(2))) — and the 
proceeds allocated to the expenses of real- 
ization and to the indebtedness. If the 
“charge-back” provisions of the assign- 
ment arrangement provide only for 
“charge-back” of bad accounts against a 
reserve, the debtor’s claim to surplus and 
his liability for a deficiency are limited to 
the amount of the reserve. 

4. Financing arrangements of the type 
dealt with by this section are between 
business men. The last sentence of subsec- 
tion (2) (A.C.A. § 4-9-502(2)) therefore 
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preserves freedom of contract, and the 
subsection recognizes that there may be a 
true sale of accounts or chattel paper 
although recourse exists. The determina- 
tion whether a particular assignment con- 
stitutes a sale or a transfer for security is 
left to the courts. Note that, under Section 
9-102 (A.C.A. § 4-9-102), this Article 
(Chapter) applies both to sales and to 
security transfers of such intangibles. 


Cross References: 

Sections 9-205 (A.C.A. § 4-9-205) and 
9-306 (A.C.A. § 4-9-306). 

Point 3: Sections 9-504 (A.C.A. § 4-9- 
504) and 9-507(2) (A.C.A. § 4-9-507(2)). 

Point 4: Sections 9-102(1)(b) (A.C.A. 
§ 4-9-102(1)(b)) and 9-104(f) (A.C.A. § 4- 
9-104(f)). 


Definitional Cross References: 

“Account”. Section 9-106 (A.C.A., § 4-9- 
106). 

“Account debtor”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Chattel paper”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Instrument”. 
§ 4-9-105). 

“Notify”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Proceeds”. Section 9-306 (A.C.A. § 4-9- 
306). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security agreement”. 
(A.C.A. § 4-9-105). 


Section 9-105 (A.C.A. 


Section 9-105 


*This section was amended by Acts 1967, 
No. 303, § 35, to insert the language that 
was omitted from the original enactment 
but found in the Uniform Commercial 
Code section, and by Acts 1973, No. 116, 
§ 1, to incorporate the 1972 changes to 
this Uniform Commercial Code section. 
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1972 Official Comment to § 9-503 (A.C.A. § 4-9-503)* 


Prior Uniform Statutory Provision: Sec- 
tion 6, Uniform Trust Receipts Act; Sec- 
tions 16 and 17, Uniform Conditional 
Sales Act. 


Purposes: 

Under this Article (Chapter) the se- 
cured party's right to possession of the 
collateral (if he is not already in posses- 
sion as pledgee) accrues on default unless 
otherwise agreed in the security agree- 
ment. This Article (Chapter) follows the 
provisions of the earlier uniform legisla- 
tion in allowing the secured party in most 
cases to take possession without the issu- 
ance of judicial process. In the case of 
collateral such as heavy equipment, the 
physical removal from the debtor’s plant 
and the storage of the equipment pending 


resale may be exceedingly expensive and — 


in some cases impractical. The section 
therefore provides that in lieu of removal 
the lender may render equipment unus- 
able or dispose of collateral on the debtor’s 
premises. The authorization to render 
equipment unusable or to dispose of col- 
lateral without removal would not justify 
unreasonable action by the secured party, 
since, under Section 9-504(3) (A.C.A. § 4- 


9-504(3)), all his actions in connection 
with disposition must be taken in a “com- 
mercially reasonable manner”. 


Cross Reference: 
Section 9-504 (A.C.A. § 4-9-504). 


Definitional Cross References: 

“Action”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Equipment”. Section 9-109 (A.C.A. § 4- 
9-109). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security agreement”. Section 9-105 
(A.C.A. § 4-9-1085). 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-503), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


1972 Official Comment to § 9-504 (A.C.A. § 4-9-504)* 


Prior Uniform Statutory Provision: Sec- 
tion 6, Uniform Trust Receipts Act; Sec- 
tions 19, 20, 21, 22, Uniform Conditional 
Sales Act. 


Purposes: 

1. The Uniform Trust Receipts Act pro- 
vides that an entruster in possession after 
default holds the collateral with the rights 
and duties of a pledgee, and, in particular, 
that he may sell such collateral at public 
or private sale with a right to claim defi- 
ciency and a duty to account for any 
surplus. The Uniform Conditional Sales 
Act insisted on a sale at public auction 
with elaborate provisions for the giving of 
notice of sale. This section follows the 
more liberal provisions of the Trust Re- 
ceipts Act. Although public sale is recog- 
nized, it is hoped that private sale will be 
encouraged where, as is frequently the 
case, private sale through commercial 
channels will result in higher realization 
on collateral for the benefit of all parties. 


The only restriction placed on the secured 
party’s method of disposition is that it 
must be commercially reasonable. In this 
respect this section follows the provisions 
of the section on resale by a seller follow- 
ing a buyer’s rejection of goods (Section 
2-706 (A.C.A. § 4-2-706)). Subsection (1) 
(A.C.A. § 4-9-504(1)) does not restrict dis- 
position to sale: the collateral may be sold, 
leased, or otherwise disposed of — subject 
of course to the general requirements of 
subsection (2) (A.C.A. § 4-9-504(2)) that 
all aspects of the disposition be “commer- 
cially reasonable”. Section 9-507(2) 
(A.C.A. § 4-9-507(2)) states some tests as 
to what is “commercially reasonable”. 

2. Subsection (1) (A.C.A. § 4-9-504(1)) 
in general follows prior law in its provi- 
sions for the application of proceeds and 
for the debtor’s right to surplus and liabil- 
ity for deficiency. Under paragraph (1)(c) 
(A.C.A. § 4-9-504(1)(c)) the secured party, 
after paying expenses of retaking and 
disposition and his own debt, is required 
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to pay over remaining proceeds to the 
extent necessary to satisfy the holder of 
any junior security interest in the same 
collateral if the holder of the junior inter- 
est has made a written demand and fur- 
nished on request reasonable proof of his 
interest: this provision is necessary in 
view of the fact that under subsection (4) 
(A.C.A. § 4-9-504(4)) the junior interest is 
discharged by the disposition. Since the 
requirement is conditioned on written de- 
mand, it should not result in undue bur- 
den on the secured party making the dis- 
position. It should be noted also that 
under Section 9-112 (A.C.A. § 4-9-112) 
where the secured party knows that the 
collateral is owned by a person who is not 
the debtor, the owner of the collateral and 
not the debtor is entitled to any surplus. 

3. In any security transaction the 
debtor (or the owner of the collateral if 
other than the debtor: see Section 9-112 
(A.C.A. § 4-9-112)) is entitled to any sur- 
plus which results from realization on the 
collateral; the debtor will also, unless oth- 
erwise agreed, be liable for any deficiency. 
Subsection (2) (A.C.A. § 4-9-504(2)) so 
provides. Since this Article (Chapter) cov- 
ers sales of certain intangibles as well as 
transfers for security, the subsection also 
provides that apart from agreement the 
right to surplus or liability for deficiency 
does not accrue where the transaction 
between debtor and secured party was a 
sale and not a security transaction. 

4. Subsection (4) (A.C.A. § 4-9-504(4)) 
provides that a purchaser for value from a 
secured party after default takes free of 
any rights of the debtor and of the holders 
of junior security interests and liens, even 
though the secured party has not com- 
plied with the requirements of this Part or 
of any judicial proceedings. This subsec- 
tion follows a similar provision in the 
Uniform Trust Receipts Act and in the 
section of this Act on resale by a seller 
(Section 2-706 (A.C.A. § 4-2-706)). Where 
the purchaser for value has bought at a 
public sale he is protected under para- 
graph (a) (A.C.A. § 4-9-504(4)(a)) if he has 
no knowledge of any defects in the sale 
and was not guilty of collusive practices. 
Where the purchaser for value has bought 
at a private sale he must, to receive the 
protection of paragraph (b) (A.C.A. § 4-9- 
504(4)(b)), qualify in all respects as a 
purchaser in good faith. Thus while the 
purchaser at a private sale is required to 
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proceed in the exercise of good faith, the 
purchaser at public sale is protected so 
long as he is not acting in bad faith, and is 
put under no duty to inquire into the 
circumstances of the sale. 

5. Both the Uniform Trust Receipts Act 
and the Uniform Conditional Sales Act 
required a waiting period after reposses- 
sion and before sale (five days in the Trust 
Receipts Act, ten days in the Conditional 
Sales Act). Under subsection (3) (A.C.A. 
§ 4-9-504(3)), the secured party in most 
cases is required to give reasonable noti- 
fication of disposition to the debtor unless 
the debtor has after default signed a state- 
ment renouncing or modifying his right to 
notification of sale. 

The secured party must also (except for 
consumer goods) give notice to any other 
secured parties who have in writing given 
notice of a claim of an interest in the 
collateral. This latter notice must be given 
before the debtor renounces his rights or 
before the secured party gives his notifi- 
cation to the debtor. Compare Section 
9-505(2) (A.C.A. § 4-9-505(2)). Except for 
the requirement of notification there is no 
statutory period during which the collat- 
eral must be held before disposition. “Rea- 
sonable notification” is not defined in this 
Article (Chapter); at a minimum it must 
be sent in such time that persons entitled 
to receive it will have sufficient time to 
take appropriate steps to protect their 
interests by taking part in the sale or 
other disposition if they so desire. 

6. Section 19 of the Uniform Condi- 
tional Sales Act required that sale be 
made not more than thirty days after 
possession taken by the conditional ven- 
dor. The Uniform Trust Receipts Act con- 
tained no comparable provision. Here 
again this Article (Chapter) follows the 
Trust Receipts Act, and no period is set 
within which the disposition must be 
made, except in the case of consumer 
goods which under Section 9-505(1) 
(A.C.A. § 4-9-505(1)) must in certain in- 
stances be sold within ninety days after 
the secured party has taken possession. 
The failure to prescribe a statutory period 
during which disposition must be made is 
in line with the policy adopted in this 
Article (Chapter) to encourage disposition 
by private sale through regular commer- 
cial channels. It may, for example, be wise 
not to dispose of goods when the market 
has collapsed, or to sell a large inventory 
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in parcels over a period of time instead of 
in bulk. Note, however, that under subsec- 
tion (3) (A.C.A. § 4-9-504(3)) every aspect 
of the sale or other disposition of the 
collateral must be commercially reason- 
able; this specifically includes method, 
manner, time, place and terms. See Sec- 
tion 9-507(2) (A.C.A. § 4-9-507(2)). Under 
that provision a secured party who with- 
out proceeding under Section 9-505(2) 
(A.C.A. § 4-9-505(2)) held collateral a long 
time without disposing of it, thus running 
up large storage charges against the 
debtor, where no reason existed for not 
making a prompt sale, might well be 
found not to have acted in a “commercially 
reasonable” manner. See also Section 
1-203 (A.C.A. § 4-1-203) on the general 
obligation of good faith. 


Cross References: 

Point 1: Sections 2-706 (A.C.A. § 4-2- 
706) and 9-507(2) (A.C.A. § 4-9-507(2)). 

Point 2: Section 9-112 (A.C.A. § 4-9- 
112). 

Point 3: Sections 9-102(1)(b) (A.C.A. 
§ 4-9-102(1)(b)) and 9-112 (A.C.A. § 4-9- 
LEZ): 

Point 4: Section 2-706 (A.C.A. § 4-2- 
706). 

Point 6: Sections 9-505 (A.C.A. § 4-9- 
505) and 9-507(2) (A.C.A. § 4-9-507(2)). 


Definitional Cross References: 

“Account”. Section 9-106 (A.C.A. § 4-9- 
106). 

“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Chattel paper”. Section 9-105 (A.C.A. 


§ 4-9-105). 

“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 

“Consumer goods”. Section 9-109 


(A.C.A. § 4-9-109). 
“Contract”. Section 1-201 (A.C.A. § 4-1- 


201). 
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“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Financing statement”. Section 9-402 
(A.C.A. § 4-9-402). 

“Gives notification”. 
(A.C.A. § 4-1-201). 

“Good faith”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Goods”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Knowledge”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
200) 

“Proceeds”. Section 9-306 (A.C.A. § 4-9- 
306). 

“Purchaser”. Section 1-201 (A.C.A. § 4- 
1-201). 

“Receives notification”. 
(A.C.A. § 4-1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Sale”. Sections 2-106 (A.C.A. § 4-2- 
106) and 9-105 (A.C.A. § 4-9-105). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security agreement”. 
(A.C.A. § 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Send”. Section 1-201 (A.C.A. § 4-1- 


Section 1-201 


Section 1-201 


Section 9-105 


Section 1-201 


201). 

“Term”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Value”. Section 1-201 (A.C.A. § 4-1- 
201) 


“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-504), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


1972 Official Comment to § 9-505 (A.C.A. § 4-9-505)* 


Prior Uniform Statutory Provision: Sec- 
tion 23, Uniform Conditional Sales Act. 


Purposes: 

1. Experience has shown that the par- 
ties are frequently better off without a 
resale of the collateral; hence this section 
sanctions an alternative arrangement. In 
lieu of resale or other disposition, the 
secured party may propose under subsec- 


tion (2) (A.C.A. § 4-9-505(2)) that he keep 
the collateral as his own, thus discharging 
the obligation and abandoning any claim 
for a deficiency. This right may not be 
exercised in the case of consumer goods 
where the debtor has paid 60% of the price 
or obligation and thus has a substantial 
equity, and may be exercised in other 
cases only on notification to the debtor, 
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unless the debtor has signed after default 
a statement renouncing or modifying his 
rights under this section, and (except in 
the case of consumer goods) to any other 
secured party who has given written no- 
tice of a claim of an interest in the collat- 
eral. In the latter case, notice must be 
given before the secured party receives 
the debtor’s renunciation or before he 
sends his notice to the debtor. The secured 
party may keep the goods in lieu of sale on 
failure of anyone receiving notification to 
object within twenty-one days. 

2. When an objection is received by the 
secured party he must then proceed to 
dispose of the collateral in accordance 
with Section 9-504 (A.C.A. § 4-9-504), and 
on failure to do so would incur the liabil- 
ities set out in Section 9-507 (A.C.A. § 4- 
9-507). In the case of consumer goods 
where 60% of the price or obligation has 
been paid the disposition must be made 
within 90 days after possession taken. For 
failure to make the sale within the 90-day 
period the secured party is liable in con- 
version or alternatively may incur the 
liabilities set out in Section 9-507 (A.C.A. 
§ 4-9-507). 

In the absence of objection the secured 
party is bound by his notice. 

3. After default (but not before) a con- 
sumer-debtor who has paid 60% of the 
case price may sign a written renuncia- 
tion of his rights to require resale of the 
collateral. 


Cross References: 
Sections 9-504 (A.C.A. § 4-9-504) and 
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9-507(1) (A.C.A. § 4-9-507(1)). 


Definitional Cross References: 
“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 
“Consumer goods”. 
(A.C.A. § 4-9-109). 
“Debtor”. Section 9-105 (A.C.A. § 4-9- 


Section 9-109 


105). 

“Knows”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notice”. Section 1-201 (A.C.A. § 4-1- 
201). 


“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Purchase money security interest”. 
Section 9-107 (A.C.A. § 4-9-107). 

“Receives notification”. Section 1-201 
(A.C.A. § 4-1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 

“Send”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Signed”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Written”. Section 1-201 (A.C.A. § 4-1- 
201). 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-505), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


1972 Official Comment to § 9-506 (A.C.A. § 4-9-506)* 


Prior Uniform Statutory Provision: Sec- 
tion 18, Uniform Conditional Sales Act. 


Purposes: 

Except in the case stated in Section 
9-505(1) (A.C.A. § 4-9-505(1)) (consumer 
goods) the secured party is not required to 
dispose of collateral within any stated 
period of time. Under this section so long 
as the secured party has not disposed of 
collateral in his possession or contracted 
for its disposition, and so long as his right 
to retain it has not become fixed under 
Section 9-505(2) (A.C.A. § 4-9-505(2)), the 
debtor or another secured party may re- 
deem. The debtor must tender fulfillment 
of all obligations secured, plus certain 
expenses: if the agreement contains a 


clause accelerating the entire balance due 
on default in one installment, the entire 
balance would have to be tendered. “Ten- 
dering fulfillment” obviously means more 
than a new promise to perform the exist- 
ing promise; it requires payment in full of 
all monetary obligations then due and 
performance in full of all other obligations 
then matured. If unmatured obligations 
remain, the security interest continues to 
secure them as if there had been no de- 
fault. 

Under Section 9-504 (A.C.A. § 4-9-504) 
the secured party may make successive 
sales of parts of the collateral in his pos- 
session. The fact that he may have sold or 
contracted to sell part of the collateral 
would not affect the debtor’s right under 
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this section to redeem what was left. In 
such a case, of course, in calculating the 
amount required to be tendered the debtor 
would receive credit for net proceeds of the 
collateral sold. 


Cross References: 
Sections 9-504 (A.C.A. § 4-9-504) and 
9-505 (A.C.A. § 4-9-505). 


Definitional Cross References: 
“Agreement”. Section 1-201 (A.C.A. § 4- 
1-201). 
“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 
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“Contract”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Writing”. Section 1-201 (A.C.A. § 4-1- 
201). 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-506), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 


1972 Official Comment to § 9-507 (A.C.A. § 4-9-507)* 


Prior Uniform Statutory Provision: None. 


Purposes: 

1. The principal limitation on the se- 
cured party’s right to dispose of collateral 
is the requirement that he proceed in good 
faith (Section 1-203 (A.C.A. § 4-1-203)) 
and in a commercially reasonable manner. 
See Section 9-504 (A.C.A. § 4-9-504). In 
the case where he proceeds, or is about to 
proceed, in a contrary manner, it is vital 
both to the debtor and other creditors to 
provide a remedy for the failure to comply 
with the statutory duty. This remedy will 
be of particular importance when it is 
applied prospectively before the unrea- 
sonable disposition has been concluded. 
This section therefore provides that a se- 
cured party proposing to dispose of collat- 
eral in an unreasonable manner, may, by 
court order, be restrained from doing so, 
and such an order might appropriately 
provide either that he proceed with the 
sale or other disposition under specified 
terms and conditions, or that the sale be 
made by a representative of creditors 
where insolvency proceedings have been 
instituted. The section further provides 
for damages where the unreasonable dis- 
position has been concluded, and, in the 
case of consumer goods, states a minimum 
recovery. 

A case may be put in which the liquida- 
tion value of an insolvent estate would be 
enhanced by disposing of all the debtor’s 
property (including that subject to a secu- 
rity interest) in the liquidation proceeding 
and in which, if a secured party repos- 
sesses and sells that part of the property 
which he holds as collateral, the remain- 


der will have little or no resale value. In 
such a case the question may arise 
whether a particular court has the power 
to control the manner of disposition, al- 
though reasonable in other respects, in 
order to preserve the estate for the benefit 
of creditors. Such a power is no doubt 
inherent in a Federal bankruptcy court, 
and perhaps also in other courts of equity 
administering insolvent estates. Tradi- 
tionally it was not exercised where the 
secured party claimed under a title reten- 
tion device, such as conditional sale or 
trust receipt. See In re Lake’s Laundry, 
Inc., 79 F.2d 326 (2d Cir. 1935) and the 
remarks of Clark, J., concurring, in In re 
White Plains Ice Service, Inc., 109 F.2d 
913 (2d Cir. 1940). It has been held that 
distinctions in results based on these dis- 
tinctions in form have been made obsolete 
by this Article (Chapter). In re Yale Ex- 
press System, Inc., 370 F.2d 433 (2d Cir. 
1966), 384 F.2d 990 (2d Cir. 1967). 

2. In view of the remedies provided the 
debtor and other creditors in subsection 
(1) (A.C.A. § 4-9-507(1)) when a secured 
party does not dispose of collateral in a 
commercially reasonable manner, it is of 
great importance to make clear what 
types of disposition are to be considered 
commercially reasonable, and in an appro- 
priate case to give the secured party 
means of getting, by court order or nego- 
tiation with a creditors’ committee or a 
representative of creditors, approval of a 
proposed method of disposition as a com- 
mercially reasonable one. Subsection (2) 
(A.C.A. § 4-9-507(2)) states rules to assist 
in the determination, and provides for 
such advance approval in appropriate sit- 
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uations. One recognized method of dispos- 
ing of repossessed collateral is for the 
secured party to sell the collateral to or 
through a dealer — a method which in the 
long run may realize better average re- 
turns since the secured party does not 
usually maintain his own facilities for 
making such sales. Such a method of sale, 
fairly conducted, is recognized as commer- 
cially reasonable under the second sen- 
tence of subsection (2) (A.C.A. § 4-9- 
507(2)). However, none of the specific 
methods of disposition set forth in subsec- 
tion (2) (A.C.A. § 4-9-507(2)) is to be re- 
garded as either required or exclusive, 
provided only that the disposition made or 
about to be made by the secured party is 
commercially reasonable. 


Cross References: 

Point 1: Sections 1-203 (A.C.A. § 4-1- 
203), 9-202 (A.C.A. § 4-9-202) and 9-504 
(A.C.A. § 4-9-504). 


Definitional Cross References: 
“Collateral”. Section 9-105 (A.C.A. § 4- 
9-105). 
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“Consumer goods”. Section 9-109 
(A.C.A. § 4-9-109). 

“Creditor”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Debtor”. Section 9-105 (A.C.A. § 4-9- 
105). 

“Knows”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Notification”. 
§ 4-1-201). 

“Person”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Representative”. Section 1-201 (A.C.A. 
§ 4-1-201). 

“Rights”. Section 1-201 (A.C.A. § 4-1- 
201). 

“Secured party”. Section 9-105 (A.C.A. 
§ 4-9-105). 

“Security interest”. 
(A.C.A. § 4-1-201). 


Section 1-201 (A.C.A. 


Section 1-201 


*This section was amended by Acts 1973, 
No. 116, § 1 (9-507), to incorporate the 
1972 changes to this Uniform Commercial 
Code section. 
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ARTICLE 10 
(A.C.A. § 4-10-101 ET SEQ.) 


Official Comment to § 10-101 (A.C.A. § 4-10-101) 


This effective date is suggested so that 
there may be ample time for all those who 


will be affected by the provisions of the 
Code to become familiar with them. 


Official Comment to § 10-102 (A.C.A. § 4-10-102) 


Subsection (1) (A.C.A. § 4-10-102(1)) 
provides for the repeal of present uniform 
and other acts superseded by this Act. 


Subsection (2) (A.C.A. § 4-10-102(4)) pro- 
vides for the transition to the Code. 


Official Comment to § 10-103 (A.C.A. § 4-10-103) 


This section provides for the repeal of 
all other legislation inconsistent with this 
Act. 


Official Comment to § 10-104 (A.C.A. § 4-10-104) 


This section subordinates the Article 
(Chapter) of this Act on Documents of 
Title (Article 7 (Chapter 7)) to the more 
specialized regulations of particular 
classes of bailees under other legislation 
and international treaties. Particularly, 
the provisions of that Article (Chapter) 
are superseded by applicable inconsistent 
provisions regarding the obligation of car- 
riers and the limitation of their liability 
found in federal legislation dealing with 
transportation by water (including the 
Harter Act, Act of February 13, 1893, 27 
Stat. 445, and the Carriage of Goods by 
Sea Act, Act of April 16, 1936, 49 Stat. 
1207); the Warsaw Convention on Inter- 
national Air Transportation, 49 Stat. 
3000, and Section 20(11) of the Interstate 
Commerce Act, Act of February 20, 1887, 
24 Stat. 386, as amended. The Documents 
of Title provisions of this Act supplement 


such legislation largely in matters other 
than obligation of the bailee, e.g., form 
and effects of negotiation, procedure in 
the case of lost documents, effect of over- 
issue, possibility of rapid transmission. 

Doubts have been expressed whether 
Article 8 (Chapter 8) provides as complete 
protection on transfers of securities by 
fiduciaries as the Uniform Act for the 
Simplification of Fiduciary Security 
Transfers. The Editorial Board entirely 
favors the policy of simplifying fiduciary 
security transfers and believes that Arti- 
cle 8 (Chapter 8) soundly implements this 
policy. However, since the shorter Simpli- 
fication Act has been so widely enacted 
and has been working satisfactorily, the 
Editorial Board recommends that it be 
retained. 


Cross Reference: 
Section 7-103 (A.C.A. § 4-7-103). 


SUSINESS CORPORATION ACT OF 1987 
(§ 4-27-101 ET SEQ.) 


A.C.R.C. Notes. The following notes 
are in addition to the official commentar- 
ies to the Model Business Corporation Act. 
Except for the notes prepared by the Ar- 
kansas Code Revision Commission, these 
notes and the attendant commentaries to 
the Arkansas Business Corporation Act 
were presented to the Arkansas General 
Assembly by the sponsors of the Arkansas 


Business Corporation Act along with the 
act. Unless otherwise noted, these notes 
were made by the sponsors of the Arkan- 
sas Business Corporation Act. For a copy 
of the official commentary and the model 
act, write to Prentiss Hall Law Publish- 
ers, Division of Services, #1 Gulf and 
Western Plaza, New York, New York 
10023. 


Comment to § 4-27-101 


This Act, entitled the Arkansas Busi- 
ness Corporation Act, is based primarily 
upon the Revised Model Business Corpo- 
ration Act (1984) (hereinafter referred to 
as the “Model Act”), adopted by the Com- 
mittee on Corporate Laws of the Section of 
Corporation, Banking & Business Law of 
the American Bar Association. 

Although they do not constitute a part 
of this Act, the Official Comments to each 


section describe the substantive decisions 
made in the drafting of the section and 
explain the meaning and purpose of the 
section. The Official Comments also iden- 
tify and describe any deviations between 
this Act and the Model Act. Statutory 
cross-references have been added after 
each section to enable the reader to iden- 
tify and locate other relevant statutory 
provisions. 


Comment to § 4-27-126 


1. The Court with Jurisdiction to Hear 
Appeals from the Secretary of State. 


Jurisdiction to hear appeals from the 
Secretary of State under section 1.26 
(A.C.A. § 4-27-126) has been placed in the 
Pulaski County Circuit Court. Other sec- 
tions of this Act also designate the court 
with jurisdiction over substantive corpo- 
rate matters. See, for example, section 
7.03 (A.C.A. § 4-27-703), relating to the 
ordering of a shareholders’ meeting after 
the corporation fails to hold such a meet- 
ing. It is expected that jurisdiction over 
litigation with respect to substantive mat- 
ters will normally be vested in the court in 
the county of the corporation’s principal or 
registered office. See the Official Com- 
ment to section 7.03 (A.C.A. § 4-27-7038). 


2. Orders. 


In view of the limited discretion of the 
Secretary of State under this Act, a “sum- 


mary” order appears to be appropriate in 
section 1.26 (A.C.A. § 4-27-126). 
Throughout this Act the term “summarily 
order” or similar language is used where 
courts are authorized to order action 
taken and the person charged with taking 
the original action has little or no discre- 
tion. The word “summary” is not used in a 
technical sense but to refer to a class of 
cases where the court might appropriately 
order that action be taken on the face of 
the pleadings or after an oral hearing but 
without any need to resolve disputed fac- 
tual issues. 


3. Burden of Proof and Review Standard. 


This Act does not address either the 
burden of proof or the standard for review 
in judicial proceedings challenging action 
of the Secretary of State. It is contem- 
plated that these matters will be governed 
by general principles of judicial review of 
agency action adopted in Arkansas. 
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Comment to § 4-27-202* 


1. Introduction. (second paragraph) 


No reference is made in section 2.02(A) 
(A.C.A. § 4-27-202(A)) either to the period 
of duration of the corporation or to its 
purpose. A corporation formed under 
these provisions will automatically have 
perpetual duration under section 3.02 
(A.C.A. § 4-27-302) unless a special pro- 
vision is included providing a shorter pe- 
riod. Subdivision 2.02(A)(5) (A.C.A. § 4- 
27-202(A)(5)) is a change from the model 
act, providing that the articles of incorpo- 
ration must set forth a primary purpose or 
purposes for which the corporation is or- 
ganized and which shall be given to the 
Secretary of State for informational pur- 
poses. Unless specifically stated in the 
articles of incorporation, the primary pur- 
pose(s) set forth in compliance with sec- 
tion 2.02(A)(5) (A.C.A. § 4-27-202(A)(5)) 
shall not limit the broad purposes pro- 
vided in section 3.01 (A.C.A. § 4-27-301). 
The option of providing a narrower pur- 
pose clause is also preserved in sections 
2.02(B)(2) (A.C.A. § 4-27-202(B)(2)) and 
3.01 (A.C.A. § 4-27-301), with the effect 
described in the Official Comment to sec- 
tion 3.01 (A.C.A. § 4-27-301). 


2. Requirements. 


The only information required in the 
articles of incorporation to form a “stan- 
dard” corporation is: 

(1) The name, which must meet the 
requirements of chapter 4 of this Act. 

(2) The number of shares the corpora- 
tion is authorized to issue and whether 
such shares have a par value. This Act 
deviates from the Model Act by requiring 
the articles of incorporation to specify 
whether shares have a par value, and, if 
so, the par value of such shares. Ifa single 
class of shares is authorized, therefore, 
the articles of incorporation must disclose 
the number of shares authorized and the 
par value of those shares, or a statement 
that the shares have no par value. If more 
than one class of shares is authorized, the 
articles must contain not only the forego- 
ing information for each class, but must 
also contain a description of the rights of 
each class. See the Official Comment to 
Section 6.01 (A.C.A. § 4-27-601) and 6.02 
(A.C.A. § 4-27-602). It is unnecessary to 


specify expected minimum capitalization, 
or contemplated issue price. 

(3) The street address of the corpora- 
tion’s initial registered office and the 
name of its initial registered agent. A 
mailing address consisting only of a post 
office box is not sufficient. 

(4) The name and address of each incor- 
porator. 

No reference need be made in these 
“standard” articles to a variety of other 
matters that are referred to in the stat- 
utes of any states. For example, there is 
no need to refer to preemptive rights. See 
section 6.30 (A.C.A. § 4-27-6300) and the 
Official Comment. Generally, no substan- 
tive effect should be given to the absence 
of a specific reference to such matters in 
section 2.02 (A.C.A. § 4-27-202) since 
they are referred to in other sections of 
this Act, which usually provide an “opt in” 
privilege that permits a draftsman to elect 
special treatment if he so desires. See 
particularly the list of option provisions 
set forth in parts 4 and 5 of this Comment. 


d. Par value. 


This section departs from the Model Act 
in that par value is a mandatory statutory 
concept. Shares having a par value may 
not be issued for consideration less than 
the par value of such shares. See section 
6.21(C) (A.C.A. § 4-27-621(C)). 


g. Limitation of Director Liability. 


Section 2.02(B)(3) (A.C.A. § 4-27- 
202(B)(3)) represents a deviation from the 
Model Act and is designed to conform to 
recent changes to the Delaware Business 
Corporation Act. 

Section 2.02(B)(3) (A.C.A. § 4-27- 
202(B)(3)) represents a legislative re- 
sponse to recent changes in the market for 
directors’ liability insurance. Such insur- 
ance has become a relatively standard 
condition of employment for directors. Re- 
cent changes in that market, including the 
unavailability of the traditional policies 
(and, in many cases, the unavailability of 
any type of policy from the traditional 
insurance carriers) have threatened the 
quality and stability of the governance of 
corporations because directors have be- 
come unwilling, in many instances, to 
serve without the protection which such 
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insurance provides and, in other in- 
stances, may be deterred by the unavail- 
ability of insurance from making entre- 
preneurial decisions. The provisions are 
intended to allow Arkansas corporations 
to provide substitute protection, in vari- 
ous forms, to their directors and to limit 
director liability under certain circum- 
stances. 

This provision enables a corporation in 
its original certificate of incorporation or 
an amendment thereto validly approved 
by stockholders to eliminate or limit per- 
sonal liability of members of its board of 
directors or governing body for violations 
of a director’s fiduciary duty of care. How- 
ever, the amendment makes clear that no 
such provision shall eliminate or limit the 
liability of a director for breaching his 
duty of loyalty, failing to act in good faith, 
engaging in intentional misconduct or 
knowingly violating law, paying a divi- 
dend or approving a stock repurchase 
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which was illegal under this Act, or ob- 
taining an improper personal benefit. This 
provision would have no effect on the 
availability of equitable remedies, such as 
an injunction or rescission, for breach of 
fiduciary duty. 

(3) Other provisions not referred to 
in this Act that the draftsman decides 
should be included in the articles of 
incorporation. This includes but is not 
limited to any provision that this Act 
requires or permits to be set forth in the 
bylaws. See Section 2.02(B)(3) (A.C.A. 
§ 4-27-202(B)(3)). 


*The second paragraph of part 1 of the 
commentary to § 2.02 (A.C.A. § 4-27-202) 
was written by the Arkansas Code Revi- 
sion Commission rather than by the draft- 
ers of the Arkansas Business Corporation 
Act. 


Comment to § 4-27-301* 


(Additional paragraph placed second) 
Subsection 3.01(A) (A.C.A. § 4-27- 
301(A)) is a change from the model act in 
that a more limited purpose must specifi- 
cally be set forth in the articles of incor- 
poration. The statement of primary pur- 
pose(s) required by § 2.02(A)(5) (A.C.A. 
§ 4-27-202(A)(5)) is not a specific limita- 
tion of the broad purposes for which the 
corporation may be organized. 


*The second paragraph of the comment to 
section 3.01 (A.C.A. § 4-27-301) was writ- 
ten by the Arkansas Code Revision Com- 
mission rather than by the drafters of the 
Arkansas Business Corporation Act. 


Comment to § 4-27-621 


Section 6.21(A) (A.C.A. § 4-27-621(A)) 
provides that the power granted to the 
board of directors by this section may be 
reserved to the shareholders by the arti- 
cles of incorporation. No negative infer- 
ence should be drawn from section 6.21(A) 
(A.C.A. § 4-27-621(A)) with respect to the 
efficacy of similar provisions under other 
sections of this Act. 

The Model Act authorizes a corporation 
to issue shares in exchange for any prop- 
erty of benefit to the corporation, includ- 
ing promissory notes and contracts for 
future services. Subsection (B) (A.C.A. 
§ 4-27-621(B)) of this section departs 
from the Model Act by providing that 
shares may be issued only for money paid, 
labor done, or property actually received, 


and that a promissory note or a promise of 
future services is not valid consideration 
for the issuance of shares. This change 
was necessitated by the language of Arti- 
cle 12, Section 8 of the Arkansas Consti- 
tution. 

The same constitutional provision has 
required the addition of section 6.21(C) 
(A.C.A. § 4-27-621(C)), which provides 
that, in the event a corporation issues par 
value shares, it must receive as consider- 
ation for each share an amount at least 
equal to par value. There is no comparable 
provision in the Model Act. 

Before a corporation may issue shares, 
subsection (D) (A.C.A. § 4-27-621(D)) of 
this section requires the board of directors 
to determine that the consideration re- 
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ceived or to be received for the shares is 
adequate. Despite that requirement, 
there is still the possibility that the issu- 
ance of some shares for cash and other 
shares for past services or property, like 
the issuance of shares for an inadequate 
consideration, will dilute the interests of 
other shareholders. For example, persons 
acquiring shares for cash may be unfairly 
treated if optimistic values are placed on 
services or property being provided by 
other persons. The problem is particularly 
acute if the persons providing services or 
property of debatable value are them- 
selves connected with the promoters of the 
corporation or with its directors. Protec- 
tion of shareholders against abuse of the 
power granted to the board of directors is 
provided in part by the requirement that 
the board must act in accordance with the 
requirements of section 8.30 (A.C.A. § 4- 
27-830), and, if applicable, section 8.31 
(A.C.A. § 4-27-831), in determining that 
the consideration received for shares is 
adequate. 

Accounting principles are not specified 
in this Act, and the board of directors is 
not required by the statute to determine 
the “value” of noncash consideration re- 
ceived by the corporation (as was the case 
in earlier versions of this Act). In many 
instances, property received by the corpo- 
ration will be of uncertain value; if the 
board of directors determines that the 
issuance of shares for the property is an 
appropriate transaction that protects the 
shareholders from dilution, that is suffi- 
cient under section 6.21 (A.C.A. § 4-27- 
621). The board of directors does not have 
to make an explicit “adequacy” determina- 
tion by formal resolution; that determina- 
tion may be inferred from a determination 
to authorize the issuance of shares for a 
specified consideration. 

Section 6.21 (A.C.A. § 4-27-621) also 
does not require that the board of direc- 
tors determine the value of the consider- 
ation to be entered on the books of the 
corporation, though the board of directors 
may do so if it wishes. Of course, a specific 
value must be placed on the consideration 
received for the shares for bookkeeping 
purposes, but bookkeeping details are not 
the statutory responsibility of the board of 
directors. The statute also does not re- 
quire the board of directors to determine 
the corresponding entry on the right-hand 
side of the balance sheet under owner’s 
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equity to be designated as “stated capital” 
or be allocated among “stated capital” and 
other surplus accounts. The corporation, 
however, may determine that the share- 
holders’ equity accounts should be divided 
into these traditional categories if it 
wishes. 

The second sentence of section 6.21(D) 
(A.C.A. § 4-27-621(D)) describes the effect 
of the determination by the board of direc- 
tors that consideration is adequate for the 
issuance of shares. That determination, 
without more, is conclusive to the extent 
that adequacy is relevant to the question 
whether the shares are validly issued, 
fully paid, and nonassessable. Section 
6.21(C) (A.C.A. § 4-27-621(C)) provides 
that shares are fully paid and nonassess- 
able when the corporation receives the 
consideration for which the board of direc- 
tors authorized their issuance. Whether 
shares are validly issued may depend on 
compliance with corporate procedural re- 
quirements, such as issuance within the 
amount authorized in the articles of incor- 
poration or holding a directors’ meeting 
upon proper notice and with a quorum 
present. This Act does not address the 
remedies that may be available for issu- 
ances that are subject to challenge. This 
somewhat more elaborate clause replaces 
the provision in earlier versions of this Act 
and many state statutes that the determi- 
nation by the board of directors of consid- 
eration for the issuance of shares was 
“conclusive in the absence of fraud in the 
transaction.” 

This Act does not address the question 
whether validly issued shares may there- 
after be cancelled on the grounds of fraud 
or bad faith if the shares are in the hands 
of the original shareholder or other per- 
sons who were aware of the circumstances 
under which they were issued when they 
acquired the shares. It also leaves to the 
Arkansas Uniform Commercial Code 
other questions relating to the rights of 
persons other than the person acquiring 
the shares from the corporation. 

As mandated by Article 12, Section 8 of 
the Arkansas Constitution, subsection (F) 
(A.C.A. § 4-27-621(F)) of this section pro- 
hibits the issuance of shares until the 
corporation has received the full amount 
of the consideration for the shares. Sub- 
section (F) (A.C.A. § 4-27-621(F)) differs 
from the corresponding provision of the 
Model Act, which allows a corporation to 
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issue shares and to place those shares in 
escrow or otherwise restrict the transfer 
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of the shares pending receipt of payment 
for the shares. 


Comment to § 4-27-622 


Section 6.22(A) (A.C.A. § 4-27-622(A)) 
imposes greater potential liability on a 
purchaser of par value shares than the 
corresponding provision of the Model Act. 
Section 6.22 (A.C.A. § 4-27-622) of the 
Model Act limits a purchaser’s liability to 
an amount equal to “the consideration for 
which the shares were authorized to be 
issued ... or specified in the subscription 
agreement.” Under the Model Act, there- 
fore, a purchaser of par value shares who 
had paid none of the consideration due for 
his shares would be liable for an amount 
less than par value if a subscription agree- 
ment had provided for a price less than 
par value or the shares were authorized to 
be issued for an amount less than par 
value. Section 6.22(A) (A.C.A. § 4-27- 
622(A)), on the other hand, limits the 
same purchaser’s liability to the “full con- 
sideration, fixed as provided by law, for 
which the shares were issued or were to be 
issued.” Since the full consideration pro- 
vided by law for par value shares is par 
value, see section 6.21(C) (A.C.A. § 4-27- 
621(C)), the purchaser is liable for that 
amount. Section 6.22(A) (A.C.A. § 4-27- 
622(A)) was drafted to conform with Arti- 
cle 12, Section 8 of the Arkansas Consti- 
tution. 

With regard to purchasers of shares 


without par value, section 6.22(A) (A.C.A. 
§ 4-27-622(A)) imposes the same poten- 
tial liability as the Model Act: the differ- 
ence between the amount of consideration 
the purchaser agreed to pay and the 
amount he actually did pay. 

Section 6.22(A) (A.C.A. § 4-27-622(A)) 
deals only with the responsibility for pay- 
ment by the purchaser of shares from the 
corporation. This Act leaves to the AR- 
KANSAS UNIFORM COMMERCIAL 
CODE questions with respect to the rights 
of subsequent purchasers of shares and 
the power of the corporation to cancel 
shares if the consideration is not paid 
when due. See sections 8-202 (A.C.A. § 4- 
8-202) and 8-301 (A.C.A. § 4-8-301) of the 
ARKANSAS UNIFORM COMMERCIAL 
CODE. 

Section 6.22(B) (A.C.A. § 4-27-622(B)) 
sets forth the basic rule of nonliability of 
shareholders for corporate acts or debts 
that underlies modern corporation law. 
Unless such liability is provided for in the 
articles of incorporation, see _ section 
2.03(B)(3)(v) (A.C.A. § 4-27-203(B)(3)(v)), 
shareholders are not liable for corporate 
obligations, though the last clause recog- 
nizes that such liability may be assumed 
voluntarily or by other conduct. 


Comment to § 4-27-625 


This section sets forth the minimum 
requirements for share certificates. A cor- 
poration whose shares are not publicly 
traded will normally issue certificates 
that meet these minimum requirements 
and little more. Securities that are pub- 
licly traded, on the other hand, must con- 
tain reasonable safeguards against fraud- 
ulent duplication; for this reason, 
regulations by exchanges contain techni- 
cal requirements relating to design, work- 
manship, engraving, and printing. Also, 
exchange requirements may require sig- 
natures of a transfer agent and registrar 
as well as designated corporate officers. 
All these requirements are in addition to 
the minimum requirements of this Act. 

Certificateless shares are permitted un- 


der section 6.25(A) (A.C.A. § 4-27-625(A)) 
upon compliance with section 6.26 (A.C.A. 
§ 4-27-626). Section 6.25(A) (A.C.A. § 4- 
27-625(A)) makes it clear that there are no 
differences in the rights and obligations of 
shareholders, whether or not their shares 
are represented by certificates, other than 
mechanical differences, such as the means 
by which instructions for transfer are 
communicated to the issuer, necessitated 
by the use or nonuse of certificates. If 
share transfer restrictions are imposed, 
conspicuous references must appear on 
the certificate if they are to be binding on 
third persons without knowledge of the 
restrictions. See section 6.27 (A.C.A. § 4- 
27-627). 

Under section 6.25 (A.C.A. § 4-27-625) 


COMMENTARIES 


all signatures on a share certificate may 
be facsimiles. This change, which has 
been adopted recently in several states, 
gives recognition to the fact that a pur- 
chaser of publicly traded shares will 
hardly ever be in a position to determine 
whether a manual signature on a stock 
certificate is in fact the authorized signa- 
ture of an officer or the transfer agent or 
registrar. From the standpoint of the issu- 
ing corporation of publicly traded securi- 
ties, if a share certificate requiring a man- 
ual signature is stolen and the signature 
thereafter forged, the corporation may de- 
fend on lack of genuineness under section 
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8-202(3) (A.C.A. § 4-8-202(3)) of the Ar- 
kansas Uniform Commercial Code. But 
this defense is not effective against a bona 
fide purchaser when the forged signature 
has been placed on the certificate by an 
employee of the issuer or registrar or 
transfer agent entrusted with handling 
the certificates (UCC § 8-205 (A.C.A. § 4- 
8-205)). It is likely that a corporation 
would therefore follow the same security 
precautions for blank certificates requir- 
ing manual signatures as for those not 
requiring them. At the same time, the 
time and expense required for manual 
signatures has been eliminated. 


Comment to § 4-2'7-704 


The first sentence of section 7.04(A) 
(A.C.A. § 4-27-704(A)) provides that all 
the shareholders of a corporation may 
validly act by unanimous written consent 
without a meeting on proposals to in- 
crease the capital stock or bond indebted- 
ness of the corporation. It is intended to 
comply with Article 12, Section 8 of the 
Arkansas Constitution, which contains 
special notice and voting requirements 
relating to such matter. Unanimous writ- 
ten consent is obtainable, as a practical 
matter, only on matters on which there 
are relatively few shareholders entitled to 
vote. 

The second sentence of section 7.04(A) 
(A.C.A. § 4-27-704(A)) is based on the 
fundamental premise that if the holders of 
shares having the minimum number of 
votes that would be necessary to authorize 
a corporate action desire that action to be 
taken, no purpose is served by requiring 
the formality of holding a meeting of 
shareholders. Action by written consent 
has the same effect as a meeting vote and 
may be described as such in any docu- 
ment, including documents delivered to 
the Secretary of State for filing. Section 
7.04 (A.C.A. § 4-27-704) is applicable to 
any shareholder action, including, with- 
out limitation, election of directors, ap- 
proval of mergers or sales of substantially 
all the corporate property not in the ordi- 
nary course of business, amendments of 
articles of incorporation, and dissolution. 


1. Form of Written Consent. 


To be effective, consents must be in 
writing, signed by the required number of 


shareholders and delivered to the secre- 
tary of the corporation. The phrase “one or 
more written consents” is included in sec- 
tion 7.04(A) (A.C.A. § 4-27-704(A)) to 
make it clear that all shareholders do not 
need to sign the same piece of paper. The 
record date for determining who is enti- 
tled to vote, if not otherwise fixed by or in 
accordance with the bylaws, is the date 
the first shareholder signs the consent. 


2. Revocation of Consent. 


Action by written consent is effective 
only when the required number of share- 
holders have signed the appropriate writ- 
ten consent and all consents have been 
delivered to the secretary of the corpora- 
tion. Before that time any shareholder 
may withdraw his consent simply by ad- 
vising the secretary of the fact. Cf. Calu- 
met Industries, Inc. v. McClure, 464 F. 
Supp. 19 (N.D. Ill. 1978). The withdrawal 
of a single consent, of course, destroys the 
unanimous written consent required by 
the first sentence of subsection (A) (A.C.A. 
§ 4-27-704(A)). If a shareholder seeks to 
withdraw his consent after all sharehold- 
ers have signed written consents and filed 
them with the secretary of the corpora- 
tion, the corporation may treat the at- 
tempted withdrawal as too late or give it 
effect, thereby requiring the matter to be 
presented at a shareholders’ meeting. 


3. Consent to Fundamental Corporate 
Changes. 


Section 7.04 (A.C.A. § 4-27-704) is ap- 
plicable to all shareholder actions, includ- 
ing the approval of fundamental corporate 
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changes described in §§ 10.01 et seq. 
(A.C.A. § 4-27-1001 et seq.); 11.01 et seq. 
(A.C.A. § 4-27-1101 et seq.); 12.01 et seq. 
(A.C.A. § 4-27-1201 et seq.); and 14.01 et 
seq. (A.C.A. § 4-27-1401 et seq.). If these 
actions were taken at an annual or special 
meeting, shareholders who were not enti- 
tled to vote on the matter would neverthe- 
less be entitled to receive notice of the 
meeting, including a description of the 
transaction proposed to be considered at 
the meeting. See, e.g., sections 10.03 
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(A.C.A. § 4-27-1003) (notice of proposed 
amendment), 11.03 (A.C.A. § 4-27-1103) 
(notice of proposed merger). In order to 
ensure that nonvoting shareholders have 
essentially the same right if action is 
taken by consent rather than at a meet- 
ing, section 7.04(D) (A.C.A. § 4-27- 
704(D)) provides that all nonvoting share- 
holders must be given at least 10 days 
written notice of the fundamental corpo- 
rate changes that are proposed for ap- 
proval by consent. 


Comment to § 4-27-705* 


2. Discretion as to Calls of Special Meet- 
ing. 


Under section 7.02(A)(2) (A.C.A. § 4-27- 
702(A)(2)) it is possible that more than 
one faction of shareholders may demand 
meetings at roughly the same time or that 
a single (or changing) faction of sharehold- 
ers may request consecutive, overlapping, 
or repetitive meetings. The responsible 
corporate officers have some discretion as 
to the call and purposes of a meeting, and 
where demands are repetitious or overlap- 
ping, they may refuse to call a meeting for 
a purpose identical or similar to a purpose 
for which a previous special meeting was 
held in the recent past. Similarly, they 
may decline to call a special meeting when 
an annual meeting will be held in the near 
future. This limited discretion of the cor- 
poration to deny repetitive or overlapping 
demands may ultimately be tested under 
section 7.03 (A.C.A. § 4-27-703), which 
itself gives the court discretion whether or 
not to compel the holding of a special 
meeting under these circumstances. See 
the Official Comment to section 7.03 
(A.C.A. § 4-27-703). 


3. Record Date. 


Section 7.05(D) (A.C.A. § 4-27-705(D)) 
is a catch-all record date for both annual 
and special meetings. If the record date 
for notice and for voting entitlement is not 
otherwise fixed pursuant to section 7.03 
(A.C.A. § 4-27-7083) or 7.07 (A.C.A. § 4- 
27-707), the record date for purposes of 
determining who is entitled to notice and 
to vote at the meeting is the day before the 
first notice is delivered to shareholders. 
This provision differs from the Model Act, 
which provides that the record date for 
notice and voting entitlement will be the 
close of business on the day before notice 
is mailed unless another record date is 
fixed pursuant to § 7.03 (A.C.A. § 4-27- 
703) or § 7.07 (A.C.A. § 4-27-707). 


*Part 3 of the comment to section 7.05 
(A.C.A. § 4-27-705) was written by the 
Arkansas Code Revision Commission 
rather than by the drafters of the Arkan- 
sas Business Corporation Act. 


Comment to § 4-27-723 


Traditionally, a corporation recognizes 
only the registered owner as the owner of 
shares. Indeed, section 1.40 (A.C.A. 4-27- 
140) defines “shareholder” basically as the 
registered owner of shares. But it has 
become a common practice for persons 
purchasing shares to have them regis- 
tered in the “street name” of a broker- 
dealer or other financial institution, prin- 
cipally to facilitate transfer by eliminating 
the need for the beneficial owner’s signa- 
ture and delivery. In addition, in order to 


avoid the burdens of processing securities 
transfers, which caused a crisis in the 
securities industry in the late 1960’s, a 
system of securities depositories (defined 
as “clearing corporations” in section 
1.02(3) (A.C.A. § 4-8-102(3)) of the Arkan- 
sas Uniform Commercial Code) has been 
developed. In this system, financial insti- 
tutions deposit securities with the depos- 
itory, which becomes the registered owner 
of the shares. Transfers between deposito- 
ries are then accomplished by book entry 
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of the depository. As a result, there may be 
two entities interposed between the corpo- 
ration and the beneficial owner with the 
depository being the registered owner for 
the account of the brokerage firm that in 
turn holds the shares for the account of 
the beneficial owner. 

The purpose of section 7.23 (A.C.A. § 4- 
27-723) is to facilitate direct communica- 
tion between the corporation and the ben- 
eficial owner by authorizing the 
corporation to create a procedure for by- 
passing both the registered owner and 
intermediate brokerage firms. The adop- 
tion of this procedure is discretionary with 
each corporation and affirmative action by 
the corporation is necessary to accomplish 
it. The procedure is also discretionary 
with the shareholder, who must elect to 
follow the applicable procedure prescribed 
by the corporation. The shareholder re- 
tains all of his rights except those granted 
to the beneficial owner. 

The corporation may limit or qualify the 
procedure as it deems appropriate. For 
example, the corporation may: 

1. limit the procedure to certain classes 
of shareholders, such as depositories, bro- 
ker-dealers and banks, or their nominees, 
or make the procedure available to all 
shareholders; 

2. permit a shareholder to adopt the 
procedure with respect to some but not all 
of the shares registered in his name (and 
in that case he continues to be treated as 
the shareholder with respect to the bal- 
ance); 
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3. specify the purpose or purposes for 
which the certification is effective, e.g., for 
giving notice of, and voting at, sharehold- 
ers’ meetings, for the distribution of proxy 
statements and annual reports, or for pay- 
ment of cash dividends; 

4. specify the form of the certification, 
e.g., a written list, computer tape, or some 
other form of compatible input; 

5. specify the type of information that 
must be provided, e.g., the name and 
address of the beneficial owner, his tax- 
payer identification number, and the num- 
ber of shares registered directly in his 
name; 

6. establish deadlines for receipt of the 
certifications after the establishment of a 
record date so that the corporation may 
schedule its mailings; 

7. provide that a new certification is 
required following each record date or 
that a certification as of a certain date 
may continue until change by the certify- 
ing shareholder. 

This listing is illustrative and not ex- 
haustive. It is expected that experimenta- 
tion with various devices under this sec- 
tion may reveal other areas which 
corporation’s plan should address. 

The definition of “shareholder” in sec- 
tion 1.40 (A.C.A. § 4-27-140) includes 
beneficial owners to the extent they obtain 
the rights of shareholders pursuant to the 
procedure authorized by this section. 


Comment to § 4-27-850 


Section 8.50 (A.C.A. § 4-27-850) is 
taken verbatim from § 145 of the Dela- 
ware General Corporation Law. Under 
Section 8.50 (A.C.A. § 4-27-850), a direc- 
tor or officer of a corporation (i) shall be 
indemnified by the corporation for all ex- 
penses of litigation or other legal proceed- 
ings when he is successful on the merits, 
(ii) may be indemnified by the corporation 
for the expenses, judgments, fines and 
amounts paid in settlement of such litiga- 
tion (other than a derivative suit) even if 
he is not successful on the merits if he 
acted in good faith and in a manner he 
reasonably believed to be in or not op- 
posed to the best interests of the corpora- 
tion (and, in the case of a criminal pro- 
ceeding, had no reason to believe his 


conduct was not unlawful), and (iii) may 
be indemnified by the corporation for ex- 
penses of a derivative suit if he acted in 
good faith and in a manner he reasonably 
believed to be in or not opposed to the best 
interests of the corporation, provided that 
no such indemnification may be made in 
connection with derivative proceedings if 
the director or officer is adjudged liable to 
the corporation, unless a court determines 
that, despite such adjudication but in view 
of all of the circumstances, he is entitled to 
indemnification of such expenses. Indem- 
nification provided for in subsections (A) 
and (B) of Section 8.50 (A.C.A. 8§ 4-27- 
850(A) and 4-27-850(B)) shall be made 
only upon a determination by (i) a major- 
ity of a quorum of disinterested directors, 
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(11) independent legal counsel or (iii) the 
shareholders, that indemnification is 
proper because the applicable standard of 
conduct is met. 

Subsection (E) of Section 8.50 (A.C.A. 
§ 4-27-850(E)) authorizes a corporation to 
pay the expenses incurred by an officer or 
director in a civil or criminal action in 
advance of the final disposition of the 
action. An advance for expenses pursuant 
to Subsection (E) (A.C.A. § 4-27-850(E)), 
however, is conditioned on the corpora- 
tion’s receipt of an undertaking by the 
director or officer to repay the advance in 
full in the event it is subsequently deter- 
mined that the director or officer is not 
entitled to indemnification. Subsection (E) 
(A.C.A. § 4-27-850(E)), unlike the Model 
Act, does not require that a corporation’s 
board of directors make a determination 
that the available facts would not pre- 
clude indemnification. Subsection (E) 
(A.C.A. § 4-27-850(E)), therefore, permits 
general authorization for advancement of 
expenses, including a mandatory provi- 
sion in the corporation’s articles of incor- 
poration or bylaws to that effect. 

Subsection (F) of Section 8.50 (A.C.A. 
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§ 4-27-850(F)) provides that an officer or 
director may have, in addition to the in- 
demnification rights set forth in Section 
8.50 (A.C.A. § 4-27-850), additional rights 
pursuant to any bylaw, agreement, vote of 
the corporation’s stockholders or disinter- 
ested directors, or otherwise. This subsec- 
tion differs from the comparable provision 
of the Model Act, which authorizes non- 
statutory indemnification rights only to 
the extent consistent with relevant statu- 
tory provisions. 

Subsection (G) of Section 8.50 (A.C.A. 
§ 4-27-850(G)) authorizes a corporation to 
purchase and maintain insurance on be- 
half of any person who is or was a director, 
officer, employee, or agent of the corpora- 
tion or served in such capacity at the 
request of the corporation for another en- 
tity. Section 8.50(G) (A.C.A. § 4-27- 
850(G)), like the comparable provision of 
the Model Act, authorizes the corporation 
to obtain such insurance “whether or not 
the corporation would have the power to 
indemnify” the director, officer, employee 
or agent pursuant to Section 8.50 (A.C.A. 
§ 4-27-850). 


Comment to § 4-27-1431 


Section 14.31 (A.C.A. § 4-27-1431) des- 
ignates the Attorney General as the officer 
to bring suits for involuntary dissolution 
by the State. The Pulaski County Circuit 
Court has been designated as the place of 
venue for proceedings brought by the At- 
torney General to dissolve a corporation. 
See the Official Comment to section 1.26 


(A.C.A. § 4-27-126). Suits brought for ju- 
dicial dissolution under other subdivi- 
sions of section 14.30 (A.C.A. § 4-27-1430) 
must be brought where the corporation’s 
principal office is located or, if not located 
in this State, where its registered office is 
or was last located. 


Comment to § 4-27-1502* 


(Paragraph 4) 


In addition to closing the courts of the 
state to a nonqualified foreign corpora- 
tion, many states impose a penalty equal 
to all fees and franchise taxes that the 
foreign corporation would have been liable 
for if it had qualified to transact business 
when it was first required to do so. The 
Arkansas act differs from the Model Act in 
that it imposes a dollar amount as a civil 
penalty. The appropriate penalty will be 
calculated pursuant to regulations pro- 
mulgated by the Secretary of State and 
will be determined by the size and assets 


of the corporation, the total amount of 
business transacted within the state and 
such other circumstances as the Secretary 
of State determines to be appropriate. The 
penalty may be recovered by the Secretary 
of State in a proceeding instituted by him 
in the Pulaski County Circuit Court. 


*The fourth paragraph of the commentary 
to § 15.02 (A.C.A. § 4-27-1502) was writ- 
ten by the Arkansas Code Revision Com- 
mission rather than by the drafters of the 
Arkansas Business Corporation Act. 
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Comment to § 4-27-1602* 


5. A.CA. § 4-27-1602(F). 


A.C.A. § 4-27-1602(F) was added in the 
Arkansas act. This definition of share- 
holder does not appear in the model act. 


*Part 5 of the commentary to § 16.02 


(A.C.A. § 4-27-1602) was written by the 
Arkansas Code Revision Commission 
rather than by the drafters of the Arkan- 
sas Business Corporation Act. 


REVISED MODEL NONPROFIT CORPORATION ACT 
(A.C.A, § 4-33-101 et seq.) 


INTRODUCTION 


TO THE REVISED MODEL 
NONPROFIT CORPORATION 
ACT 


BY 
MICHAEL C. HONE* 
BACKGROUND 


The Subcommittee on the Model Non- 
profit Corporation Act (“Subcommittee”) 
has completed a comprehensive revision 
of the Model Nonprofit Corporation Act 
(“Revised Act”) (§ 4-33-101 et seq.). The 
process commenced in 1979 and ended in 
1987. During this period the Subcommit- 
tee held 32 meetings and mailed over 
1,000 exposure drafts to interested par- 
ties. A public comment period commenced 
in March of 1986. The Subcommittee re- 
viewed all comments received through 
February 1987. Over 300 major and minor 
changes were made in the final version of 
the Revised Act (§ 4-33-101 et seq.) as a 
result of the suggestions received during 
the comment period. 

A complete revision of the old Model Act 
(“Old Act”), promulgated in 1964, was 
needed because it did not address numer- 
ous questions, many of which have re- 
ceived increasing attention in recent 
years. For example, it did not set forth 
standards of care or loyalty for directors or 
officers. It did not deal with statutory 
immunity or protection for directors who 
acted with due care and did not breach 
their duty of loyalty. Nor did it provide 
conflict of interest rules. It did not deal 
with derivative suits, transfer and pur- 
chase of memberships, or the resignation 
or termination of members. It did not 
mention delegates or deal explicitly with 
self-perpetuating boards of directors or 
the delegation of authority by directors. It 
had not been amended to reflect the nu- 
merous changes that had occurred in state 
statutory and case law since its adoption. 


Shortly after the project began the Com- 
mittee on Corporate Laws decided to com- 
pletely revise the Model Business Corpo- 
ration Act (“MBCA”) (§ 4-27-101 et seq.). 
The Subcommittee decided to track the 
MBCA (§ 4-27-101 et seq.) in form and 
substance whenever appropriate, particu- 
larly in regard to filings with the secretary 
of state, formation of corporations, corpo- 
rate powers, qualification of foreign corpo- 
rations, requirements for a corporate of- 
fice and agent and procedures for merger 
and dissolution. 

The Revised Act (§ 4-33-101 et seq.) 
follows the same organization and num- 
bering system as the MBCA (§ 4-27-101 
et seq.). Even where the substantive non- 
profit provisions differ from the analogous 
business provisions they usually have the 
same section numbers as their business 
counterparts. This approach makes it eas- 
ier for states which have adopted the 
MBCA (§ 4-27-101 et seq.) to adopt the 
Revised Act (§ 4-33-101 et seq.) because 
they will not have to review or work with 
an unfamiliar structure. A great debt is 
owed to the Committee on Corporate 
Laws and Robert Hamilton, the Reporter 
for the MBCA (§ 4-27-101 et seq.). 

The “Purpose” Debate 

The committee which drafted the Old 
Act did not agree on the nature of non- 
profit corporations. The debate revolved 
around the question of the purposes for 
which nonprofit corporations could be 
formed. The Preface to the Old Act stated 
in part: 

“The most difficult decision of policy 


“Professor of Law at the University of San Francisco and Reporter for the Model 


Nonprofit Corporation Act. 
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in drafting the Model Non-Profit Corpo- 

ration Act is the determination of the 

purposes for which corporations may be 
organized under it.” 

Section 4 of the Old Act provided that 
corporations could be organized “for any 
lawful purposes or purposes....” In addi- 
tion it set forth nonexclusive examples of 
corporate purposes. The purposes in- 
cluded “charitable; benevolent, eleemosy- 
nary; educational; civic; patriotic; politi- 
cal; religious; social; fraternal; literary; 
cultural; athletic; scientific; agricultural; 
horticultural; animal husbandry; and pro- 
fessional, commercial, industrial or trade 
association....” The nonexclusive list of 
examples was intended to provide some 
guidance as to the nature of organizations 
which could be formed under the Old Act 
without falling into the trap of having an 
exclusive value-laden list of proper pur- 
poses. The list was so broad that almost 
any type of activity could come within its 
confines.” 

Alternative section 4 allowed each state 
to list the purposes for which nonprofit 
corporations could not be formed. It did 
not provide a nonexclusive list of pur- 
poses. 

The Subcommittee did not follow the 
approach of the Old Act. The Revised Act 
(§ 4-33-101 et seq.) does not set forth a 
nonexclusive list of proper purposes, nor 
does it contain a list of improper purposes. 
Instead section 3.01 of the Revised Act 
(§ 4-33-301) provides that “[e]very corpo- 
ration incorporated under the Act has the 
purpose of engaging in any lawful activity 
unless a more limited purpose is set forth 
in the articles of incorporation.” 
Categories of Nonprofit Corporations 

Even though the Subcommittee did not 
follow the approach of the Old Act it was 
still faced with the perplexing question of 
whether there was any logical grouping of 
nonprofit corporations to which reason- 


1Ojd Act, Preface to the 1964 edition, vii. 
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able statutory rules could be applied. In 
general the Old Act had applied one uni- 
form set of rules to all nonprofit corpora- 
tions. Statutes in New York* and Califor- 
nia>, enacted after the Old Act, 
categorized nonprofit corporations and ap- 
plied different rules to each category. 

Nonprofit corporations engage in an al- 
most endless variety of activities. Tradi- 
tional nonprofit organizations operate as 
churches, charities, museums, schools and 
research organizations. Less traditional 
nonprofits operate as trade associations, 
political action committees, membership 
department stores, public interest law 
firms, consulting firms and television sta- 
tions. 

It is not helpful to categorize nonprofit 
corporations by using words alone, be- 
cause words often have such broad or 
vague meanings as to be useless as guides 
or are so value-laden that they invite 
litigation. Relying on words alone invites 
lawyers to engage in unproductive charac- 
terization games. 

The Subcommittee believed it could de- 
velop appropriate rules to apply to differ- 
ent categories of nonprofit corporations 
based upon the corporations’ goals. The 
rules would apply whether or not the 
corporations met their goals. Logical rules 
could be developed for corporations im- 
plicitly or explicitly holding themselves 
out as: 

1. Operating for public or charitable 
purposes - public benefit corporations; 

2. Benefitting their members or a 
group of people they serve or represent - 
mutual benefit corporations; and 

3. Operating primarily or exclusively 
for religious purposes - religious corpora- 
tions. 

No definitions of public, charitable or 
religious purposes are included in the Re- 
vised Act (§ 4-33-101 et seq.). Instead, 
those forming nonprofit corporations are 


2Labor unions, cooperatives and organizations subject to state insurance laws were 
rohibited from incorporating under the Old Act. i 
MB Cooperatives cannot be organized under the Revised Act (§ 4-33-101 et seq.). This is 
because nonprofit corporations are prohibited from making distributions and conse- 
quently cooperatives cannot pay patronage refunds. Labor unions may be formed as 
mutual benefit corporations under the Revised Act (§ 4-33-101 et seq.). 


4New York Business Law Section 201. 


5No California code section for this reference was provided to the publisher by the 


author of this Commentary. 
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allowed to choose the type of corporations 
they wish to organize. The choice is given 
because the Revised Act (§ 4-33-101 et 
seq.) contains rules and procedures appro- 
priate to each of the three categories. The 
rules provide an incentive to choose the 
appropriate category and a disincentive to 
choose an inappropriate category.° The 
categories do not depend on self-inter- 
ested characterizations or the “true” pur- 
pose of a corporation. The efficacy of the 
categories depends on applying appropri- 
ate rules and procedures to each category. 

Incorporators may choose the category 
of nonprofit corporation they believe is 
most appropriate for the corporation’s in- 
tended activities. In choosing a category, 
they should consider not only the corpora- 
tion’s intended activities, but the rules, 
regulations and procedures applicable to 
public benefit, mutual benefit and reli- 
gious corporations. Once having chosen a 
category they are, however, required to 
abide by the rules applicable to that cate- 
gory. 

When an incorporator has chosen to 
form a public benefit, mutual benefit or 
religious corporation, the secretary of 
state may not question the proposed cor- 
porations’s intended activities, purposes 
or operations if the Revised Act’s (§ 4-33- 
101 et seq.) filing requirements are met.’ 
The secretary of state cannot challenge 
the corporation on the ground that it will 
not benefit the public or its members or 
that its purposes are not really religious.® 

The revised Act (§ 4-33-101 et seq.) 
does not deal with the question of whether 
the activities of a public benefit corpora- 
tion, or any other nonprofit corporation, 
can be so offensive to public policy that its 
existence can be challenged by the state in 
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a quo warranto or other proceeding. The 
matter is left to judicial development on a 
state by state basis. 

Incorporators are not free to choose any 
category they desire. If incorporators 
want 501(c) (3) tax status under the Inter- 
nal Revenue Code, they must form a pub- 
lic benefit or religious corporation.? It 
would be impossible for a public benefit or 
religious corporation to follow the Revised 
Act’s (§ 4-33-101 et seq.) rules for mutual 
benefit corporations and obtain 501(c) (3) 
tax exempt status. This is because the 
rules applicable to mutual benefit corpo- 
rations are inconsistent with the require- 
ments of section 501(c) (3). While the 
Internal Revenue Code prohibits 501(c) 
(3) organizations from making distribu- 
tions to their members the Revised Act 
(§ 4-33-101 et seq.) allows mutual benefit 
corporations to make such distributions 
upon dissolution.’? 

In many instances the distinctions be- 
tween public benefit, mutual benefit and 
religious corporations do not require dif- 
ferent rules and procedures. When there 
is no need for different rules, the Revised 
Act (§ 4-33-101 et seq.) applies the same 
rules to all three categories. In fact, for 
administrative ease and uniformity, many 
of these rules and procedures are the 
same as those applied by the MBCA to 
business corporations. (For example, 
there is no reason to have different rules 
in regard to forming corporations or hav- 
ing foreign corporations qualify for a cer- 
tificate of authority to do business in a 
state. ) 

The following is a brief description of 
the Revised Act’s (§ 4-33-101 et seq.) 
treatment of public benefit, mutual bene- 
fit and religious corporations. 


©The rules and procedures are the most flexible and there is the least attorney 
general oversight over religious corporations. An individual might form and operate a 
corporation falsely representing it to be a religious corporation. The rules applicable to 
religious corporations mitigate against this choice as members, directors and officers 
are prohibited from having proprietary interests in religious corporations. Additionally, 
in appropriate cases, the status of a religious corporation can be challenged by the 
attorney general in a quo warranto or other proceeding. 


“Section 1.25 (§ 4-33-125). 


°In appropriate cases, a corporation may be challenged in a quo warranto proceeding. 
’The provisions relating to public benefit corporations and religious corporations 
were sent to the Internal Revenue Service for comment. Changes were made in the 
Revised Act (§ 4-33-101 et seq.) to ensure that public benefit and religious corporations 


could qualify for tax exempt status. 


10 See section 14.06(a) (7) (§ 4-33-1406(a) (7)). 
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PUBLIC BENEFIT, MUTUAL BENEFIT AND 
RELIGIOUS CORPORATIONS 


Public Benefit Corporations 

Public benefit corporations hold them- 
selves out as doing good works, benefitting 
society or improving the human condition. 
The Revised Act (§ 4-33-101 et seq.) 
therefore requires that they do not oper- 
ate for the private economic benefit of 
their officers, directors, members or con- 
trolling persons. 

Corporations which have 501(c) (3) sta- 
tus must be public benefit or religious 
corporations." Other corporations may be 
public benefit corporations if they elect to 
be governed by rules appropriate to orga- 
nizations holding themselves out as pro- 
moting the public good. For example, an 
environmental organization ineligible for 
tax exempt status because it intends to 
engage in extensive lobbying or endorse 
candidates could be formed as a public 
benefit corporation. Even if a corporation 
engages in controversial activities, it may 
be a public benefit corporation if its activ- 
ities are lawful and it complies with the 
rules applicable to public benefit corpora- 
tions. 

One general rule is that members, un- 
like shareholders in business corpora- 
tions, can have no ownership interest in 
their corporation. The assets of a public 
benefit corporation are held for public or 
charitable purposes and not to benefit 
members, directors, officers or controlling 
persons. The assets cannot be distributed 
to members, directors or officers either 
while the public benefit corporation is 
operating or upon its dissolution.’* A 


membership, unlike a security, cannot be 
sold or otherwise transferred by a mem- 
ber.** A public benefit corporation may not 
purchase any of its memberships or rights 
arising from its memberships.** Even if a 
member resigns or his or her membership 
is terminated, a public benefit corporation 
cannot make a payment to the member for 
such membership.*° 

Because members cannot have an eco- 
nomic interest in public benefit corpora- 
tions, their right to vote on amendments 
to bylaws is not as broad as the right of 
members of mutual benefit corporations 
who can have a certain economic interest 
in mutual benefit corporations.*® 

To protect the assets held by public 
benefit corporations, the Revised Act (§ 4- 
33-101 et seq.) places restrictions on the 
type of corporations with which they can 
merge and the conditions of the merger.*’ 
The clearest sort of abuse would result if a 
public benefit corporation merged with a 
business corporation and the members of 
the public benefit corporation received 
stock or something else in exchange for 
their membership. The Revised Act (§ 4- 
33-101 et seq.) prohibits this from happen- 
ee 

Public benefit corporations hold them- 
selves out as benefitting society. Dona- 
tions to public benefit corporations are 
made with the expectation that the money 
will be used for the public good and not to 
benefit individual directors. Conse- 
quently, the Revised Act (§ 4-33-101 et 
seq.) holds directors of public benefit cor- 


11See notes 9 and 10, supra and related text. 

12 Officers and directors can receive reasonable compensation. See Section 1.40(10) 
(§ 4-33-140(11)) (definition of “distribution”) and the Official Comment to Section 1.40 
(§ 4-33-140) (discussion of the term “distribution”); also see chapter 13 (§ 4-33-1301 et 
seq.) which deals with prohibited and authorized distributions. Bona fide corporate 
loans and debts may be paid to members, directors, officers and controlling persons. If 
members are 501(c) (3) organizations, they may receive a distribution upon dissolution 
of a public benefit or religious corporation. If the dissolving public benefit or religious 
corporation does not have 501(c) (3) tax status, distributions can be made to members 
who are public benefit or religious corporations. Section 14.06 (§ 4-33-1406). 


13 Section 6.11(b) (§ 4-33-611(b)). 
14 Section 6.22(a) (§ 4-33-622(a)). 
tT d: 

16 Gee section 10.21 (§ 4-33-1021). 
17 Section 11.02 (§ 4-33-1102). 

18 Section 11.02 (§ 4-33-1102). 
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porations to a high standard when they 
engage in economic transactions with 
their corporations.’® This will help ensure 
potential donors that their contributions 
will be dedicated to the corporation’s pub- 
lic purposes and will not be used for pri- 
vate gain of the corporation’s members or 
managers. The Revised Act (§ 4-33-101 et 
seq.) distinguishes between public benefit 
corporations and mutual benefit corpora- 
tions. It applies the business standard to 
economic transactions between directors 
of mutual benefit corporations and their 
corporations,”° but applies a more rigor- 
ous standard to the directors of public 
benefit corporations.7+ 

Since members of public benefit corpo- 
rations have no economic interest in their 
corporations, they have no personal eco- 
nomic incentive to monitor corporate ac- 
tivities and prevent abuses. Many public 
benefit corporations do not even have 
members. While contributors have an in- 
centive to monitor corporate activities, 
they may have no practical means of doing 
so. Consequently there may be no private 
individual with an economic incentive to 
review decisions made by a public benefit 
corporation’s directors. 

The Revised Act (§ 4-33-101 et seq.) 
seeks to fill this void by statutorily clari- 
fying existing common law and statutory 
authority of the attorney general.?? It 
does this by authorizing the attorney gen- 
eral to monitor and exercise oversight 
powers over public benefit corporations.?° 
The attorney general has authority to 
bring, must receive notice of, and may join 
in, derivative actions on behalf of public 


19 Section 8.31(b) (§ 4-33-831(b)). 
20Section 8.31(c) (§ 4-33-831(c)). 
21 Section 8.31(b) (§ 4-33-831(b)). 
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benefit corporations.2* The attorney gen- 
eral may approve conflict of interest 
transactions and must be made a party to 
proceedings in which a court is asked to 
approve conflict of interest transactions.”° 
The attorney general may sue former or 
incumbent directors and officers for ultra 
vires acts, and may bring an action for 
breach of their duty of care or loyalty.”° 
The attorney general may commence pro- 
ceedings to hold an annual, regular or 
special meeting of members.”’ 

The attorney general must be given 
notice of important corporate actions. No- 
tices must be given in regard to: (1) in- 
demnifying directors”®; (2) merging”®; (3) 
selling all or substantially all corporate 
assets®”; (4) delivering articles of dissolu- 
tion to the secretary of state*’; and (5) 
transferring or conveying assets as part of 
the dissolution process.*” In addition, the 
attorney general must be given notice 
after the assets have been transferred or 
conveyed following approval of dissolu- 
tion.*° 

The standards, rules and procedures 
applicable to public benefit corporations 
are appropriate in light of the role they 
play in society and the representations 
they make to the public. Moreover, the 
rules prohibiting members from having an 
economic interest in public benefit corpo- 
rations, providing scrutiny for director 
conflict of interest transactions and autho- 
rizing attorney general oversight mitigate 
against potential abuses by those operat- 
ing public benefit corporations. 

Mutual Benefit Corporations 
Trade associations, social clubs and fra- 


22 See Sections 1.70 and 6.30(f) (Sections 1.70 and 6.30 of the Revised Act were not 


enacted by Arkansas). 
zat 


24Section 6.30(b) (Section 6.30 was not enacted by Arkansas). 


?° Section 8.31(b) (2) (§ 4-33-831) (b) (2)). 


26Sections 1.70, 3.04(c) and 6.30(c) (Sections 1.70 and 6.30 were not enacted by 
Arkansas. Section 3.04(c) is codified as § 4-33-304(c)). 


27Section 7.03(a) (§ 4-33-703(a)). 
28 Section 8.55(d) (§ 4-33-855(d)). 


29 Section 11.02(b) (Section 11.02(b) was not enacted by Arkansas). 


°°Section 12.02(b) (§ 4-33-1202(b)). 


31 Section 14.03(e) (Section 14.03 was not enacted by Arkansas). 
°2Section 14.03(b) (Section 14.03 was not enacted by Arkansas). 
33 Section 14.03(c) (Section 14.03 was not enacted by Arkansas). 
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ternal organizations are typical examples 
of mutual benefit corporations. Mutual 
benefit corporations hold themselves out 
as benefitting, representing and serving a 
group of individuals or entities. These 
individuals or entities are usually re- 
ferred to as “members.” ** 

Members may have an economic inter- 
est in mutual benefit corporations. Mem- 
bers may not receive distributions while a 
mutual benefit corporation is operating,®° 
but their membership interests may be 
sold or transferred to the corporation or 
third parties,®° and they may receive dis- 
tributions when the corporation dis- 
solves.?” © 

Members have broad rights to vote on 
bylaw amendments to protect their eco- 
nomic and other interests.°® If members 
do not approve of the manner in which 
their corporation is operating, they may 
elect new directors or take other action to 
protect their position as members. As the 
members form a countervailing force 
roughly equivalent to shareholders, there 
is little need to give the attorney general 
broad jurisdiction over the activities of 
mutual benefit corporations. 

Mutual benefit corporations may oper- 
ate with self-perpetuating boards of direc- 
tors.°° Individuals may be called “mem- 
bers” even if they do not have the right to 
vote for directors. As these “members” do 
not have the right to elect directors, the 
Revised Act (§ 4-33-101 et seq.) does not 
treat them as “members” and does not 
give them statutory rights.*° 

The Subcommittee rejected the idea of 
requiring all mutual benefit corporations 
to have members who could elect directors 
and therefore have statutory rights. Con- 
sequently some mutual benefit corpora- 
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tions may have individuals who are called 
members, but who do not have statutory 
membership rights under the Revised Act 
(§ 4-33-101 et seq.). The rights of these 
individuals is left to development on a 
state by state basis. 

Religious Corporations 

A religious corporation is a corporation 
which: 1) is formed after the effective date 
of the Revised Act (§ 4-33-101 et seq.) and 
whose articles state that it is a religious 
corporation;*' or 2) is in existence on the 
effective date of the Revised Act (§ 4-33- 
101 et seq.) and is designated by statute 
as a religious corporation or organized 
primarily or exclusively for religious pur- 
pose.*” The Revised Act (§ 4-33-101 et 
seq.) does not define “religious purposes,” 
but leaves this question for a determina- 
tion on a case by case basis. 

In general, the rules applicable to public 
benefit corporations are applicable to reli- 
gious corporations. For example, members 
cannot have an economic interest in reli- 
gious corporations and cannot receive dis- 
tributions while they are operating or 
upon their dissolution.*° 

However, for sound constitutional and 
policy reasons the Revised Act (§ 4-33-101 
et seq.) provides religious corporations 
with more flexibility in structure and op- 
erations than public benefit corporations. 
The constitutional limitations on state 
regulation of religious corporations are 
recognized by section 1.80 (§ 4-33-180).** 
Specific sections of the Revised Act (§ 4- 
33-101 et seq.) are not applicable to reli- 
gious corporations. For example, the pro- 
visions relating to receiverships and 
custodianships*” and to procedures on ter- 
mination of members*® are not applicable 
to religious corporations. Other sections of 


34See discussion of members, pages xxii-xxiii infra. 


35 Section 13.01 (§ 4-33-1301). 
36 Section 13.02(a) (§ 4-33-1302(a)). 


37 Sections 13.02(b) and 14.06(a) (7) (§§ 4-33-1302(b) and 4-33-1406(a) (7)). 


38 Section 10.21 (§ 4-33-1021). 
39 Section 8.04(b) (§ 4-33-804(b)). 


40 See section 1.40(21) (§ 4-33-140(22)), the discussion on the term “member” in the 
Official comment to Section 1.40 (§ 4-33-140) and pages xxxii-xxxiii infra. 


41 Section 2.02(a) (2) (§ 4-33-202(a) (2)). 


42 Section 17.07(1)&(2) (§ 4-33-1707(1) and (2)). 
43 See sections 6.11(b), 6.22(a), 13.01 (§§ 4-33-611(b), 4-33-622(a), and 4-33-1301). 
44 Soe the official comment to Section 1.80 (§ 4-33-180). 


45 Section 14.32 (§ 4-33-1432). 
46 Section 6.21 (§ 4-33-621). 
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the Revised Act (§ 4-33-101 et seq.) may 
be negated by the articles or bylaws of 
religious corporations. These sections in- 
clude: (1) the provisions relating to the 
removal of directors elected by members 
or directors;*’ Section 8.08() (§ 4-33- 
808(j)), and (2) the right of members to 
inspect membership lists and receive fi- 
nancial statements.*® 

By applying fewer rules to religious 
corporations, allowing them greater flexi- 
bility and limiting the attorney general’s 
jurisdiction, the Revised Act (§ 4-33-101 
et seq.) recognizes the need to avoid un- 
constitutional intrusions into the activi- 
ties of religious corporations and the de- 
sirability of allowing religious  cor- 


NONPROFIT CORPORATION ACT 


porations great flexibility in their struc- 
ture and procedures. 

While the attorney general has exten- 
sive oversight powers over public benefit 
corporations, the Revised Act (§ 4-33-101 
et seq.) limits these powers over religious 
corporations. For example, the secretary 
of state in dissolving a public benefit cor- 
poration must given notice to the attorney 
general, but is not required to do so in 
regard to religious corporations.*? Simi- 
larly, when public benefit corporations dis- 
solve, they, but not religious corporations, 
must give the names and addresses of the 
individuals who received their assets to 
the attorney general.°° 


IMPORTANT ASPECTS OF REVISED ACT (§ 4-33-101 et seq.) 


1. The Revised Act (§ 4-33-101 et 
seq.) facilitates incorporating while 
requiring incorporators to decide ba- 
sic questions as part of the incorpo- 
ration process. . 

The Revised Act (§ 4-33-101 et seq.) 
follows the same simplified incorporation 
procedure as the MBCA (§ 4-27-101 et 
seq.).°’ No attorney general or court ap- 
proval is required. 

Incorporators must answer the follow- 
ing three fundamental questions in filing 
articles of incorporation: 

(i) Will the corporation be a public 
benefit, mutual benefit or religious corpo- 
ration;°” 

(ai) Will the corporation have mem- 
bers;°? 

(iii) What provisions will be made for 
distribution of corporate assets upon dis- 
solution.°* 

The Revised Act (§ 4-33-101 et seq.) 


*7Section 8.08G) (§ 4-33-808()). 


minimizes future disputes and confusion 
by requiring consideration of these ques- 
tions as part of the incorporation process. 
Prior to the adoption of the Revised Act 
(§ 4-33-101 et seq.), the policy questions 
underlying these questions were often ig- 
nored when nonprofit corporations were 
formed. The significance of each of these 
matters is discussed elsewhere in this 
Introduction. 

2. The Revised Act (§ 4-33-101 et 
seq.) requires incorporators to con- 
sider and evaluate the essence of 
their corporation when they choose 
between public benefit, mutual bene- 
fit and religious corporations. 

The articles of newly formed corpora- 
tions must state whether they are public 
benefit, mutual benefit, or religious corpo- 
rations.°° See the discussion of public ben- 
efit, mutual benefit and religious corpora- 


48 Sections 16.02(e), 7.20(f) and 16.20(a) (Sections 16.02 and 16.20 were not enacted 
by Arkansas. Section 7.20(f) is codified as § 4-33-720(f). 


*9Section 14.21(a) (§ 4-33-1421(a)). 


5° Section 14.03(c) (Section 14.03 was not enacted by Arkansas). 
©! Compare Chapter 2 of the Revised Act (§ 4-33-201 et seq.) with Chapter 2 of MBCA 


(§ 4-27-201 et seq.). 


52 Section 2.02(a) (2) (§ 4-33-202(a) (2)). See discussion of public benefit, material 
benefit and religious corporations pages xxiv-xxx1 supra. 

53 Section 2.02(a) (5) (§ 4-33-202(a) (5)). See discussion of members xxxii-xxxiii infra. 

°4Section 2.02(a) (6) (§ 4-33-202(a) (6)). See discussion of dissolution page xxxiv 


infra. 
°° Section 2.02(a) (6) (§ 4-33-202(a) (6)). 
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tions for an explanation of the importance 
of these distinctions.°° 

3. The Revised Act (§ 4-33-101 et 
seq.) facilitates choices between dif- 
ferent organizational structures by 
clarifying the rights of members and 
authorizing delegates and _ self-per- 
petuating boards of directors. 

The Old Act defined the term “member” 
as “one having membership rights in a 
corporation in accordance with the provi- 
sions of its articles of incorporation or 
bylaws.”°” This approach leads to some 
uncertainty. Some courts have found that 
members have certain rights even though 
the rights were not contained in the cor- 
porate articles or bylaws.°® In other cases 
courts have found that members’ rights 
are solely dependent upon the rights set 
forth in the corporate articles and by- 
laws.°? 

The Revised Act (§ 4-33-101 et seq.) 
uses the term “member” in a narrow sense 
to refer to a person who on more than one 
occasion has the right pursuant to an 
article or bylaw provision to vote for a 
director or directors.©° Simply calling a 
person a member does not give the person 
rights as a statutory member under the 
Revised Act (§ 4-33-101 et seq.). 

A corporation does not have to have 
statutory members.°' It may operate 
through a self-perpetuating board or 
through delegates.° If a corporation de- 
cides to have members, the Revised Act 


°6 Pages xxiV-Xxxi supra. 
°7 Section 2(f) of the Old Act. 
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(§ 4-33-101 et seq.) gives these members 
statutory rights.°® 

Those incorporating under the Revised 
Act (§ 4-33-101 et seq.) must state in the 
corporation’s articles whether or not it 
will have statutory members. This re- 
quires incorporators to consider alterna- 
tive forms of organization and to make a 
choice in light of the rights statutory 
members would have and the appropriate- 
ness of having such members. 

Public benefit corporations may or may 
not have statutory members, depending 
on the nature of their activities, the desire 
for a democratic structure, the cost of 
having members, concepts of efficiency, 
the need for member input and numerous 
other factors. 

Almost all mutual benefit corporations 
have “members” for whose benefit they 
operate. In most cases, the people benefit- 
ted will vote for directors and thus be 
“members” as that term is defined in the 
Revised Act (§ 4-33-101 et seq.). 

Whether or not religious corporations 
have statutory members depends on the 
nature of the religion. In general, if a 
religious corporation is congregational, it 
will have statutory members. If it is hier- 
archical, it will not. 

Some corporations hold conventions of 
delegates who meet and decide various 
organizational and policy matters. The 
Revised Act (§ 4-33-101 et seq.) autho- 
rizes delegates to have some or all of the 


58 See Valle v. North Jersey Automobile Club, 125 N.J. Super 302, 310 A.2d 518 


(ote) 


5° See Orchard Ridge Country Club, Inc. v. Schrey, 470 N.E.2d 780 (1984); Harden v. 
Colonial Country Club, 234 S.W.2d 56 (1982); Kensington Nat. Bank v. Cedarbrook 


Country Club, 54 A.2d 838 (1947). 
69 Section 1.40(21) (§ 4-33-140(2)). 
§1 Section 6.03 (§ 4-33-603). 


62 Sections 8.04 and 6.40 (§§ 4-33-804 and 4-33-640). 


63 See, for example, the following sections: 3.04 (§ 4-33-304) (right to sue for certain 
ultra vires acts); 6.10 (§ 4-33-610) (differences in rights); 6.21 (§ 4-33-621) (right to fair 
and reasonable termination, expulsion and suspension procedure); 6.30 (Section 6.30 
was not enacted by Arkansas) (right to bring derivative suits); 7.05 (§ 4-33-705) (right 
to notice of meetings of members); 7.20 (Arkansas enacted a different version of this 
section at § 4-33-720) and 16.02 (Section 16.02 was not enacted by Arkansas) (right to 
membership list) 7.21 (§ 4-33-721) (voting entitlement generally); 16.02 (Section 16.02 
was not enacted by Arkansas) (inspection of records); 16.20 (Section 16.20 was not 
enacted by Arkansas) (right to financial statements); and 16.21 (Section 16.21 was not 
enacted by Arkansas) (report of indemnification). 

64 Section 2.02(a) (5) (§ 4-33-202(a) (5)). 
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authority of members.®? The delegates 
may also exercise some or all of the pow- 
ers of the board of directors.*° 

4. The Revised Act (§ 4-33-101 et 
seq.) requires the articles of incorpo- 
ration to include provisions for dis- 
tribution of assets on dissolution of 
the corporation, thereby preventing 
subsequent confusion and conflict. 

The Old Act did not require the articles 
to make a provision for distribution of 
corporate assets on dissolution. This has 
led to disputes as to who should receive 
the assets upon corporate dissolution.® 
The problem does not arise if the articles 
of a business corporation fail to provide for 
distribution of its assets on dissolution. 
When it dissolves, its net worth is distrib- 
uted to its shareholders. Under the Old 
Act there is considerable uncertainty as to 
who would receive the assets of a non- 
profit corporation if its articles or bylaws 
did not make provision for distribution of 
its assets upon dissolution. 

Under the Revised Act (§ 4-33-101 et 
seq.) the members of a public benefit or 
religious corporation are not entitled to its 
assets on dissolution.°® However, the 
members of a mutual benefit corporation 
may receive its assets when it dissolves.°? 

The Revised Act (§ 4-33-101 et seq.) 
does not require the articles to state to 
whom the assets of a nonprofit corporation 
will be distributed upon its dissolution. It 
simply requires the incorporators to con- 
sider the question and make some provi- 
sion in the articles of incorporation for 
disposition of the corporate assets upon 
dissolution.’° The dissolution clause may 
specify a specific organization or organiza- 
tions to receive the assets on dissolution 
or authorize an individual, organization 
or the board of directors to determine who 
will receive the assets upon dissolution. 


5° Section 6.40 (§ 4-33-640). 
6° Section 8.01(c) (§ 4-33-801(c)). 
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5. Courts may authorize nonprofit 
corporations to hold meetings of 
members, directors or delegates 
when it would otherwise be impossi- 
ble or impractical to do so. 

Nonprofit corporations frequently have 
difficulty holding meetings because they 
have set an unrealistically high quorum, 
cannot identify their members, have im- 
properly elected directors or are otherwise 
unable to comply with bylaw or statutory 
requirements for holding meetings. The 
Revised Act (§ 4-33-101 et seq.) provides a 
solution to these problems. Pursuant to 
section 1.60 (§ 4-33-160), courts may set 
temporary rules allowing a corporation to 
hold a meeting and thereafter continue its 
activities when it would otherwise be im- 
practical or impossible to do so. 

6. The Revised Act (§ 4-33-101 et 
seq.) sets standards of care and loy- 
alty and protects directors who meet 
these standards. 

The Old Act did not set forth standards 
of care or loyalty for directors of nonprofit 
corporations. Consequently the Old Act 
could not and did not exonerate directors 
who acted properly in meeting their fidu- 
ciary obligations. There has been no con- 
sensus on the standards that should be 
applicable to directors of nonprofit corpo- 
rations. Some commentators have sug- 
gested trust standards, while others have 
suggested business standards. ’* 

The Subcommittee had little difficulty 
in rejecting trust standards and adopting 
the same general language the MBCA 
(§ 4-2 7-101 et seq.) uses for directors of 
business corporations.’* The Subcommit- 
tee believed that there was enough flexi- 
bility in that language to allow for the 
exigencies of nonprofit corporations. ’° 

In 1986, after the Revised Act (§ 4-33- 
101 et seq.) was distributed for comment, 


®”See In Re Los Angeles County Pioneer Soc. 40 C.2d 852, 257 P.2d 1 (1953), Lynch 


S 


58 But see note 12. 


®° Section 14.06(a) (7) (§ 4-33-1406(a) (7)). 
”° Section 2.02(a) (6) (§ 4-33-202(a) (6)). 


. Spilman, 67 Cal.2d 291, 62 Cal. Rptr. 12, 431 P.2d 636 (1967). 


1See the cases and authorities cited in “Duties of Charitable Trust, Trustee and 
Charitable Corporation Directors,” Real Property, Probate and Trust Journal 545 


(1967). 


72 Section 8.30 (§ 4-33-830) and Official Comment to Section 8.30 (§ 4-33-830). 


ie1d. 
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Delaware adopted provisions limiting the 
monetary damages that could be recov- 
ered from directors of business corpora- 
tions who breached their duty of care.’* 
Other states quickly adopted similar pro- 
visions in their corporate laws.’° Some 
states also adopted statutes limiting lia- 
bility of nonprofit corporations. 7° 

In 1987, the Subcommittee decided to 
provide an alternative section 8.30 (§ 4- 
33-830), limiting the monetary damages 
recoverable from directors of nonprofit 
corporations who breach their duty of 
care. The alternative section allows states 
to follow the Delaware approach in a man- 
ner which is consistent with the rest of the 
Revised Act (§ 4-33-101 et seq.). 

The question of what conflict of interest 
provisions to apply to nonprofit corpora- 
tions raised difficult and perplexing ques- 
tions. In most cases, transactions between 
a nonprofit corporation and its directors 
benefit the corporation. Many nonprofit 
organizations want officers of financial 
institutions or landlords on their board to 
help obtain otherwise unavailable loans 
or leases. 

Unfortunately, there are numerous ex- 
amples of directors taking advantage of 
nonprofit corporations. It could be argued 
that directors of nonprofit corporations 
should not have more stringent self-deal- 
ing rules than directors of business corpo- 
rations. It also could be argued that the 
directors of nonprofit corporations, like 
trustees, should not enter into any self- 
dealing transactions and should not profit 
in any way from their position as direc- 
tors. There is merit in both arguments. In 


~ 74Del. Gen. Corp. Law Section 102(b) (7). 
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resolving the dilemma, the Subcommittee 
was not unmindful of Learned Hand’s 
statement that “Justice, I think, is the 
tolerable accommodation of the conflicting 
interests of society....”7" 

The division of nonprofit corporations 
into public benefit, mutual benefit and 
religious was helpful in resolving the con- 
flict of interest dilemma. Of the three 
types of nonprofit corporations, mutual 
benefit corporations are the most like 
business corporations. The Subcommittee 
therefore decided to apply MBCA (§ 4-27- 
101 et seq.) conflict of interest language to 
directors of mutual benefit corporations. ’® 

The Act (§ 4-33-101 et seq.) applies a 
different rule to directors of public benefit 
and religious corporations.’° These corpo- 
rations rely on the public’s perception that 
they are worthy of trust and do more than 
operate with “the morals of the market 
place.” °° Consequently, the business rule 
was not adopted for public benefit and 
religious corporations. The rule which was 
adopted validates conflict of interest 
transactions presented to the board in 
advance for approval if the facts are 
known or fully disclosed and if the direc- 
tors approving the transaction “in good 
faith reasonably believe that the transac- 
tion is fair to the corporation.”*! If the 
transaction was properly approved by the 
board, it is not necessary to show the 
transaction was in fact fair to the corpo- 
ration, simply that the directors acting in 
good faith reasonably believed it to be fair 
to the corporation.®” 

Section 8.31 (The version of section 8.31 
enacted by Arkansas differs from the Re- 


75 See Calif. Corp Code Section 204(a) (10); New York Bus. Corp Law Section 402(b). 
76 See New York N.P.C.L. Section 720-a; Mass. Gen Laws. Ch. 180, Section 3. 
77 Quoted by Hamburger, “The Great Judge,” Life, November 4, 1976, pages 120 and 


125. 


78 Section 8.31(c) (The version of section 8.31 enacted in Arkansas differs from the 


Revised Act.). 


79 Section 8.31(b) (The version of section 8.31 enacted in Arkansas differs from the 


Revised Act.). 


80 See Meinhard v. Salmon, 249 N.Y. 458, 164 N.E. 545 (1928). 

81 Section 8.31(b) (1) (ii) (The version of section 8.31 enacted in Arkansas differs from 
the Revised Act.). Aconflict of interest transaction may also be approved by a committee 
of the board, the attorney general or an appropriate court. Section 6.31(b) (Section 6.31 


was not enacted by Arkansas. ). 


82See the Official Comment to section 8.31 (The version of section 8.31 enacted in 


Arkansas differs from the Revised Act.). 
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vised Act) is designed to allow the boards 
of nonprofit corporations to distinguish 
between the good and the bad, while not 
putting the directors in jeopardy if they 
act in good faith with full knowledge or 
after full disclosure of the relevant facts. 

7. The Revised Act (§ 4-33-101 et 
seq.) balances the right of members to 
inspect membership lists and the 
right of the corporation to protect a 
valuable corporate asset. 

Members can inspect and copy member- 
ship lists under the Revised Act (§ 4-33- 
101 et seq.).°* However, membership lists, 
unlike shareholder lists, provide a valu- 
able list of the names and addresses of 
contributors, members and supporters. 
Allowing membership lists to be used for 
improper purposes could be exceedingly 
harmful to nonprofit corporations. This is 
particularly true for public benefit corpo- 
rations whose membership lists are valu- 
able corporate assets that often set forth 
the identity of important donors. 

To protect against abuse, section 16.05 
(not enacted by Arkansas) places limits on 
the use of membership lists. However, the 
Revised Act (§ 4-33-101 et seq.) also pro- 
tects members rights by allowing them 
access to membership lists in struggles for 
corporate control and in internal policy 
disputes, subject to court imposed limits 
to prevent abuse. 

8. The Revised Act (§ 4-33-101 et 
seq.) provisions on accounting 
records and reports are appropriate 
for corporations which often have 
few assets. 

The Revised Act (§ 4-33-101 et seq.) 
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requires corporations to “maintain appro- 
priate accounting records”.** The Revised 
Act (§ 4- 33-101 et seq.), unlike the MBCA 
(§ 4-27-101 et seq.), does not require that 
annual financial statements be sent to 
members.®° Nonprofit corporations are 
small and impecunious. For them the cost 
of printing and mailing an annual report 
out-weighs the benefits of receiving the 
report. If yearly financial reports are im- 
portant, they may be required by a duly 
adopted bylaw provision. 

A nonprofit corporation upon receiving a 
written demand from a member, must 
furnish that member with its latest an- 
nual financial statements.®° The state- 
ments do not have to be prepared on the 
basis of generally accepted accounting 
principles, but if the corporation prepares 
its reports on that basis, the statements 
must also be prepared on that basis.®” In 
appropriate cases, a member may also 
inspect the financial records of the corpo- 
ration.®® 

9. The Revised Act (§ 4-33-101 et 
seq.) facilitates voting by members 
and the holding of membership meet- 
ings. 

Membership meetings of nonprofit cor- 
porations, although similar to share- 
holder meetings, have significant differ- 
ences. For example, the MBCA and other 
business laws usually provide for mini- 
mum quorum requirements. The Revised 
Act (§ 4-33-101 et seq.) allows a quorum 
to be any percentage or number set by the 
bylaws.®? The bylaws may even provide 
that the person or persons attending a 
meeting comprise a quorum.”? In the ab- 
sence of a contrary article or bylaw provi- 


83 Sections 7.20 (§ 4-33-720) and 16.02(b) (Section 16.02 was not enacted by Arkan- 
sas). However, the articles and bylaws of religious corporations may limit the right of 
members to inspect and copy membership lists. Sections 7.20(f) (54-33-720(f) and 
16.02(e) (Section 16.02 was not enacted by Arkansas.). 


84Section 16.01(b) (§ 4-33-1601(b)). 


85>Compare section 16.20 of the Revised Act (Section 16.20 was not enacted by 
Arkansas) with section 16.20 of the MBCA (§ 4-27-1620). 

86 Section 16.20 (Section 16.20 was not enacted by Arkansas.). However, the articles 
or bylaws of a religious corporation may eliminate the right of members to receive the 
latest annual financial statement. Section 16.20(a) (Section 16.20 was not enacted by 


Arkansas.). 


87Section 16.20(a) (Section 16.20 was not enacted by Arkansas.). 

88Section 16.02(b) (Section 16.02 was not enacted by Arkansas.). However, the 
articles and bylaws of a religious corporation may eliminate the right of members to 
inspect financial records. Section 16.02(e) (Section 16.02 was not enacted by Arkansas.). 


89 Section 7.22(a) (§ 4-33-722(a)). 


9° See Official Comment to section 7.22 (§ 4-33-722). 
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sion, the minimum quorum is ten percent 
of the voting power.*? 

If a corporation has a low quorum, some 
protection is needed to prevent a small 
minority from taking over an annual 
meeting and voting on unnoticed matters. 
The Revised Act (§ 4-33-101 et seq.) pro- 
vides this protection by allowing only 
those matters described in the meeting 
notice to be voted upon at an annual 
meeting unless at least one-third of the 
voting power is present.?? 

Many nonprofit corporations do not use 
a record date, or use it differently than 
business corporations. Business corpora- 
tions use the record date as a cutoff date 
for determining those members entitled to 
receive notice of, and to vote at, meetings. 
Some nonprofit corporations use it the 
same way. Others use it merely as the 
date to determine those members entitled 
to receive notice of meetings; members 
who join after the record date, but before 
the meeting, are allowed to vote. This 
approach is authorized by the Revised Act 
(§ 4-33-101 et seq.).?° 

The MBCA (§ 4-27-101 et seq.) autho- 
rizes the giving notice of shareholder 
meetings by mail.°* This is the normal 
method of giving notice and is also autho- 
rized by the Revised Act (§ 4-33-101 et 
seq.).?> However, a number of nonprofit 
organizations give notice by posting or by 
some method not traditionally used by 
business corporations. Under certain cir- 
cumstances the Revised Act (§ 4-33-101 
et seq.) validates such nontraditional 
methods of giving notice.”° 

One small but significant improvement 
in the Revised Act (§ 4-33-101 et seq.) 
allows notice of meetings to be given in a 
nonprofit corporation’s magazine or other 
publications.?’ This saves the cost of a 
separate mailing. 


°1 Section 7.22(a) (§ 4-33-722(a)). 
92 Section 7.22(d) (§ 4-33-722(d)). 
°3 Section 7.07 (§ 4-33-707). 


563 


Business corporations and nonprofit 
corporations have annual and _ special 
meetings of members. In addition, some 
nonprofit corporations have regular meet- 
ings of members. Significant corporate de- 
cisions may be made at these regular 
meetings. The Revised Act (§ 4-33-101 et 
seq.) provides special rules to authorize 
and govern regular meetings.?° 

10. The Revised Act (§ 4-33-101 et 
seq.) sets forth indemnification and 
insurance provisions to protect di- 
rectors, officers, employees and 
agents of nonprofit corporations. 

The Revised Act (§ 4-33-101 et seq.) 
contains extensive provisions relating to 
indemnification, advances for expenses 
and insurance.?” The provisions cover di- 
rectors, officers, employees and agents of 
nonprofit corporations and are based on 
the analogous provisions of the MBCA 
(§ 4-27-101 et seq.).1° 

When the Old Act was adopted in 1964, 
there was little perceived need to provide 
in detail for indemnification, advances for 
expenses and insurance.*®! Today, direc- 
tors and officers of nonprofit corporations 
are concerned about personal liability and 
the cost of defending themselves if they 
are sued. 

Consequently the Revised Act (§ 4-33- 
101 et seq.) not only authorizes and sets 
standards for indemnification, but indi- 
cates who and under what circumstances 
indemnification may be provided Manda- 
tory indemnification is required in a lim- 
ited number of cases. In addition the Re- 
vised Act (§ 4-33-101 et seq.) allows a 
corporation to pay or reimburse reason- 
able expenses incurred in defending an 
action and allows a director to seek court 
ordered indemnification. 


°4MIBCA sections 1.41 and 7.05 (§§ 4-27-141 and 4-27-705). 
95 Sections 1.41 and 7.05 (§§ 4-33-141 and 4-33-705). 
96 Section 7.05 (§ 4-33-705), also see Official Comment to Section 7.05 (§ 4-33-705). 


°7 Section 1.41(f) (§ 4-33-141(f). 
°8 Section 7.01 (§ 4-33-701). 


°° Sections 8.50-8.58 (§§ 4-33-850 — 4-33-858). 
100 See MBCA sections 8.50-8.58 (§§ 4-27-850 — 4-27-858). 
101Compare section 5 (f) of the old Act with sections 8.50-8.58 of the Revised Act 


(§§ 4-33-850 — 4-33-858). 
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Official Comment to Section 1.01 (A.C.A. § 4-33-101) 


The short title provides a common name 
for use in referring to the state’s nonprofit 
corporation act (§ 4-33-101 et seq.). 

The Introduction to the Model Act (§ 4- 
33-101 et seq.) provides a general back- 


ground and description of the Act (§ 4-33- 
101 et seq.), its basic approach, and 
significant additions and changes from 
the last revision of the Model Act. 


Official Comment to Section 1.02 (A.C.A. § 4-33-102) 


States may amend the Model Act (§ 4- 
33-101 et seq.) from time to time without 
violating any rights a corporation has as a 
result of the Act’s (§ 4-33-101 et seq.) 
statutory provisions. While section 1.02 
(§ 4-33-102) may not be necessary, it lays 
to rest concern that cases like Trustees of 
Dartmouth College v. Woodward, 17 U.S. 
(4 Wheat) 518 (1819) may have vitality 
today. That case held that a state could 


not apply a new statute to an existing 
corporation and suggested that a reserva- 
tion of power provision might have al- 
lowed the court to uphold the new statute. 
By setting forth a reservation of power 
provision section 1.02 (§ 4-33-102) allows 
the legislature to amend the Model Act’s 
(§ 4-33-101 et seq.) provisions without 
concern for the vested rights argument. 


Official Comment to Section 1.20 (A.C.A. § 4-33-120) 


“Section 1.20 standardizes the filing re- 
quirements for all documents required or 
permitted by the Model Act to be filed with 
the secretary of state. In a few instances, 
other sections of the Act impose additional 
requirements which must also be com- 
plied with if the document in question is to 
be filed. Section 1.20 relates only to docu- 
ments which the Model Act expressly re- 
quires or permits to be filed with the 
secretary of state; it does not authorize or 
direct the secretary of state to accept or 
reject for filing other documents relating 
to corporations and does not treat docu- 
ments required or permitted to be filed 
under other statutes. 

“The purposes of the filing requirements 
of chapter 1 are: 

(1) to simplify the filing requirements 
by the elimination of formal or technical 
requirements that serve little purpose, 

(2) to minimize the number of pieces of 
paper to be processed by the secretary of 
state, and 

(3) to eliminate all possible disputes 
between persons seeking to file documents 
and the secretary of state as to the legal 
efficacy of documents. 

“The requirements of section 1.20 may 
be summarized as follows: 

“1. Form 

“To be eligible for filing, a document 
must be typed or printed and in the En- 
glish language (except to the limited ex- 


tent permitted by section 1.20(e)). The 
secretary of state is not authorized to 
prescribe forms (except to the extent per- 
mitted by section 1.21) and as a result 
may not reject documents on the basis of 
form (see section 1.25) if they contain the 
information called for by the specific stat- 
utory requirement and meet the minimal 
formal requirements of this section. 

“2. Execution 

“To be filed a document must simply be 
executed by a corporate officer.... No spe- 
cific corporate officer is designated as the 
appropriate officer to sign though the 
signing officer must designate his office or 
the capacity in which he signs the docu- 
ment. Among the officers who are ex- 
pressly authorized to sign a document is 
the ...[presiding officer] of the board of 
directors, a choice that may be appropri- 
ate if the corporation has a board of direc- 
tors but has not appointed officers. If a 
corporation has not been formed or has 
neither officers nor a board of directors, an 
incorporator may execute the document. 

“The requirement in earlier versions of 
the Model Act and in many state statutes 
that documents must be acknowledged or 
verified as a condition for filing has been 
eliminated. These requirements serve lit- 
tle purpose in connection with documents 
filed under corporation statutes. (See in 
this connection section 1.29, which makes 
it a criminal offense for any person to sign 
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a document for filing with knowledge that 
it contains false information.) On the 
other hand, many organizations, like 
lenders or title companies, may desire 
that specific documents include 
acknowledgements, verification, or seals; 
section 1.20(g) therefore provides that the 
addition of these forms of execution does 
not affect the eligibility of the document 
for filing. 

“3. Contents 

“A document must be filed by the secre- 
tary of state if it contains the information 
required by the Model Act. The document 
may contain additional information or 
statements and their presence is not 
ground for the secretary of state to reject 
the document for filing. These documents 
must be accepted for filing even though 
the secretary of state believes that the 
language is illegal or unenforceable. In 
view of this very limited discretion 
granted to secretaries of state under this 
section, section 1.25(d) defines the secre- 
tary of state’s role as ‘ministerial’ and 
provides that no inference or presumption 
arises from the fact that the secretary of 
state accepted a document for filing. See 
the Official Comments to sections 1.25 
and 1.30. 

“4, Number of Copies 

“Section 1.20(i) requires that a docu- 
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ment filed with the secretary of state must 
be accompanied by ‘one exact or con- 
formed copy.’ The requirement in early 
versions of the Model Act and in many 
state statutes that ‘duplicate originals’ 
(each being executed as an original docu- 
ment) be submitted has been eliminated. 
Under section 1.20(i) an ‘exact’ copy is a 
reproduction of the executed original doc- 
ument by photographic or xerographic 
process; a ‘conformed’ copy is a copy on 
which the existence of signatures is en- 
tered or noted on the copy. The substitu- 
tion of exact or conformed copies for du- 
plicate originals reflects advances in the 
art of office copying machines that permit 
the routine reproduction of exact copies of 
executed documents. However, a person 
submitting ‘duplicate originals’ meets the 
requirement of this section since the sec- 
retary of state may treat the duplicate 
original as a ‘conformed copy.’ The reasons 
for requiring an exact or conformed copy 
of a filed document to accompany the 
signed original, and the processing of 
these documents by the secretary of state, 
are discussed in the Official Comment to 
Section 1.25.” Official Comment to Section 
1.20 of the Model Business Corporation 
Act (§ 4-27-120).” 


Official Comment to Section 1.21 (A.C.A. § 4-33-121)* 


“As described in the Official Comment 
to section 1.20, documents are entitled to 
filing under the Model Act if they meet the 
substantive and formal requirements of 
the Act; they may also contain additional 
information if the person submitting the 
document so elects. See the Official Com- 
ments to sections 1.20 and 1.25. In these 
circumstances it is not appropriate to vest 
the secretary of state with general author- 
ity to establish mandatory forms for use 
under the Model Act. Certain types of 
reports and requests for documents may 
be processed efficiently only if uniform 
forms are prescribed by the secretary of 
state. Certificates of existence, for exam- 
ple, should require specific information 
located at specific places on the form; 
similarly, processing of large-volume, 
largely routine filings is expedited if stan- 
dardized forms are required. Also, the 


disclosure requirements of the annual re- 
port may be administered on a systematic 
basis if a standardized form is mandated. 
Section 1.21(a) recognizes that these con- 
siderations may exist in limited cases, and 
expressly enumerates those forms for 
which the secretary of state is authorized 
to establish mandatory forms. 

“Section 1.21(b) authorizes (but does 
not require) the secretary of state to pre- 
pare forms suitable for use for other doc- 
uments required or permitted to be filed 
under the Act. However, the use of these 
forms is permissive and cannot be re- 
quired by the secretary of state.” Official 
Comment to Section 1.21 of the Model 
Business Corporation Act (§ 4-27-121). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 
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Official Comment to Section 1.22 (A.C.A. § 4-33-122)* 


“Section 1.22 establishes in a single 
section the filing fees for all documents 
that may be filed under the Model Act. 
The dollar amounts for each document 
should be inserted by each state as it 
adopts the Act. 

“The list of documents in section 1.22 
includes all documents that are autho- 
rized to be filed with the secretary of state 
under the Model Act. The catch-all in 
subdivision (26) will apply to any docu- 
ment for which a state does not establish a 
specific filing fee plus any document that 
later amendments to the statute may au- 
thorize or direct be filed with the secretary 
of state without establishing a specific 
filing fee. 

“Subdivision (9) states that no fee is 
applicable to filing the resignation of a 
registered agent. This provision permits a 
person who is named as a registered agent 
without his consent, or who agrees to 


serve as registered agent for a fee and the 
fee is not paid, to eliminate any reference 
to himself in the records of the secretary of 
state without expense. 

“Subdivision (8) contains a maximum 
fee for filing a change of address of a 
registered agent. Since corporation ser- 
vice companies serve as registered agents 
for thousands of corporations in many 
jurisdictions, their change of address may 
require a very large number of filings. 
Hence, the fee is broadly based on the 
number of corporations affected but a 
maximum fee is specified to reflect that as 
the number of changes increases the cost 
per change should decrease.” Official Com- 
ment to Section 1.22 of the Model Busi- 
ness Corporation Act (§ 4-27-122). 


*The version cf this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 1.23 (A.C.A. § 4-33-123) 


“Section 1.23(a) provides that docu- 
ments accepted for filing become effective 
at the time and date of filing, or at another 
specified time on that date, unless a de- 
layed effective date is selected under sec- 
tion 1.23(b). This section gives express 
statutory authority to the common prac- 
tice of most secretaries of state of ignoring 
processing time and treating a document 
as effective as of the date it is submitted 
for filing even though it may not be re- 
viewed and accepted for filing until sev- 
eral days later. 

“Section 1.23(a) requires secretaries of 
state to maintain a date and time stamp 
for recording the receipt of documents and 
provides that documents become effective 
at the stamped time on the date of filing. 
This provision should eliminate any doubt 
about situations involving same-day 
transactions in which documents, for ex- 
ample articles of merger, are filed on the 
morning of the date the merger is to 


become effective. Section 1.23(a) contem- 
plates that the time of filing, as well as the 
date, will be routinely recorded. 

“Section 1.23(b) provides an alternative 
method of establishing the effective date 
of a document. The document itself may 
fix as its effective date any date within 90 
days after the date it is filed; it may also 
fix the time it becomes effective on that 
date. If no time is specified, the document 
becomes effective as of the close of busi- 
ness on the specified date. The Model Act 
also allows the effective date fixed in a 
document to be corrected to a limited 
extent. See the Official Comment to Sec- 
tion 1.24. | 

“Section 1.23(b) does not authorize or 
contemplate the retroactive establish- 
ment of an effective date before the date of 
filing.” Official Comment to Section 1.23 of 
the Model Business Corporation Act (§ 4- 
212120); 


Official Comment to Section 1.24 (A.C.A. § 4-33-124) 


“Section 1.24 permits making correc- 
tions in filed documents without refiling 
the entire document or submitting formal 
articles of amendment. This correction 
procedure has two advantages: (1) filing 


articles of correction may be less expen- 
sive than refiling the document or filing 
articles of amendment, and (2) articles of 
correction do not alter the effective date of 
the underlying document being corrected. 
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Indeed, under section 1.24(c), even the 
correction relates back to the original ef- 
fective date of the document except as to 
persons relying on the original document 
and adversely affected by the correction. 
As to these persons, the effective date of 
articles of correction is the date the arti- 
cles are filed. 

“A document may be corrected either 


567 


because it contains an ‘incorrect state- 
ment’ or because it was defectively exe- 
cuted (including defects in optional forms 
of execution that do not affect the eligibil- 
ity of the original document for filing).” 
Official Comment to Section 1.24 of the 
Model Business Corporation Act (§ 4-27- 
24). 


Official Comment to Section 1.25 (A.C.A. § 4-33-125) 


“1. Filing Duty in General 

“Under section 1.25 the secretary of 
state is required to file a document if it 
‘satisfies the requirements of section 1.20.’ 
This language should be contrasted with 
earlier versions of the Model Act (and 
many state statutes) that required the 
secretary of state to ascertain whether the 
document ‘conformed with law’ before fil- 
ing it. The purpose of this change is to 
limit the discretion of the secretary of 
state to a ministerial role in reviewing the 
contents of documents. If the document 
submitted is in the form prescribed and 
contains the information required by sec- 
tion 1.20 and the applicable provision of 
the Model Act, the secretary of state under 
section 1.25 must file it even though it 
contains additional provisions the secre- 
tary of state may feel are irrelevant or not 
authorized by the Model Act or by general 
legal principles. Consistently with this 
approach, section 1.25(d) states that the 
filing duty of the secretary of state is 
ministerial and provides that filing a doc- 
ument with the secretary of state does not 
affect the validity or invalidity of any 
provision contained in the document and 
does not create any presumption with 
respect to any provision. Persons ad- 
versely affected by provisions in a docu- 
ment may test their validity in a proceed- 
ing appropriate for that purpose. 
Similarly, the attorney general of the state 
may also question the validity of provi- 
sions of documents filed with the secre- 
tary of state in an independent suit 
brought for that purpose; in neither case 
should any presumption or inference be 
drawn about the validity of the provision 
from the fact that the secretary of state 
accepted the document for filing. 

“2. Mechanics of Filing 

“Section 1.25(b) provides that when the 
secretary of state files a document, he 
stamps or endorses it as filed, retains the 


signed original document for his records, 
and returns the exact or conformed copy 
(which must accompany the document un- 
der section 1.20(i)) to the corporation or its 
representative with the secretary of 
state’s fee receipt or acknowledgement of 
receipt if no fee is required. This will 
establish that a document has been filed 
in the form of the copy. Consideration was 
given to dispensing with the document 
copy entirely and providing only for the 
return of a fee receipt or equivalent docu- 
ment. Several states currently follow this 
practice with respect to articles of incor- 
poration and other documents. It was felt 
to be important, however, to continue a 
practice by which each corporation re- 
ceives back from the secretary of state for 
its records a document that on its face 
shows that it is an exact or conformed 
copy of the document that was filed with 
the secretary of state. This copy is usually 
placed in the minute book and is available 
for informal inspection without requiring 
a person to examine the records of the 
secretary of state. Of course, a person 
desiring a certified copy of any filed docu- 
ment may obtain it from the office of the 
secretary of state by paying the fee pre- 
scribed in section 1.22(c). 

“3. Elimination of Certificates of In- 
corporation and Similar Documents 

“Section 1.25(b) provides that accep- 
tance of articles of incorporation or other 
documents is evidenced merely by the 
issuance of a _ fee receipt or 
acknowledgement of receipt if no fee is 
required. Earlier versions of the Model Act 
and the statutes of many states provided 
that acceptance by the secretary of state is 
evidenced by a ‘certificate’ (e.g., of incor- 
poration, of merger, or of amendment). 
This older practice was not retained in the 
revised Model Act because it was felt de- 
sirable to reduce the number of pieces of 
paper issued by the secretary of state. 
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Under the older practice most state offices 
routinely issued both fee receipts and cer- 
tificates. A single document—the fee re- 
ceipt or acknowledgement—should suffi- 
ciently indicate that the document has 
been accepted for filing, and in fact many 
states in recent years have dispensed with 
the formal certificate. 

“4, Rejection of Document by Secre- 
tary of State 

“Because of the simplification of formal 
filing requirements and the limited discre- 
tion granted to the secretary of state by 
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the Model Act it is probable that rejection 
of documents for filing will occur only 
rarely. Section 1.25(c) provides that if the 
secretary of state does reject a document 
for filing he must return it to the corpora- 
tion or its representative within five days 
together with a brief written explanation 
of this reason for rejection. This rejection 
may be the basis of judicial review under 
section 1.26.” Official Comment to Section 
1.25 of the Model Business Corporation 
Act (§ 4-27-125).” 


Official Comment to Section 1.26 (A.C.A. § 4-33-126) 


“1. The Court With Jurisdiction to 
Hear Appeals From the Secretary of 
State 

“The identity of the specific court with 
jurisdiction to hear appeals from the sec- 
retary of state under section 1.26 must be 
supplied by each state when enacting this 
section. It is intended that this should be a 
court of general civil jurisdiction. It may 
either be the court located in the capital of 
the state or the court in the county where 
the corporation’s principal business office 
is located in the state or, if the corporation 
does not have a principal office in the 
state, the court located in the county in 
which its registered office is located. The 
annual report of the corporation must 
state where the principal office of the 
corporation (which need not be within the 
state) is located. See section 16.22 (not 
enacted by Arkansas). Other sections of 
the Model Act also contemplate that the 
court with jurisdiction over substantive 
corporate matters will be designated in 
the statute....It is expected that jurisdic- 
tion over litigation with respect to sub- 
stantive matters will normally be vested 
in the court in the county of the corpora- 
tion’s principal or registered office. See the 
Official Comment to section 7.03. 


“2. ‘Summary’ Orders 

“In view of the limited discretion of the 
secretary of state under the Act, a ‘sum- 
mary order appears to be appropriate in 
section 1.26. Throughout the Model Act 
the term ‘summarily order’ or similar lan- 
guage is used where courts are authorized 
to order action taken and the person 
charged with taking the original action 
has little or no discretion. The word ‘sum- 
mary is not used in a technical sense but 
to refer to a class of cases where the court 
might appropriately order that action be 
taken on the face of the pleadings or after 
an oral hearing but without any need to 
resolve disputed factual issues. 

“3. Burden of Proof and Review 
Standard 

“The revised Model Act, unlike earlier 
versions, does not address either the bur- 
den of proof or the standard for review in 
judicial proceedings challenging action of 
the secretary of state. It is contemplated 
that these matters will be governed by 
general principles of judicial review of 
agency action in each adopting state.” Of- 
ficial Comment to Section 1.26 of the 
Model Business Corporation Act (§ 4-27- 
126), 


Official Comment to Section 1.27 (A.C.A. § 4-33-127) 


“The secretary of state may be re- 
quested to certify that a specific document 
has been filed with him upon payment of 
the fees specified in section 1.22(c). Sec- 
tion 1.27 provides that the certificate is 
conclusive evidence only that the original 
document is on file. The limited effect of 


the certificate is consistent with the min- 
isterial filing obligation imposed on the 
secretary of state under the Model Act.” 
Official Comment to Section 1.27 of the 
Model Business Corporation Act (§ 4-27- 
120 
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Official Comment to Section 1.28 (A.C.A. § 4-33-128)* 


“Section 1.28 establishes a procedure by 
which anyone may obtain a conclusive 
certificate from the secretary of state that 
a particular domestic or foreign corpora- 
tion is in existence or is authorized to 
transact business in the state. The certif- 
icate will probably be a standardized 
form. The secretary of state is to make the 
judgment whether or not the corporation 
is in existence or is authorized to transact 
business from public records only and is 
not expected to make a more extensive 
investigation. In appropriate cases, the 
secretary of state may issue a certificate 
subject to specified qualifications. 

“(Section 1.28(b) (3)] refers only to 
taxes, fees, or penalties collected by the 
secretary of state or collected by other 
agencies and reported to the secretary of 
state. In some states the secretary of state 
may ascertain from other agencies that 
franchise or other taxes have been paid 


and include this information in the certif- 
icate. In states where this procedure does 
not unduly delay the issuance of certifi- 
cates, section 1.28 may be revised appro- 
priately. [Section 1.28(b) (3)] relates only 
to taxes, fees, or penalties to the extent 
their nonpayment affects the existence or 
authorization to transact business of the 
corporation. 

“A certificate of existence or authoriza- 
tion that may be relied on as binding and 
conclusive is of material assistance to at- 
torneys who may be required to give for- 
mal legal opinions in connection with cor- 
porate transactions.” Official Comment to 
Section 1.28 of the Model Business Corpo- 
ration Act (§ 4-27-128).” 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 1.29 (A.C.A. § 4-33-129) 


“Section 1.29 makes it a criminal of- 
fense for any person to sign a document 
that he knows is false in any material 
respect with intent that the document be 
submitted for filing to the secretary of 
state. 

“Section 1.29(b) is keyed to the classifi- 


cation of offenses provided by the Model 
Penal Code. Ifa state has not adopted this 
classification, the dollar amount of the 
fine should be substituted for the misde- 
meanor classification.” Official Comment 
to Section 1.29 of the Model Business 
Corporation Act (§ 4-27-129).” 


Official Comment to Section 1.30 (A.C.A. § 4-33-130) 


“Section 1.30 is intended to grant the 
secretary of state the authority necessary 
for his efficient performance of the filing 
and other duties imposed on him by the 
Act but is not intended to give him general 
authority to establish public policy. The 
most important aspects of a modern cor- 
poration statute relate to the creation and 
maintenance of relationships among per- 
sons interested in or involved with a cor- 
poration; these relationships basically 
should be a matter of concern to the par- 
ties involved and not subject to regulation 
or interpretation by the secretary of state. 
Further, even in situations where it 1s 
claimed that the corporation has been 


formed or is being operated for purposes 
that may violate the public policies of the 
state, the secretary of state generally 
should not be the governmental official 
that determines the scope of public policy 
through administration of this filing re- 
sponsibilities under the Act. Rather, the 
attorney general may seek to enjoin the 
illegal conduct or to dissolve involuntarily 
the offending corporation. 

“Section 1.30 is more narrowly drafted 
than earlier versions of the Model Act and 
the statutes of many states.” Official Com- 
ment to Section 1.30 of the Model Busi- 
ness Corporation Act (§ 4-27-130).” 
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Official Comment to Section 1.40 (A.C.A. § 4-33-140)* 


With a few exceptions, all the defini- 
tions in the Model Act (§ 4-33-101 et seq.) 
are set forth in section 1.40 (§ 4-33-140). 
A few “special definitions” appear in 
UPD Ore or sections to which they ap- 
ply. 
The following is a discussion of some of 
the more important definitions: 

1. Approved by (or Approval by) the 
Members (§ 4-33-140(1)) 

This definition (§ 4-33-140(1)) sets 
forth the minimum statutory require- 
ments for having a matter approved by 
the members. Approval may be by a vote 
of the members at a membership meeting 
or by written ballot or written consent. 
Compare sections 7.01, 7.02, 7.08 and 7.04 
(§§ 4-33-701, 4-33-702, 4-33-708 and 
4-33-704). 

To be approved by the members the 
following minimum conditions must be 
met: 

1. A quorum must be present. See sec- 
tion 7.22 (§ 4-33-722). Presence may be 
established by physical presence, pres- 
ence by proxy or by signing a written 
consent or written ballot. 

2. A majority of the votes represented 
and voting must vote in favor of a pro- 
posal. While abstentions may be counted 
in the quorum, abstentions are not 
counted as no votes in determining 
whether a majority of the votes have been 
cast in favor of approving a proposal. 

3. The votes cast for a proposal must 
constitute a majority of the required quo- 
rum. 

The following example illustrates the 
interplay of these requirements. A quo- 
rum is a majority of the votes entitled to 
be cast. Assume the number of votes enti- 
tled to be case is 100, the number of votes 
present is 60. If 26 votes are cast in favor 
of a proposal, 17 against the proposal and 
17 abstain, the proposal is approved. The 
26 votes for the proposal constitute a 
majority of the required quorum of 51. If, 
however, there are 25 votes in favor of a 
proposal, 12 against the proposal and 23 
abstain, the proposal is defeated. The 25 
votes for the proposal are not a majority of 
the required quorum. Consequently the 
proposal is defeated even though the num- 
ber of affirmative votes is greater than the 
number of negative votes. 

In addition to the minimum require- 


ments, the Model Act (§ 4-33-101 et seq.) 
or a corporation’s articles or bylaws may 
mandate a higher vote or a vote by class or 
some other unit or grouping. If so, unless 
the relevant article or bylaw provision 
contravenes a Model Act (§ 4-33-101 et 
seq.) requirement, a matter can not be 
approved by the members unless it is 
approved by the higher vote. 

2. Board or Board of Directors (§ 4- 
33-140(3)) 

The definition of board of directors (§ 4- 
33-140(3)) distinguishes between the 
board of directors and the group or groups 
to which the articles may delegate some or 
all of the powers of the board. See section 
8.01(c) (§ 4-33-801(c)). Such groups are 
not treated as the board for purposes of 
the Model Act (§ 4-33-101 et seq.). They 
do, however, assume the duties and re- 
sponsibilities of the board insofar as they 
have been delegated some or all of the 
powers of the board. Section 8.01(c) (§ 4- 
33-801(c)). 

3. Bylaws (§ 4-33-140(4)) 

The term “bylaws” has a particularly 
expansive definition. The term refers to 
the code or codes of rules, other than the 
articles, adopted for regulation or man- 
agement of corporate affairs regardless of 
the name by which such rules are desig- 
nated. 

4. Delegates (§ 4-33-140(7)) 

Professional associations, churches, po- 
litical parties and numerous other organi- 
zations hold representative assemblies 
from time to time at which major corpo- 
rate and policy decision are made. These 
representative assemblies may be called 
conventions, annual meetings or some 
other name. See sections 1.40(7) and 6.40 
(§§ 4-33-140(7) and 4-33-640). The people 
elected or appointed to vote at these rep- 
resentative assemblies are “delegates” for 
purposes of the Model Act (§ 4-33-101 et 
seq.) even if they are called by some other 
name. 

5. Distribution (§ 4-33-140(11)) 

“Distribution” is defined in section 
1.40(10) (§ 4-33-140(11)) as “the payment 
of a dividend or any part of the income or 
profit of a corporation to its members, 
directors or officers.” The payment of any 
part of the income or profit of a corpora- 
tion to its members, directors or officers 
does not include: 

(i) the payment of compensation in a 
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reasonable amount to its members, direc- 
tors or officers for services rendered; or 

(ii) conferring benefits upon its mem- 
bers in conformity with its purposes. 

This definition (§ 4-33-140(11)) is based 
on and represents no substantive change 
from section 26 of the prior version of the 
Model Nonprofit Corporation Act. 

6. Member (§ 4-33-140(22)) 

A “member” is a person who is given the 
right under a corporation’s articles or by- 
laws to vote for a director or directors of 
the corporation. See section 1.40(21) (§ 4- 
33-140(22)). Whenever the Model Act 
(§ 4-33-101 et seq.) refers to members it is 
referring to them based on the definition 
set forth in section 1.40(21) (§ 4-33- 
140(22)). If a person is called a member by 
a nonprofit corporation, but does not have 
the right to vote for directors, that person 
is not a member for the purposes of the 
Model Act (§ 4-33-101 et seq.). Persons 
who can not vote for directors but are 
called members, associates, affiliates or 
some other name may have common law 
or other rights. The question of what 
rights they have is left to a state by state 
determination. 

A corporation is not required to have 
“members.” Once it has decided to have 
such members, these members are af- 
forded basic protections and rights by the 
Model Act (§ 4-33-101 et seq.). People who 
have the right to vote for directors are 
treated as members for Model Act (§ 4-33- 
101 et seq.) purposes regardless of the 
name by which they are called. 

As a result of section 1.40(21) (§ 4-33- 
140(22)) three categories of people who 
select directors are not treated as mem- 
bers by the Model Act (§ 4-33-101 et seq.). 
Section 1.40(21) (§ 4-33-140(22)) provides 
that a person is not a member because of 
any rights that person has as a delegate. 
Therefore, a delegate who votes for direc- 
tors is not a member. A person may be a 
delegate and a member if he or she has the 
right to vote for directors and that right 
does not arise out of that person’s rights 
as a delegate. 

The Model Act (§ 4-33-101 et seq.) does 
not treat delegates as members for two 
reasons. The first reason is practical. The 
Act (§ 4-33-101 et seq.) provides notice 
and other rights to members on the as- 
sumption that the members can always be 
identified. Often delegates are not identi- 
fied until they appear or are accredited at 
a convention. By that time it is often too 
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late to fulfill notice and other procedural 
requirements of the Model Act (§ 4-33- 
101 et seq.). Moreover there is the ques- 
tion of how long a person remains a dele- 
gate and what a delegate’s role is between 
conventions. The law in this area is un- 
clear and in an early stage of develop- 
ment. It would be premature to write 
statutory rules when there is no consen- 
sus as to what the law should be. See 
section 6.40 (§ 4-33-640) which recognizes 
and legitimizes the role delegates play. 

The fact that the Model Act (§ 4-33-101 
et seq.) does not provide specific rights to 
delegates does not mean that delegates 
are without rights. A corporation’s articles 
or bylaws or a state’s common law may 
prescribe rules governing delegates and 
their rights and obligations. 

Some individuals or public and other 
entities that want the right to appoint 
directors do not or legally cannot become 
members of nonprofit corporations. There- 
fore, the Model Act (§ 4-33-101 et seq.) 
provides that the articles or bylaws of a 
corporation may authorize any person to 
appoint a director and that the person is 
not made a member as a result of appoint- 
ing a director. See sections 1.40(21) and 
8.04 (§§ 4-33-140(22) and 4-33-804). Cer- 
tain protections are provided to people 
who have the right to appoint directors. 
See sections 8.09, 8.10 and 10.30 (8§ 4-33- 
809, 4-33-810 and 4-33-1030). Persons ap- 
pointing directors may have additional 
rights as a result of article or bylaw pro- 
visions, negotiated agreements with the 
corporation, or state common law. 

Directors are the third category of per- 
sons who select directors, but are not 
members. Directors who select other di- 
rectors have adequate protection in their 
capacity as directors and should not be 
treated as members. 

7. Membership (§ 4-33-140(23)) 

The term “membership” is defined as 
the totality of rights and obligations a 
member or members may have arising out 
of the articles, bylaws or the Model Act 
(§ 4-33-101 et seq.). It does not include 
rights and obligations that may arise out 
of contractual or other obligations. Two or 
more persons may hold one membership. 

8. Mutual Benefit Corporation (§ 4- 
33-140(24)) 

See the Introduction to the Model Act 
(§ 4-33-101 et seq.) for a discussion of 
mutual benefit corporations. Section 
1.40(23) (§ 4-33-140(24)) distinguishes 
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between corporations existing before and 
those formed on or after the effective date 
of the Model Act (§ 4-33-101 et seq.). 
Corporations formed on or after the effec- 
tive date as mutual benefit corporations 
must provide in their articles that they 
are mutual benefit corporations. Section 
17.07 (§ 4-33-1707) requires certain cor- 
porations existing prior to the effective 
date to be mutual benefit corporations. 

9. Principal Office (§ 4-33-140(27)) 

Section 16.22 (not enacted by Arkansas) 
requires each nonprofit corporation to des- 
ignate a principal office. Section 1.40(26) 
(§ 4-33-140(27)) defines a principal office 
as the office designated in the annual 
report as the place where the corporation’s 
principal offices are located. The place 
designated as a principal office should be 
the place, if any, that is the center of the 
corporation’s activities. For many non- 
profit corporations there is no place which 
is really the center of their activities. 
These corporations may designate the of- 
fice or home of an officer as their principal 
office. 

10. Public Benefit Corporation (§ 4- 
33-140(29)) 

See the Introduction to the Model Act 
(§ 4-33-101 et seq.) for a discussion of 
public benefit corporations. Section 
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1.40(28) (§ 4-33-140(29)) distinguishes 
between corporations existing before and 
those formed on or after the effective date 
of the Model Act (§ 4-33-101 et seq.). 
Corporations formed on or after the effec- 
tive date as public benefit corporations 
must provide in their articles that they 
are public benefit corporations. Section 
17.07 (§ 4-33-1707) requires certain cor- 
porations existing prior to the effective 
date to be public benefit corporations. 

11. Religious Corporation (§ 4-33- 
140(31)) 

See the Introduction to the Model Act 
(§ 4-33-101 et seq.) for a discussion of 
religious corporations. Section 1.40(30) 
(§ 4-33-140(31)) distinguishes between 
corporations existing before and those 
formed on or after the effective date of the 
Model Act (§ 4-33-101 et seq.). Corpora- 
tions formed on or after the effective date 
as religious corporations must provide in 
their articles that they are religious cor- 
porations. Section 17.07 (§ 4-33-1707) re- 
quires certain corporations existing prior 
to the effective date to be religious corpo- 
rations. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 1.41 (A.C.A. § 4-33-141)* 


Section 1.41 (§ 4-33-141) sets forth the 
rules for determining the effective date of 
notices given under the Model Act (§ 4-33- 
101 et seq.). 

Unless the Act (§ 4-33-101 et seq.) oth- 
erwise provides, notice may be oral or 
written. Oral notice is effective when com- 
municated in a comprehensible manner. 
Written notice must be in a comprehensi- 
ble form to be effective. The effective date 
of written notice depends on the means 
used to send the written notice. Written 
notice is effective when received or at any 
of the following times if they are earlier: 

1. Five days after the notice is depos- 
ited in the United States mail correctly 
addressed with first class postage; 

2. On the date shown on the signed 
return receipt for mail sent by registered 
or certified mail; or 

3. Thirty days after the notice is depos- 
ited in the United States mail correctly 
addressed with other than first class post- 
age. 


As a result of the above rules nonprofit 
corporations can be sure of the effective 
date of a mailing even if the mail does not 
reach the intended person. The Model Act 
(§ 4-33-101 et seq.) recognizes that many 
nonprofit corporations have special mail- 
ing privileges. These organizations can 
send their mail at the nonprofit rate; the 
effective date of any such mailing is thirty 
days after the mail is deposited in the 
United States mail. 

Many nonprofit corporations include no- 
tices in newsletters, magazines or other 
publications regularly sent to members. 
Subsection (f) (§ 4-33-141(f)) allows no- 
tices or reports contained in such publica- 
tions to constitute written notice. If more 
than one member has the same address on 
the corporation’s current records and lives 
in the same household as other members, 
notice in a publication delivered or mailed 
to such member at the correct address 
serves as written notice to all the mem- 
bers at the same address. 
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Other provisions of the Act (§ 4-33-101 
et seq.) may override the rules set forth in 
section 1.41 (§ 4-33-141). See section 
1.41(h) (§ 4-33-141(h)). Moreover if a cor- 
poration’s articles or bylaws provide dif- 
ferent notice requirements, those require- 
ments, if not inconsistent with the Act 
(§ 4-33-101 et seq.), are valid. For exam- 
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ple, bylaws may provide more stringent 
notice requirements for a meeting of the 
board than those set forth in section 8.22 
(§ 4-33-822). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 1.50 (A.C.A. § 4-33-150)* 


Under section 508(e)(1) of the Internal 
Revenue Code, a private foundation (as 
defined in section 509(a)) is not exempt 
from federal income tax under section 
501(a) unless its governing instrument 
includes provisions the effects of which 
are: 

(1) to require its income for each tax- 
able year to be distributed at such time 
and in such manner as not to subject the 
foundation to tax under section 4942; and 

(2) to prohibit the foundation from en- 
gaging in any act of self-dealing (as de- 
fined in section 4941(d)), from detaining 
any excess business holdings (as defined 
in section 4943(c)), from making any in- 
vestments in such manner as to subject 
the foundation to tax under section 4944, 
and from making any taxable expendi- 
tures (as defined in section 4945(d)). 

Section 1.508-3(d) of the Income Tax 
Regulations provides that a private foun- 
dation’s governing instrument is deemed 
to conform with the requirements of sec- 
tion 508(e) of the Code if valid provisions 
of state law have been enacted which 
either require the foundation to comply 
with the provisions of section 508(e)(1), or 
treat the required provisions as contained 
in the foundation’s governing instrument. 

Section 508(e)(2) of the Code provides 
that the requirements of paragraph 1 of 


the section do not apply to a foundation 
organized before January 1, 1970 which 
has been excused from complying with the 
requirements of paragraph 1 by a court 
order secured in a proceeding begun be- 
fore January 1, 1972. 

Under the applicable Income Tax Regu- 
lation (section 1.508(3)(d)), section 1.50 
(§ 4- 33-150) requiring a corporate foun- 
dation to comply with the provisions of 
section 508(e) of the Code satisfies the 
requirement that a foundation’s govern- 
ing instrument include such provisions. 
The section (§ 4-33-150) applies only to 
foundations which are corporations, and 
does not satisfy the requirements of sec- 
tion 508(e) in the case of trusts or other 
entities which qualify as private founda- 
tions under section 509(a) of the Code. 

The introductory clause “Except where 
otherwise provided by a court of compe- 
tent jurisdiction” incorporates the excep- 
tion specified under paragraph 2 of section 
508(e) for foundations organized prior to 
January 1, 1970 which have been relieved 
from the requirements of paragraph l bya 
timely judicial proceeding. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 1.60 (A.C.A. § 4-33-160) 


Section 1.60 (§ 4-33-160) provides an 
escape valve allowing nonprofit corpora- 
tions to conduct meeting or obtain the 
consent of members, delegates or directors 
when it is otherwise impractical or impos- 
sible to do so. For example, a corporation 
may have a high quorum requirement 
preventing it from holding a meeting of 
members because the required number of 
members won’t attend a meeting. It may 
have inaccurate records and be unable to 


identify its members or directors. The 
section (§ 4-33-160) allows directors, of- 
ficers, delegates, members or the attorney 
general to petition the appropriate court 
for an order allowing the members or 
directors to vote or hold a meeting even if 
the order dispenses with requirements of 
the Model Act (§ 4-33-101 et seq.), the 
articles or bylaws concerning voting or 
holding meetings. The court in exercising 
its discretion should provide a procedure 
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that is fair and equitable under all the 
circumstances. 

Judicial relief should not be granted 
under this section (§ 4-33-160) if the non- 
profit corporation has duly adopted a via- 
ble method for holding meetings or obtain- 
ing consent. In a hierarchical church, for 
example, the church hierarchy may be 
empowered to determine the manner of 
holding meetings or obtaining consent. 

Whenever practical the court order 
should limit the matters considered to 
those matters which will allow the corpo- 
ration to continue its activities without 
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further resort to section 1.60 (§ 4-33-160). 
Once the impediment to member or direc- 
tor action is removed, the members and 
directors can act without court aid. 

If the corporation cannot locate or iden- 
tify the members or directors, the court is 
empowered to authorize notice by any 
method reasonably designed to give actual 
notice even if the method does not result 
in actual notice or comply with the notice 
requirements that would otherwise apply. 
In appropriate cases, notice to members or 
directors may be by publication. See sec- 
tion 1.41(b) (§ 4-33-141(b)). 


Official Comment to Section 1.70* 


Subsection (a) requires that the attor- 
ney general be given notice of any pro- 
ceeding that could have been brought by 
the attorney general, but is commenced by 
another person. Subdivision (b)(1) grants 
the attorney general independent author- 
ity to act when notice is required under 
subsection (a) or any other provision of the 
Model Act (§ 4-33-101 et.seq.). This car- 
ries out the policy implicit in such notice 
requirements by specifically empowering 
the attorney general to protect the public 
interest when it may be adversely af- 
fected. Subdivision (b)(2) permits the at- 
torney general to intervene in any pro- 
ceeding that the attorney general could 


have commenced but that was brought by 
another person, such as a director, or 
member. To protect the public interest, the 
attorney general may either commence a 
proceeding or intervene in a proceeding 
commenced by another person who is au- 
thorized to do so. 

Section 1.70 does not detract from the 
jurisdiction the attorney general may oth- 
erwise have in states adopting the Model 
Act (§ 4-33-101 et seq.). 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 1.80 (A.C.A. § 4-33-180) 


As a result of history, policy, and consti- 
tutional principles, religious corporations 
are entitled to protections not available to 
business or other nonprofit corporations. 
Courts have been reluctant to interfere 
with the internal affairs of religious orga- 
nizations. They will not decide between 
conflicting religious doctrine or determine 
the “true” faith. However, courts have of- 
ten decided internal property disputes by 
applying neutral principles of contract or 
corporate law to organizational docu- 
ments of religious organizations. See 
Mansfield, “The Religious Clauses of the 
First Amendment and the Philosophy of 
the Constitution,” 72 Calif. L. Rev. 847 
(1984); Ellman, “Driven from the Tribu- 
nal: Judicial Resolution of Internal 
Church Disputes,” 69 Calif. L. Rev. 1878 
(1981). 

This reluctance is based in part on the 


First Amendment to the United States 
Constitution which provides: “Congress 
shall make no law respecting an establish- 
ment of religion, or prohibiting the exer- 
cise thereof....” The establishment clause 
applies to states [Everson v. Board of 
Education, 330 U.S. 1 (1947)], as does the 
free exercise clause [Cantwell v. Connect- 
icut, 310 U.S. 296 (1940)]. The Model Act 
(§ 4-33-101 et seq.) attempts to walk the 
thin line between the establishment 
clause and the free exercise clause. It 
allows religious corporations to be formed 
and given them the same rights and priv- 
ileges as other corporations. The Model 
Act (§ 4-33-101 et seq.) avoids interfering 
with the free exercise of religion by negat- 
ing or allowing religious corporations to 
negate provisions of the Model Act (§ 4- 
33-101 et seq.) that might result in exces- 
sive entanglement in religious activities 
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by the state. By limiting state intrusion 
the Model Act (§ 4-33-101 et seq.) uses the 
least restrictive means to provide an or- 
derly structure in which religious corpora- 
tions can be formed and operate. 

Section 1.80 (§ 4-33-180) is based on 
the recognition that some provisions of the 
Model Act (§ 4-33-101 et seq.) may con- 
flict with the United States Constitution 
or state constitutions. The exact scope of 
constitutional limitations is less than 
clear and is subject to debate. Section 1.80 
(§ 4-33-180) overcomes this difficulty by 
providing that to the extent religious doc- 
trine applicable to a religious corporation 
sets forth provisions inconsistent with 
provisions of the Model Act (§ 4-33-101 et 
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seq.), the religious doctrine law shall con- 
trol to the extent required by the United 
States Constitution or applicable state 
constitutions. Section 1.80 (§ 4-33-180) 
was derived from 15 Pa. C.S.A. section 
7106. 

While in one sense section 1.80 ($ 4-33- 
180) simply states the obvious, it is help- 
ful to remind those dealing with the reli- 
gious corporations that they must 
consider constitutional mandates. The ap- 
proach of section 1.80 (§ 4-33-180) also 
allows a case-by-case determination of dif- 
ficult questions and automatically con- 
forms the Model Act (§ 4-33-101 et seq.) to 
the opinions of the United States Supreme 
Court and the applicable state courts. 


Official Comment to Section 2.01 (A.C.A. § 4-33-201) 


Section 2.01 (§ 4-33-201) allows one or 
more persons to incorporate a corporation 
by delivering to the secretary of state the 
articles of incorporation. The term “per- 
son” is broadly defined in section 1.40(25) 
(§ 4-33-140(26)) to allow a wide variety of 
individuals or entities to serve as incorpo- 
rators. Anyone serving as an incorporator 
must sign the original of the articles of 
incorporation. Sections 1.20(f), (g), and 
2.02(c) (§§ 4-33-120(f), 4-33-120(g), and 
4-33-202(c)). 

Section 1.20(i) (§ 4-33-120()) requires 
an original and one exact or conformed 
copy of the articles to be delivered to the 
secretary of state. An “exact” copy is a 
photographic or similar reproduction of 
the executed original articles. A “con- 
formed” copy is a copy of the original 


articles on which the existence of any 
signature or signatures is noted. The prior 
law required delivery of “articles of incor- 
poration in duplicate” to the secretary of 
state. While this is no longer a require- 
ment, a person submitting duplicate orig- 
inals to the secretary of state would meet 
the requirement of having filed an original 
and a “conformed” copy. 

An exact or conformed copy of the arti- 
cles is required so that the incorporator(s) 
will have a record of the incorporation. 
See the Official Comment to Section 2.03 
(§ 4-33-2083). 

In addition to filing the articles, the 
incorporators are authorized to complete 
the formation of the corporation as set 
forth in section 2.05 (§ 4-33-205). 


Official Comment to Section 2.02 (A.C.A. § 4-33-202)* 


1. Introduction 

Section 2.02 (§ 4-33-202) allows a sim- 
ple one- or two-page document to serve as 
a corporation’s articles of incorporation. 
While there are numerous standard pro- 
visions that must be contained in the 
articles, there is no single standard form 
of articles. 

Section 2.02 (§ 4-33-202) requires cer- 
tain provisions to be in the articles of 
incorporation and allows the articles to 
contain other optional provisions. If no 
limitation is placed on the duration of the 
corporation and no optional provisions are 
contained in the articles, the corporation 


will have perpetual existence, the pur- 
poses set forth in section 3.01 (§ 4-33-301) 
and the broad powers enumerated in sec- 
tion 3.02 (§ 4-33-302). However, as a re- 
sult of sections 2.02(b) (3) (i) and 3.02 
(§§ 4-33-202(b) (3) Gi) and 4-33-302), a 
corporation may limit its duration and 
corporate powers. 

To meet the requirements of Internal 
Revenue Code section 501 or equivalent 
state tax provisions, the articles of many 
nonprofit corporations must contain limi- 
tations on corporate activity and restric- 
tions on the use and distribution of corpo- 
rate assets. In addition, the articles of all 


076 


nonprofit corporations must contain pro- 
visions dealing with the disposition of 
corporate assets on dissolution. 

2. Required Provisions 

The articles of incorporation must con- 
tain the following information: 

(a) A corporate name that meets the 
requirements of section 4.01 (§ 4-33-401). 

(b) A statement that the corporation is 
a public benefit, a mutual benefit or a 
religious corporation. This election re- 
quires those forming a nonprofit corpora- 
tion to choose between public benefit, mu- 
tual benefit and religious status at the 
time of incorporation. See the Introduc- 
tion to the Model Act (§ 4-33-101 et seq.) 
for comments on the significance of this 
distinction. This election will avoid confu- 
sion as to the status of nonprofit corpora- 
tions under the Model Act (§ 4-33-101 et 
seq.). See Los Angeles County Pioneer So- 
clety v, Historical Society of Southern Cal- 
ifornia, 40 Cal. 2d 852, 257 P.2d 1 (1953); 
Iynch v. Spilman, 67 Cal. 2d 251, 62 Cal. 
Rptr. 12, 431 P.2d 636 (1967). Assets held 
by public benefit and religious corpora- 
tions may not be distributed to members, 
directors, officers or controlling persons in 
violation of section 13.01 (§ 4-33-1301) 
and may only be distributed on dissolu- 
tion as set forth in section 14.06 (§ 4-33- 
1406). If a mutual benefit corporation 
holds assets in charitable trust, the same 
limitations apply to distribution of those 
assets. Other assets held by mutual ben- 
efit corporations may not be distributed to 
members, directors, officers or controlling 
persons until the corporation dissolves. 
See chapter 13 (§ 4-33-1301 et seq.) that 
governs distributions. 

(c) The address of the corporation’s ini- 
tial registered office and the name of its 
initial registered agent. 

(d) The name and address of each incor- 
porator. 

(e) Whether or not the corporation will 
have members. The term “members” has a 
limited meaning which is set forth in 
section 1.40(17) (§ 4-33-140(18)). Many 
nonprofit corporations do not have mem- 
bers. They operate with a self-perpetuat- 
ing board of directors, delegates, or some 
other system. Those corporations that will 
not have members must so indicate in 
their articles. Those corporations that will 
have members must indicate that there 
will be members. However, the bylaws 
' and not the articles usually set forth the 
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characteristics, qualifications, rights, lim- 
itations and obligations of the members. 
See initial Comment 3(c) (ii) regarding 
optional provisions setting forth rights 
and obligations of members. 

(f) The disposition of assets on dissolu- 
tion. A nonprofit corporation, unlike a 
business corporation, must provide for the 
distribution of its assets on dissolution. If 
a business corporation dissolves, its net 
worth will be distributed to its sharehold- 
ers. Upon dissolution of a nonprofit corpo- 
ration, its assets are not necessarily dis- 
tributed to its members. In fact, the assets 
of public benefit and religious corpora- 
tions and organizations that have section 
501(c) (3) status generally cannot be dis- 
tributed to members. See chapter 13 (§ 4- 
33-1301 et seq.) and section 14.06 (§ 4-33- 
1406). 

Some provision for distribution must be 
set forth in a corporation’s articles. There 
are a wide variety of dissolution provi- 
sions ranging from those specifying a spe- 
cific organization to those authorizing the 
directors to choose any organization or to 
choose among various organizations or 
types of organizations. A dissolution pro- 
vision must be consistent with the type of 
tax exempt status the corporation is seek- 
ing. 

3. Optional Provisions 

Section 2.02(b) (§ 4-33-202(b)) allows 
the articles to contain a number of op- 
tional provisions. In determining whether 
to insert an optional provision in the arti- 
cles, a person forming a corporation 
should consider the advantages and dis- 
advantages of making the provision sub- 
ject to public scrutiny, the procedure nec- 
essary to amend articles, and the 
requirements of federal and state income 
and property tax laws. 

Optional provisions include: 

(a) Abroad or a limited purpose clause. 
To obtain tax exempt status under federal 
and state law, many nonprofit corpora- 
tions will elect to limit their corporate 
purpose. As the tax laws differ for various 
types of organizations and change from 
time to time, it is not feasible to mandate 
particular lmitations. Those forming a 
corporation, however, should be careful 
not to limit the purposes or impose more 
limitations than required by the tax laws 
unless they have a particular reason to do 
so. For example, while it may be necessary 
to irrevocably dedicate assets of a section 
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501(c) (3) organization to charitable, edu- 
cational, or certain other activities, it may 
not be necessary to irrevocably dedicate a 
corporation’s assets to such purposes in 
order to obtain other exempt status. By 
irrevocably dedicating assets when such 
dedication is not required, the incorpora- 
tors may inadvertently impress the assets 
of a corporation with unintended restric- 
tions and obligations. 

While a narrow purpose clause may 
serve to identify the essence of the corpo- 
ration, a narrow purpose clause may un- 
duly restrict corporate activity. For exam- 
ple, if the articles limit the corporate 
purpose to operating a hospital, the corpo- 
ration may not be able to only operate 
outpatient clinics. See Queen of Angels 
Hospital v. Younger, 66 Cal. App. 3d 359, 
136 Cal. Rptr. 36 (1977). 

(b) The names and addresses of the 
individuals who are to serve as initial 
directors. Section 2.02(c) (§ 4-33-202(c)) 
requires all individuals named as initial 
directors to sign the articles to evidence 
their consent to serving as directors. This 
requirement prevents people from being 
named as initial directors without their 
consent. This problem is more acute in 
nonprofit corporations than in business 
corporations. In nonprofit corporations in- 
corporators sometimes name respected or 
famous individuals as directors in the 
hope that they will serve as directors. 

If initial directors are named in the 
articles, they have the powers set forth in 
section 2.05 (§ 4-33-205) and may con- 
tinue to serve as directors subject to being 
replaced as set forth in the Model Act 
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(§ 4-33-101 et seq.) or the bylaws of the 
corporation. 

(c) Provisions not inconsistent with law 
regarding management or regulation of 
the affairs of the corporation including: 

(i) Defining, limiting, and regulating 
the powers of the corporation, its directors 
and members. It is not necessary to set 
forth any corporate powers enumerated in 
the Act (§ 4-33-101 et seq.). See Section 
3.02 (§ 4-33-302). 

(ii) The characteristics, qualifications, 
rights, limitations, and obligations of the 
members. Typically, provisions relating to 
members’ rights and obligations are set 
forth in the bylaws of a corporation and 
not in its articles. This is for two reasons. 
First, it allows membership provisions to 
be contained in a private or semi-private 
document and not in the articles that are 
filed with the secretary of state. Second, 
amendments to the articles always re- 
quire a vote of members which may be 
cumbersome and time consuming. Com- 
pare sections 10.01-10.08 (§§ 4-33-1001 — 
— 4-33-1008) with sections 10.20-10.22 
(§§ 4-33-1020 — 4-33-1022). Thus, more 
privacy and greater flexibility are ob- 
tained by putting membership provisions 
in bylaws. 

(iii) Any provision that under the Act 
(§ 4-33-101 et seq.) is required or permit- 
ted to be set forth in the bylaws. See the 
Official Comment to Section 2.06 (§ 4-33- 
206). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Alternative Section 2.02(b)(5)* 


States which desire to adopt alternative 
section 8.30 should also adopt section 
2.02(b) (5). 


*This alternative section was not enacted 
by Arkansas. 


Official Comment to Section 2.03 (A.C.A. § 4-33-203) 


1. Corporate Existence 

Unless a delayed effective date is spec- 
ified, a de jure corporation is formed when 
the secretary of state files the articles. 
Section 2.03(a) (§ 4-33-203(a)). Typically, 
the articles are stamped and dated as 
“fled” when they are delivered to the 
secretary of state even if internal proce- 


dures of the secretary of state require 
additional processing time. See section 
1.25 (§ 4-33-125). Those forming a corpo- 
ration may, however, request that the cor- 
poration’s existence begin at a specified 
time following delivery of the articles to 
the secretary of state. Section 2.03(a) (§ 4- 
33-203(a)). 
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2. Proof of Incorporation 

Pursuant to section 2.03(b) (§ 4-33- 
203(b)), the secretary of state’s filing of the 
articles is conclusive proof that all condi- 
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tions precedent to incorporation have 
been met except in a proceeding brought 
by the state. 


Official Comment to Section 2.04 (A.C.A. § 4-33-204) 


There is a wide variety of factual situa- 
tions in which third parties seek to impose 
liability on persons purporting to act as or 
on behalf of a corporation that has not 
been formed. There are numerous situa- 
tions in which such liability would lead to 
an unjust result. This is particularly true 
in the nonprofit area where corporations 
are not operated for personal gain and 
where members are often less sophisti- 
cated than shareholders. 

At one extreme, section 2.04 (§ 4-33- 
204) by implication protects individuals 
who erroneously and in good faith believe 
that a corporation has been formed. At the 
other extreme, section 2.04 (§ 4-33-204) 
imposes liability on individuals who pur- 
port to act as or on behalf of a corporation 
knowing that it has not been formed and 
knowing that the party with whom they 


are dealing believes a corporation exists. 
In the myriad of factual patterns falling 
between these extremes, a court may deny 
recovery when it is equitable to do so after 
considering all the circumstances. For ex- 
ample, if a third party insisted that a 
contract be signed on behalf of a corpora- 
tion knowing that the corporation had not 
been formed, a court could apply equitable 
principles and not impose personal liabil- 
ity on the individual who signed the con- 
tract. 

Even if personal liability is appropriate, 
it should not be imposed on all members of 
the corporation. Not all members of non- 
profit unincorporated associations are 
necessarily liable for the obligations of the 
association. See Libby v. Perry, 311 A.2d 
527 (Me. 1973); Steuer v. Phelps, 41 Cal. 
App. 3d 468, 116 Cal. Rptr. 61 (1974). 


Official Comment to Section 2.05 (A.C.A. § 4-33-205) 


Section 2.05 (§ 4-33-205) provides al- 
ternative ways to complete the process of 
incorporation. 

If initial directors have been named in 
the articles; they may complete the orga- 
nization of the corporation at a meeting or 
by unanimous written consent. Sections 
2.05(a) and 8.21 (§§ 4-33-205(a) and 4-33- 
821). There is no reason to name initial 
“dummy” directors as the same function 
can be carried out and privacy maintained 
by use of incorporators. 

The completion of the organization typ- 
ically includes opening a bank account, 
applying for federal and state tax-exempt 
status, electing officers, adopting bylaws, 
providing for and admitting members, if 
any, applying for licenses from state and 
local authorities, obtaining an employer 
identification number, registering with 


the attorney general or other state author- 
ities, and entering into arrangements and 
contracts for ongoing operations. 

If initial directors have not been named 
in the articles, the incorporators at an 
organizational meeting may elect direc- 
tors and complete the organization of the 
corporation. Section 2.05(a) (2) (§ 4-33- 
205(a) (2)). In completing the organiza- 
tion, incorporators should act with cau- 
tion as they are responsible for their 
actions. 

If no organizational meeting is held, the 
incorporators may act by signing a written 
approval of the actions they take. Section 
2.05(b) (§ 4-33-205(b)). This procedure 
should be followed rather than preparing 
minutes of a meeting that does not take 
place. 


Official Comment to Section 2.06 (A.C.A. § 4-33-206) 


A nonprofit corporation is required to 
adopt bylaws. The term “bylaws” has a 
broad meaning. See section 1.40(3) (§ 4- 
33-140(3)). Failure to adopt bylaws will 


lead to much confusion and uncertainty 
about the internal structure and organi- 
zation of the corporation. However, failure 
to adopt bylaws will not affect the de jure 
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status of a corporation. 

The bylaws may contain any provision 
regulating and managing the affairs of the 
corporation not inconsistent with law or 
the articles. If a nonprofit corporation has 
members, its bylaws frequently contain 
detailed provisions dealing with their 
characteristics, qualifications, rights, lim- 
itations and obligations. Such provisions 
may relate to voting rights, procedures 
governing admission, expulsion, suspen- 
sion and other matters. The bylaws may 
either specify the exact number of direc- 
tors or specify that the number of direc- 
tors may be fixed within a stated range by 
the board or the members. Additional pro- 
visions that may appear in bylaws in- 
clude: provisions for distribution of assets 
on dissolution in addition to those re- 
quired by the articles (see section 2.02(a) 
(7)) (§ 4-33-202(a) (7)); levying dues, fees 
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and assessments; setting the fiscal year; 
notice and the mechanics of meetings of 
directors and members; indemnification of 
officers, directors and agents; conventions 
and appointing delegates, if any; the au- 
thority of the officers and the executive 
director, if any; procedures to be followed 
in regard to checks and bank accounts; 
keeping and inspecting corporate records; 
and provisions, not inconsistent with the 
Model Act (§ 4-33-101 et seq.) or articles, 
for amending the bylaws. 

The incorporators or initial directors 
should adopt the initial bylaws of a corpo- 
ration prior to the admission of members. 
The Model Act (§ 4-33-101 et seq.) con- 
tains specific procedures that must be 
followed to amend the bylaws or to repeal 
them and adopt new bylaws. See sections 
10.20-10.22 (§§ 4-33-1020 — 4-33-1022). 


Official Comment to Section 2.07 (A.C.A. § 4-33-207) 


In the absence of an article provision to 
the contrary, the directors may adopt, 
amend or repeal bylaws to be effective 
only in the event of an emergency. Emer- 
gency bylaws are normally adopted prior 
to the existence of the emergency as de- 
fined in section 2.07(d) (§ 4-33-207(d)). An 
emergency exists if a quorum of a corpo- 
ration’s directors cannot readily be 
achieved because of a catastrophe. A ca- 
tastrophe could include an attack upon 
the United States or a serious fire or 
flooding that makes it difficult or impossi- 
ble to obtain a quorum of the board. The 
emergency bylaws may provide special 


procedures necessary for managing the 
corporation during the emergency. 

To provide incentive for adoption of 
emergency bylaws, section 2.07(c) (§ 4-33- 
207(c)) provides that action taken in good 
faith in accordance with the emergency 
bylaws binds the corporation and may 
protect directors, officers, employees and 
agents of the corporation from liability. 

Even if a corporation does not adopt 
emergency bylaws it may still exercise the 
powers set forth in section 3.03 (§ 4-33- 
303) in the event of an emergency as 
defined in section 3.03(d) (§ 4-33-303(d)). 
See section 3.03 (§ 4-33-3083). 


Official Comment to Section 3.01 (A.C.A. § 4-33-301) 


1. Introduction 

Public benefit corporations operate for 
some public or charitable purpose, while 
religious corporations operate primarily 
or exclusively for religious purposes. Mu- 
tual benefit corporations act on behalf of 
their members or those they hold them- 
selves out as representing or benefiting. 
The Model Act (§ 4-33-101 et seq.) re- 
quires an election between public benefit, 
mutual benefit and religious status and 
allows each type of nonprofit corporation 
to engage in any lawful activity unless a 
narrower purpose clause is set forth in its 
articles. See section 2.02 (§ 4-33-202) and 


the Introduction to the Model Act (§ 4-33- 
101 et seq.). 

The failure to set forth an explicit limi- 
tation on a nonprofit corporation’s activi- 
ties does not mean that an enterprising 
entrepreneur can improperly and with im- 
punity operate in the nonprofit form. In 
general, public benefit and religious cor- 
porations cannot make distributions to 
members or controlling persons. Section 
13.01 (§ 4-33-1301). Unreasonable com- 
pensation cannot be paid to members or 
controlling persons. See Official Comment 
to Section 13.01 (§ 4-33-1301). In addi- 
tion, the attorney general has broad pow- 
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ers to ensure that a public benefit corpo- 
ration is not operating for the private 
benefit of any individual. Section 1.70 (not 
enacted by Arkansas). Religious corpora- 
tions are subject to minimal attorney gen- 
eral supervision. 

Mutual benefit corporations cannot pay 
unreasonable compensation, but can 
make distributions to members or control- 
ling persons upon dissolution, and are 
subject to less extensive attorney general 
supervision than public benefit corpora- 
tions. An entrepreneur might try to estab- 
lish a mutual benefit corporation without 
members and distribute its assets to him- 
self upon dissolution. He should be pre- 
vented from doing so if the corporation led 
those from whom it received funds into 
believing that the corporation was operat- 
ing for a public or charitable purpose, or 
that its assets would only be used for the 
benefit of those it represented or those to 
whom it provided goods or services. A 
court should find that the assets of the 
corporation may not be diverted for the 
personal benefit of a controlling person. 

While section 3.01 (§ 4-33-301) does not 
impose any limitations on a corporation’s 
purposes or the use of its assets, those 
forming nonprofit corporations may limit 
the corporate purposes in the articles of 
incorporation. Such limitations may be 
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added to obtain tax exempt status, to 
attract a significant contribution, or to 
provide a limited purpose for a corpora- 
tion. See the Official Comment to Section 
2.02 (§ 4-33-202) for a discussion of the 
dangers involved in narrowing a corpora- 
tion’s purpose or powers. Also see section 
3.04 (§ 4-33-304) dealing with the ultra 
vires concept. 

2. Other Statutes 

A nonprofit corporation may incorporate 
pursuant to chapter 2 unless some other 
state statute or law prohibits incorpora- 
tion or sets forth some condition to form- 
ing the nonprofit corporation. If so, incor- 
poration is prohibited or may only take 
place after the condition has been met. 
Section 3.01(b) (§ 4-33-301(b)). For exam- 
ple, it may be necessary to obtain the 
consent of some regulatory body prior to 
incorporating. 

Many nonprofit corporations are subject 
to regulation as a result of the nature of 
their activities. Hospitals, colleges, sec- 
ondary schools and health maintenance 
organization, for example, are subject to 
extensive regulation. Section 3.01(b) (§ 4- 
33-301(b)) provides that nonprofit corpo- 
rations continue to be subject to applica- 
ble statutory provisions even though they 
have broad corporate purposes. 


Official Comment to Section 3.02 (A.C.A. § 4-33-302)* 


Section 3.02 (§ 4-33-302) is an historic 
anomaly. In the nineteenth and early 
twentieth centuries corporate charters 
were granted for limited purposes. As cor- 
poration laws began to develop, they listed 
ad nauseam specific powers to overcome 
the problem of limited purpose corpora- 
tions. 

There was considerable sentiment on 
the Committee to simply have section 3.02 
(§ 4-33-302) provide that corporations 
have the powers of an individual to do all 
things necessary or convenient to carry 
out their activities. However, in light of 
history, it was feared that a court might 
improperly conclude that a corporation 
lacked some power because it was not 
specifically set forth in the Model Act 
(§ 4-33-101 et seq.). In addition, there 
was some concern that attorneys might 
revert to the ill-advised practice of enu- 
merating powers in articles of incorpora- 
tion. Consequently, section 3.02 (§ 4-33- 


302) provides a broad grant of powers and 
sets forth a nonexclusive list of specific 
powers. 

As a result of section 3.02 (§ 4-33-302), 
it is not necessary for a corporation to 
provide in its articles or bylaws that it has 
any particular powers. If nothing is said, a 
corporation automatically has the powers 
set forth in section 3.02 (§ 4-33-302). 

In some instances, it may be desirable 
or necessary to limit corporate powers. 
Section 3.02 (§ 4-33-302) allows the arti- 
cles of incorporation to limit the powers of 
a corporation. Limitations may be im- 
posed to obtain federal or state tax status, 
because a grantor wishes to limit the 
activities of a corporation, or for some 
other reason. Persons forming or operat- 
ing a nonprofit corporation may want to 
limit its powers. 

A distinction should be drawn between 
the power of a corporation to do all things 
necessary or convenient to carry out its 
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activities and the question of whether 
corporate acts are reasonable or otherwise 
prohibited. Section 1.50 (§ 4-33-150), for 
example, prohibits private foundations 
from taking certain actions, even though 
they have the power to do so. Similarly, 
unless limited by its articles of incorpora- 
tion, a corporation has the power to guar- 
antee performance of a contract, enter 
into a partnership, make political or other 
noncharitable contributions, but the di- 
rectors in authorizing such actions may 
breach their duty of care or loyalty. See 
sections 8.30-8.33 (§§ 4-33-830 — 4-33- 
833). 

The following changes from and clarifi- 
cations of the prior law should be noted: 

(1) Nonprofit corporations can provide 
pension and other benefits to current and 
former directors, officers, employees and 
agents. Section 3.02(11) and (12) (§ 4-33- 
302(11) and (12)). Under appropriate cir- 
cumstances the board of directors may 
establish or change benefits for former 
employees. 

(2) Nonprofit corporations have the 
power to make donations for public wel- 
fare or for charitable, scientific, or educa- 
tional purposes and for other purposes, 
not inconsistent with law, to further the 
corporate interests. Section 3.02(13) (§ 4- 
33-302(13)). This specific grant of power is 
not a limitation on the general power of 
nonprofit corporations to make the same 
donations individuals can make. 

(3) Nonprofit corporations may impose 
dues, assessments, admission and trans- 
fer fees upon their members. Section 
3.02(14) (§ 4-33-302(14)). The fact that 
articles or bylaws authorize dues, assess- 
ments or fees does not necessarily impose 
liability on members. See sections 6.13- 
6.15 (§ 4-33-613 — 4-33-615). 

(4) Nonprofit corporations have the 
power to engage in business. Nonprofit 
organizations operate hospitals, depart- 
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ment stores, consulting firms, book stores, 
automobile associations, clearing houses 
and other activities that could be charac- 
terized as business. These activities are 
within a nonprofit corporation’s powers as 
a result of section 3.02(16) (§ 4-33- 
302(16)). 

The fact that a nonprofit corporation 
has the power to operate a business does 
not mean that the corporation is acting 
properly in running the business. The 
business must be consistent with or in aid 
of the public or charitable purposes of a 
public benefit corporation, benefit the 
members of a mutual benefit corporation 
or be consistent with or in aid of the 
religious purpose of a religious corpora- 
tion. A corporation that does not operate a 
business for those purposes can be chal- 
lenged in a quo warranto or similar pro- 
ceeding. See Olsen v. National Memorial 
Gardens, Inc., 115 N.W.2d 312, 366 Mich. 
492 (1962); People v. Society of Good 
Neighbors, 42 N.W.2d 761, 327 Mich. 620 
(1950); People v. White Circle League of 
America, 97 N.E.2d 811, 408 Ill. 564 
(1951). Also see State v. National Ass’n of 
Angling & Casting Clubs, 51 N.E.2d 662 
(1943), where profit from business activi- 
ties was used for the objects of the orga- 
nization and the court found no wrongful 
activity. 

(5) Nonprofit corporations may estab- 
lish conditions for admission to member- 
ship, admit members and issue member- 
ships. Section 3.02(15) (§ 4-33-302(15)). 
This provision does not validate all admis- 
sion requirements but simply provides 
that a corporation has the power to set 
conditions. Whether the conditions are 
legal depends on applicable federal and 
state law. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 3.03 (A.C.A. § 4-33-303) 


Section 3.03 (§ 4-33-303) provides that 
a corporation has specified powers in the 
event of an emergency even if emergency 
bylaws have not been adopted pursuant to 
section 2.07 (§ 4-33-207). The section 


(§ 4-33-303) allows corporations that 
have not adopted emergency bylaws to 
continue to operate until the emergency is 
passed. 
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Official Comment to Section 3.04 (A.C.A. § 4-33-304) 


The object of section 3.04 (§ 4-33-304) is 
to do away with the ultra vires doctrine. 
This long-discredited concept is based on 
the fiction that third parties dealing with 
corporations have constructive notice of 
limitations on corporate purposes and 
powers appearing in articles of incorpora- 
tion. In the heyday of the ultra vires 
doctrine, innocent third persons or not-so- 
innocent corporations could have corpo- 
rate acts and contracts declared void or 
unenforceable on the ground that they 
were beyond the corporate purposes or 
that the corporation had no power to enter 
into the transaction. Ballentine, “Pro- 
posed Revision of the Ultra Vires Doc- 
trine,” 12 Corn. L.Q. 453 (1927). 

Courts developed a number of equitable 
doctrines to prevent unjust results. Sec- 
tion 3.04(a) (§ 4-33-304(a)) directly at- 
tacks the problem by providing that, “ex- 
cept as provided in (b), the validity of 
corporate action may not be challenged on 
the ground that the corporation lacks or 
lacked power to act.” Consequently, it is 
not necessary for a third person to check 
corporate articles for limitations on corpo- 
rate purposes or powers; nor, except as 
provided in subsection (b) (§ 4-33-304(b)), 
can a corporation avoid an obligation on 
the ground that the obligation is beyond 
its purposes or powers. 

Under subsection (b) (§ 4-33-304(b)) a 
suit may be maintained by a member ina 
derivative proceeding, or a director, or the 
attorney general against a corporation to 
enjoin an act where a third party has not 
acquired rights in regard to the transac- 
tion. For example, if a corporation is about 
to enter into a binding commitment in 
violation of its articles, a proceeding could 
be brought to enjoin the corporation if a 
third party had not acquired any rights. A 
third party with prior actual knowledge of 


the limitation in the articles cannot ac- 
quire any rights. 

If a corporation has entered into or 
completed an ultra vires transaction, a 
proceeding can be brought against the 
present or former directors, officers, em- 
ployees, or agents who caused the corpo- 
ration to act in violation of limitations 
contained in its articles. In such a situa- 
tion a third party who had acquired rights 
could enforce the ultra vires action even 
though it violated a specific provision of 
the articles. However, a director approv- 
ing such a contract would be liable if the 
director breached his or her duty of care or 
loyalty. The amount of money damages, if 
any, for violation of this section is left to 
the sound discretion of the courts. Simi- 
larly the circumstances in which an in- 
junction will issue is left to judicially de- 
veloped equitable principles. 

The focus of section 3.04 (§ 4-33-304) is 
narrow. It only validates corporate actions 
that are attacked on the ground that the 
corporation had no power to act. It does 
not address actions that: (i) violate other 
provisions of the Model Act (§ 4-33-101 et 
seq.); (ii) violate federal or state laws; (111) 
breach duties owed by. the directors, offic- 
ers, employees or agents of the corpora- 
tion; (iv) have not been approved or autho- 
rized as required by the Model Act (§ 4- 
33-101 et seq.); or (v) involve a claim by 
the corporation or a third party seeking to 
avoid liability on the ground that the 
person acting on behalf of the corporation 
was not authorized to do so or was acting 
beyond the scope of his agency or agency 
power; or (vi) breach duties owed by the 
corporation. 

Moreover section 3.04 (§ 4-33-304) does 
not deal with the authority or power of a 
corporation to sell, transfer or otherwise 
convey assets held in charitable trust or 
subject to a reversionary or other interest. 


Official Comment to Section 4.01 (A.C.A. § 4-33-401) 


1. No Requirement to Include “Cor- 
poration,” “Incorporated,” “Com- 
pany,” or “Limited” in Name 

While the Model Business Corporation 

Act (§ 4-27-101 et seq.) requires business 
corporations to use the term “corporation,” 
“incorporated,” “company,” or “limited,” or 
some abbreviation thereof in their names, 
the prior Model Nonprofit Corporation Act 


did not have a similar requirement. Impo- 
sition of such a requirement for nonprofit 
corporations would create two classes of 
corporations, those formed before and 
those formed after the effective date of the 
revised Model Nonprofit Corporation Act 
(§ 4-33-101 et seq.). This problem could be 
solved by imposing a name requirement 
on all nonprofit corporations. This ap- 
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proach is contrary to nonprofit tradition, 
would not materially protect the public 
and would entail considerable effort and 
cost. Hospitals, colleges, museums, trade 
associations and other nonprofit institu- 
tions usually do not include the words 
“corporation,” “company,” “incorporated,” 
or “limited” in their names. Any such 
addition would sound strange and, partic- 
ularly in the case of the words “company,” 
and “limited,” would not provide any 
meaningful information. Apart from the 
basic question of whether any of these 
words convey the concept of limited liabil- 
ity, nonprofit corporations can effectively 
undercut any such name requirement by 
operating under a factitious name. 

2. Names Must Be “Distinguishable 
Upon the Records of the Secre- 
tary of State” 

A corporate name must be distinguish- 
able upon the secretary of state’s records 
from other corporate names that appear 
in the secretary of state’s records. This 
requirement is imposed: “(1) to prevent 
confusion within the secretary of state’s 
office and the tax office and (2) to permit 
accuracy in naming and serving corporate 
defendants in litigation. Thus, confusion 
in an absolute or linguistic sense is the 
appropriate test under the Model Act ....” 
Official Comment to Model Business Cor- 
poration Act Section 4.01 (§ 4-27-401). 

The fact that the secretary of state files 
a corporation’s articles of incorporation 
does not give that corporation the right to 
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use the name set forth in its articles. 
Whether it can or cannot use the name 
depends on general principles of fraud and 
unfair competition. See American Kennel 
Club v. American Kennell Club, Inc., 216 
F. Supp. 267 (D. La. 1963); Lincoln Center 
for Performing Arts, Inc. v. Lincoln Center 
Classics, Record Soc., Inc., 25 Misc. 2d 
686, 210 N.Y.S.2d 275 (1960); McCarthy, 
Trademarks and Unfair Competition 
§ 9.2 (2d ed. 1984). 

A corporation may operate under a fic- 
titious name that is different than the 
name appearing in its articles of incorpo- 
ration. Of course, the use of a fictitious 
name may be prevented under general 
principles of fraud and unfair competition. 

What is “distinguishable upon the 
records of the secretary of state” is left to 
the discretion of the secretary of state. 
This discretion may be challenged pursu- 
ant to section 1.26 (§ 4-33-126). 

3. Consent to Use Name 

Subsection 4.01(c) (§ 4-33-401(c)) al- 
lows the secretary of state to authorize the 
use of a name that is not distinguishable 
upon the secretary of state’s records from 
the record name of another corporation if 
that corporation consents in writing and 
submits a satisfactory undertaking to 
change its name to one that is distinguish- 
able upon the records of the secretary of 
state. The undertaking should be consis- 
tent with and no broader than the require- 
ments of section 4.01 (§ 4-33-401). 


Official Comment to Section 4.02 (A.C.A. § 4-33-402) 


Considerable effort is often expended in 
finding an appropriate name for a non- 
profit corporation. Under the Model Act 
(§ 4-33-101 et seq.) those forming a non- 
profit corporation, after determining that 
a particular name is available, can reserve 
that name for a nonrenewable 120-day 
period. The 120-day period should be more 
than sufficient to form the corporation. 

The ability to reserve a name is avail- 
able to any person and is not dependent on 


any particular intent or purpose. The per- 
son reserving the name may transfer the 
reserved name to another person by deliv- 
ering to the secretary of state a signed 
notice of the transfer stating the name 
and address of the transferee. 

While a name reservation is not renew- 
able, after the initial reservation period 
has lapsed, any person, including a person 
who held the prior reservation, may re- 
serve the name. 


Official Comment to Section 4.03 (A.C.A. § 4-33-403) 


Section 4.03 (§ 4-33-403) allows a for- 
eign corporation that is not qualified to 
transact business in a state, to register 
and thereby reserve its name. In effect, 
section 4.03 (§ 4-33-403) allows a foreign 


corporation to reserve the right to qualify 
its name if it subsequently decides to do 
so. Even if a foreign corporation reserves 
its name, it may be precluded from using 
its name in the state under unfair compe- 
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tition or similar concepts. See Official 
Comment to Section 4.01 (§ 4-33-401). 

A foreign corporation may renew its 
registered name yearly. Thus, the regis- 
tration provisions of section 4.03 (§ 4-33- 
403) allow perpetual renewal while the 
reservation provisions of section 4.02 
(§ 4-33-402) allow a single 120-day reser- 
vation with the possibility of additional 
reservations if no one else reserves the 
name. 
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A foreign corporation may only register 
its real corporate name or its corporate 
name with any change required by section 
15.06 (§ 4-33-1506). A foreign corporation 
that wishes to register a fictitious name 
may do so by incorporating an inactive 
domestic or foreign subsidiary using the 
desired fictitious name. 


Official Comment to Section 5.01 (A.C.A. § 4-33-501) 


Section 5.01 (§ 4-33-501) is particularly 
important for nonprofit corporations, 
many of which are small, have no perma- 
nent office, and are difficult to locate. 
Section 5.01 (§ 4-33-501), by mandating a 
registered agent and registered office, pro- 
vides a place where service of process can 
be made and notices from governmental 
entities directed. 

Section 5.01 (§ 4-33-501) requires all 
nonprofit corporations to maintain a reg- 
istered office and a registered agent at the 
same address. The office may be anywhere 
in the state. It is a “legal” office and in 
many cases will not be the same as the 


real office, if any, of the corporation. Any 
person who resides in the state, any do- 
mestic nonprofit or business corporation 
or any foreign nonprofit or business corpo- 
ration authorized to do business in the 
state may serve as the registered agent. 
Many nonprofit corporations will desig- 
nate an officer or their attorney to act as 
their registered agent. Nonprofit corpora- 
tions can employ corporation service com- 
panies to act as their registered agent and 
provide their registered office. The office of 
the agent will become the registered office 
of the corporation. 


Official Comment to Section 5.02 (A.C.A. § 4-33-502) 


Section 5.02 (§ 4-33-502) provides an 
easy method for changing a registered 
agent or registered office without the need 
to obtain board or member approval. The 
section (§ 4-33-502) requires a newly des- 
ignated registered agent to sign a written 
consent to the appointment. This is to 
ensure that a nonprofit corporation does 
not appoint someone to serve as registered 


agent without informing that person of 
the appointment and obtaining that per- 
son’s consent. 

Section 5.02(c) (§ 4-33-502(c)) allows a 
registered agent to change the address of 
the registered office simply by notifying 
the corporation and signing and deliver- 
ing a statement of change to the secretary 
of state. 


Official Comment to Section 5.03 (A.C.A. § 4-33-503)* 


Under section 5.03 (§ 4-33-503) a regis- 
tered agent may resign by delivering to 
the secretary of state a signed original and 
two copies of a statement of resignation. 
The secretary of state will then inform the 
corporation of the resignation by mailing 
one copy to the registered office and an- 
other copy to the corporation “at its prin- 


cipal office shown on its most recent an- 
nual report filed under section 16.22.” 
(Section 16.22 of the Model Act was not 
enacted by Arkansas) 


*The version of this section enacted by 
Arkansas differs from the model Act. 
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Official Comment to Section 5.04 (A.C.A. § 4-33-504)* 


Section 5.04 (§ 4-33-504) sets forth two 
nonexclusive ways of serving a corpora- 
tion with process. A nonprofit corporation 
can be served by serving its registered 
agent if it has one. If it has no registered 
agent, or the registered agent cannot with 
reasonable diligence be served, the corpo- 
ration may be served at its principal office 
as shown on the most recent annual re- 
port filed under section 16.22 (not enacted 
by Arkansas). 


Section 5.04 (§ 4-33-504) does not pre- 
scribe the only means or necessarily the 
required means of serving the corpora- 
tion. A state may have a code of civil 
procedure or other law providing alterna- 
tive ways of serving nonprofit corpora- 
tions. 


*The version of this section enacted by 
Arkansas differs from the model Act. 


Official Comment to Section 6.01 (A.C.A. § 4-33-601) 


Section 3.02 (§ 4-33-302) allows, but 
does not require, a nonprofit corporation 
to admit members. Any person may be 
admitted as a member. See section 
1.40(21) (§ 4-33-140(22)). As the defini- 
tion of person contained in_ section 
1.40(25) (§ 4-33-140(26)) is all encom- 
passing, minors, corporations, partner- 
ships, governmental subdivisions and any 
other person without limitation may be 
admitted to membership. See New York 
Not-for-Profit Corporation Law § 601. 

Section 3.02(15) (§ 4-33-302(15)) allows 
corporations to “establish conditions for 
admission of members” and “admit mem- 
bers.” The requirements for admission are 
normally set forth in the articles, bylaws 
or a resolution adopted by the board. 
These requirements will be upheld unless 
they conflict with some federal or state 
law. 

Subdivision (b) (§ 4-33-601(b)) prevents 
corporations from admitting people as 
members unless they consent to becoming 
members. Consent may be express or im- 
plied. For example, consent may be im- 


plied by acceptance of membership bene- 
fits knowing that the benefits are only 
offered to members. 

Corporations sometimes name people 
as members without knowing or having 
the ability to identify individual members. 
For example, a corporation’s bylaws may 
provide that “all poor people within one 
mile of city hall are members entitled to 
vote for directors.” In many instances 
there is no way to prepare a list of these 
“members” or meet the notice or other 
requirements of the Model Act (§ 4-33- 
101 et seq.) as to them, unless they iden- 
tify themselves to the corporation. As a 
result of section 6.01 (§ 4-33-601), the 
above bylaw provision simply authorizes 
poor people in the area to become mem- 
bers. Before they became members they 
would have to apply for or consent to 
joining by attending a meeting, voting or 
otherwise evidencing consent. Until they 
had manifested this consent they would 
not be “members” as that term is defined 
in section 1.40(21) (§ 4-33-140(22)). 


Official Comment to Section 6.02 (A.C.A. § 4-33-602) 


Issuance of a membership, unlike the 
sale of stock, does not necessarily involve 
the sale of something of value. Member- 
ships in public benefit and religious cor- 
porations have no economic value, but 
reflect a contribution or a commitment to 
participate in or support the organization 
and its objectives. Memberships in mutual 
benefit corporations may or may not have 
an economic value depending on the na- 
ture of the organization. Nonprofit corpo- 
rations need the ability to issue member- 
ships for no consideration or such 


consideration as is set forth in or deter- 
mined by their articles, bylaws, or board. 
Section 6.02 (§ 4-33-602) provides this 
flexibility. 

Consideration may take any form in- 
cluding but not limited to promissory 
notes, intangible property, or past or fu- 
ture services. Payment may be made at 
such times and upon such terms as are set 
forth in or authorized by the articles, 
bylaws or a resolution of the board. It may 
be a fixed amount or based on a formula. 
For example, in some trade associations 
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the cost of joining is based on the sales, 
net worth, or other characteristics of the 
applicant. 

Provisions regarding the amount, na- 
ture and time of payment may be set forth 
in the articles, bylaws or a resolution 
adopted by the board. Board members in 
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determining the nature, timing, and 
amount, if any, of payments are required 
to fulfill their duty of care and loyalty. The 
obligation of members to make payments 
to their corporation is dealt with in section 
6.13 (§ 4-33-613). 


Official Comment to Section 6.03 (A.C.A. § 4-33-603) 


Nonprofit corporations are not required 
to have members. They may operate with 
designated or appointed directors, self- 
perpetuating boards or delegates. See sec- 
tions 6.40 and 8.04(b) (§§ 4-33-640 and 
4-33-804(b)). 

Most mutual benefit corporations have 
members. The members are those persons 
for whose benefit the corporation oper- 
ates. There was some sentiment on the 
Committee to require all mutual benefit 
corporations to have members. However, 
numerous mutual benefit corporations 
serve or represent individuals or entities 
who pay for the services or representation 
but have no right to vote for directors. As 
they have no right to vote for directors, 


they are not “members” as that term is 
used in section 1.40(21) (§ 4-33-140(22)) 
of the Model Act (§ 4-33-101 et seq.). (The 
corporation may, however, refer to them as 
“members.”) A majority of the Committee 
felt that the Model Act (§ 4-33-101 et seq.) 
should not prevent mutual benefit corpo- 
rations from operating with self-perpetu- 
ating boards. However, by allowing this 
flexibility, the Model Act (§ 4-33-101 et 
seq.) does not affect the duties, if any, the 
board may have toward those for whose 
benefit the corporation operates and who 
pay to support its activities. The nature 
and the extent of these duties, if any, is 
left to a case-by-case determination. 


Official Comment to Section 6.10 (A.C.A. § 4-33-610) 


Section 6.10 (§ 4-33-610) allows great 
flexibility and diversity in membership 
rights. In the absence of an applicable 
article or bylaw provision, all members 
have the same rights and obligations with 
respect to voting, dissolution, redemption 
and transfer. If some members have dif- 
ferent rights or obligations in regard to 
any of these matters, these rights must be 
set forth in the articles or bylaws and 
those members comprise a class of mem- 
bers. See section 1.40(5) (§ 4-33-140(5)) 
which defines class as “a group of mem- 
berships that have the same rights with 
respect to voting, dissolution, redemption 
and transfer.” A class vote may be required 
to amend voting, dissolution, redemption 
or transfer rights. See sections 10.04 and 
10.22 (8§ 4-33-1004 and 4-33-1022). Un- 
less the differences as to voting, dissolu- 
tion, redemption or transfer are set forth 
in the articles, or bylaws, each member 
has the same rights and obligations in 
regard to these matters as every other 
member. 

The articles or bylaws may authorize 
any person, group or committee to estab- 
lish different rights and obligations for 


different members unless different rights 
and obligations would create a separate 
class of members. 

The differences may relate to dues, as- 
sessments, transfers of memberships in 
mutual benefit corporations, use of facili- 
ties, termination or suspension of mem- 
bers, voting, distributions on dissolution 
of mutual benefit corporations and other 
factors. Distinctions can be made between 
individual, corporate and other entities 
that are members of the corporation. 
These distinctions between members can 
be based on size, net worth, number of 
employees, activity and other factors. 
These distinctions do not necessarily re- 
sult in classes having the right to vote 
separately on matters requiring a mem- 
ber vote. See sections 10.04 and 10.22 
(§§ 4-33-1004 and 4-33-1022). 

Federal or state law may prohibit some 
differences or distinctions. Absent such a 
law, the underlying philosophy of the 
Model Act (§ 4-33-101 et seq.) as embod- 
ied in section 6.10 (§ 4-33-610) is to au- 
thorize great diversity in memberships. 

Once members have been admitted, a 
vote of the members may be required to 
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change membership rights and obliga- 
tions. See sections 10.03, 10.04, 10.21 and 
10.22 (§§ 4-33-1008, 4-33-1004, 4-33-1021 
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and 4-33-1022). Members’ obligations to 
the corporation are dealt with in section 
6.14 (§ 4-33-614). 


Official Comment to Section 6.11 (A.C.A. § 4-33-611) 


Subdivision (a) (§ 4-33-611(a)) provides 
that a membership in a mutual benefit 
corporation cannot be transferred unless 
the articles or bylaws provide for trans- 
fers. This comports with the reasonable 
expectations of members of most mutual 
benefit corporations. A corporation’s arti- 
cles or bylaws may provide for transfers if 
the members want transferable member- 
ships. The articles or bylaws may impose 
limitations, conditions, and fees as a con- 
dition to transferring memberships. 

Subdivision (b) (§ 4-33-611(b)) rein- 
forces the concept that memberships in 
public benefit and religious corporations 
are not securities, do not represent a valu- 
able asset, are personal to each member, 
and should not be sold for value. More- 


over, subdivision (b) (§ 4-33-611(b)) pro- 
hibits a member of a public benefit or 
religious corporation from giving a mem- 
bership to another person. This prevents 
members from passing membership rights 
to their friends or relatives without regard 
to their qualifications. 

Subdivision (c) (§ 4-33-611(c)) is partic- 
ularly important to members of mutual 
benefit corporations if their memberships 
represent a valuable asset. It provides 
that no restriction on transfer can be 
imposed after the fact without approval of 
the members and the affected member. A 
class vote may be required. See sections 
10.04, 10.05, 10.21 and 10.22 (§§ 4-33- 
1004, 4-33- 1005, 4-33-1021 and 4-33- 
1022). 


Official Comment to Section 6.12 (A.C.A. § 4-33-612) 


Section 6.12 (§ .4-33-612) sets forth the 
general rule that members have no per- 
sonal liability to third parties for the cor- 
poration’s acts, debts, liabilities, or obliga- 
tions. Following incorporation members 
have limited liability in the absence of: (i) 
facts allowing a court to pierce the corpo- 


rate veil; or (ii) a legally enforceable obli- 
gation of a member to the corporation. See 
section 2.04 (§ 4-33-204) as to the liability 
of persons purporting to act as or on 
behalf of a corporation that has not been 
formed. 


Official Comment to Section 6.13 (A.C.A. § 4-33-613) 


Shareholders rarely obligate them- 
selves to make payments to business cor- 
porations. Members, particularly mem- 
bers of mutual benefit corporations, often 
agree to make yearly or other payments 
for benefits or services provided by non- 
profit corporations. 

The crucial question is whether or not 
the member agreed or consented to the 
obligation or knowingly accepted some- 
thing of value. A member is not obligated 
to the corporation in the absence of such 
agreement, consent, or knowing accep- 
tance. 

Particularly difficult factual questions 
may be presented in regard to whether a 
member has agreed or consented to dues, 
assessments and fees. Section 6.13 (§ 4- 


33-613) provides that an article, bylaw or 
corporate resolution authorizing dues, as- 
sessments or fees is not, by itself, suffi- 
cient to impose liability. Some consent or 
acquiescence is necessary. A member’s 
agreeing to “the corporation’s bylaws as 
they may be amended from time to time” 
would normally not evidence such con- 
sent. Conversely, such consent would nor- 
mally be shown if a member agreed in 
writing to “such dues, assessments and 
fees as the board may from time to time 
determine” or “as the bylaws may from 
time to time provide.” Under appropriate 
circumstances consent may be implied 
from the payment of dues, assessments 
and fees. The term “fees” includes initia- 
tion fees. 
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Official Comment to Section 6.14 (A.C.A. 4-33-614) 


Section 6.14 (§ 4-33-614) requires a 
creditor to obtain a final judgment against 
a corporation before suing its members 
unless a proceeding against the corpora- 
tion would be useless. A proceeding would 
usually be useless if a corporation was 
bankrupt or it was obvious that it did not 


have sufficient assets to meet the obliga- 
tion. Section 6.14 (§ 4-33-614) is not in- 
tended to preclude the availability of 
other remedies to a creditor, as, for exam- 
ple, under the Uniform Fraudulent Trans- 
fer Act (§ 4-59-201 et seq.). 


Official Comment to Section 6.20 (A.C.A. § 4-33-620) 


Section 6.20(a) (§ 4-33-620(a)) sets 
forth the basic right of a member to resign 
from a nonprofit corporation at any time. 
A nonprofit organization cannot force a 
person to belong to it. However, a person 
may be liable to the corporation for wrong- 
fully withdrawing in violation of contrac- 
tual or other obligations to remain as a 
member. Under section 6.20(b) (§ 4-33- 
620(b)) a person may be liable for obliga- 
tions incurred or commitments made prior 
to the resignation. These commitments 
may extend beyond the time the member 
resigns. 

Resignation from membership will not 
allow a person to avoid liability for goods 


or services already provided or for ongoing 
obligations to which the member agreed 
prior to resignation. Section 6.20(b) (§ 4- 
33-620(b)). This provision (§ 4-33-620(b)) 
is particularly important to corporations 
that provide benefits or services to mem- 
bers’ businesses. The member in joining 
the organization may promise to use its 
facilities or services for a specified period 
of time. While section 6.20(a) (§ 4-33- 
620(a)) allows a member to resign at any 
time, section 6.20(b) (§ 4-33-620(b)) al- 
lows the corporation to enforce or obtain 
damages for violation of a member’s 
agreement. 


Official Comment to Section 6.21 (A.C.A. § 4-33-621) 


Section 6.21 (§ 4-33-621) codifies the 
judicially developed requirement that ex- 
pulsions, suspensions and terminations in 
public benefit and mutual benefit corpora- 
tions must take place by means of a fair 
and reasonable procedure. Subsection (b) 
(1) (§ 4-33-621(b) (1)) provides a proce- 
dural “safe harbor” for corporations that 
meet its requirements. 

If the “safe harbor” provisions are not 
met, a court may still uphold the proce- 
dural aspects of a termination on the 
ground that they were “fair and reason- 
able taking into consideration all the rel- 
evant facts and circumstances.” Subsec- 
tion (b) (2) (§ 4-33- 621(b) (2)). 

Section 6.21 (§ 4-33-621) does not deal 
with the question of the substantive 
grounds for termination. Nor does it ne- 
gate the requirements that the procedure 
be carried out in good faith and not con- 
flict with the corporation’s internal proce- 
dures. 


To provide finality subsection (d) (§ 4- 
33-621(d)) requires that a proceeding 
challenging an expulsion, suspension or 
termination be commenced within one 
year after the date of the expulsion, sus- 
pension or termination. 

A person who has been expelled or sus- 
pended is liable for dues, assessments and 
fees based on commitments made or obli- 
gations incurred prior to the expulsion or 
suspension. If the person has contracted 
or agreed to make payments to the corpo- 
ration regardless of his or her status as a 
member, that obligation continues even 
though the person is suspended or is no 
longer a member. In general, courts have 
not evaluated the fairness and reason- 
ableness of procedures used by religious 
corporations to expel or suspend mem- 
bers. Section 6.21 (§ 4-33-621) does not 
expand or contract the rights of members 
of religious corporations in regard to ter- 
mination, expulsion or suspension. 
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Official Comment to Section 6.22 (A.C.A, § 4-33-622) 


Section 6.22 (§ 4-33-622) distinguishes 
public benefit and religious corporations 
from mutual benefit corporations by pro- 
hibiting the former from purchasing any 
of their memberships. 

The assets of public benefit and reli- 
gious corporations are held for a public, 
charitable or religious purpose and may 
not be distributed to members upon disso- 
lution or while the corporation is operat- 
ing. Allowing public benefit and religious 
corporations to purchase memberships 
would invite evasion of this rule. 

Members in mutual benefit corpora- 
tions may have an economic interest in 
the corporation and their memberships 
may represent a valuable asset. Upon 
dissolution, any surplus may be distrib- 
uted to members in the absence of some 
other distribution provision. Conse- 
quently, there is no need for an absolute 


prohibition on purchase of memberships. 
In fact, there is a need to authorize such 
purchases under specified conditions. For 
example, country clubs and other mutual 
benefit organizations often issue member- 
ships and agree to repurchase them if 
certain conditions are met. 

Certain protections must be provided to 
the creditors of the corporation to ensure 
that the assets are not improperly di- 
verted to members thereby rendering the 
corporation unable to meet its liabilities. 
Consequently, the provisions of Chapter 
13 (§ 4-33-1301 et seq.) relating to prohib- 
ited distributions are specifically refer- 
enced in section 6.22 (§ 4-33-622). 

If a mutual benefit corporation has 
members, a bylaw provision authorizing 
purchase of memberships must be ap- 
proved by the members. See sections 10.21 
and 10.22 (§§ 4-33-1021 and 4-33-1022). 


Official Comment to Section 6.30* 


1. Who May Bring Derivative Suits 

Section 6.30 authorizes any director or 
members of domestic or foreign corpora- 
tions holding five percent or more of the 
voting power or fifty members, whichever 
is less, to bring a derivative suit on behalf 
of the corporation. Each complainant 
must be a member or director at the time 
of the proceeding, but does not have to 
have been a member or director at the 
time of the complained-of act. The five 
percent or fifty-member test and the dis- 
cretion a court has to award expenses 
(including counsel fees) if it finds that the 
suit was commenced without reasonable 
cause, should prevent strike suits and 
suits by a single or insignificant number of 
members. 

2. Prior Demand on Board 

In most instances prior demand on a 
corporation’s board is a condition prece- 
dent to bringing a derivative suit. The 
demand allows the directors to investigate 
the claim and to act on behalf of the 
corporation if they find that action is war- 
ranted. If the corporation’s investigation 
is in progress when the proceeding is filed, 
the court has discretion to stay the suit 
until the investigation is completed. 

In some instances it is not necessary to 
make a demand on the directors prior to 
bringing suit. Where a demand would be 
useless the person bringing the action 


need only allege the reasons a demand 
was not made. A demand would be use- 
less, for example, if the suit was against 
all the directors for entering into a conflict 
of interest transaction. 

There is no requirement of a demand on 
a corporation’s members. 

Section 6.30 does not answer the vexing 
question of the effect of a determination 
by an independent majority of the board 
not to sue. This question is left to a case- 
by-case determination by the courts. 

3. Miscellaneous Procedural Mat- 
ters | 

Section 6.30 does not require those 
bringing a derivative suit to post a bond 
for expenses of the corporation or its offic- 
ers or directors. On balance a bond re- 
quirement does more to deter meritorious 
suits by those unable to afford a bond, 
than to provide protection to the corpora- 
tion and its officers. 

4. Termination of the Proceeding 

To ensure that settlement of a deriva- 
tive suit is fair to the corporation and all 
its members, common law requires court 
approval of any settlement or discontinu- 
ance of the action. If a court determines 
that a proposed discontinuance or settle- 
ment will substantially affect the inter- 
ests of a corporation’s members, it may 
require notice of the settlement to be sent 
to the members. The court has discretion 
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to determine who is to pay for the cost of 
giving notice. If notice is required, a court 
should consider the possibility of giving 
notice by means of a corporate magazine 
or newsletter. See section 1.41 (§ 4-33- 
141). 

5. Award of Costs and Counsel Fees 

A court has discretion to require the 
complainants to pay the defendant’s rea- 
sonable expenses (including counsel fees) 
if it finds that the proceeding was com- 
menced frivolously or in bad faith. Section 
8.30(d) (§ 4-33-830(d)). This provision is 
particularly important in the case of pub- 
lic benefit or religious corporations that 
may spend funds defending a lawsuit 
rather than devoting them to their public, 
charitable or religious purposes. 

A court also has discretion to award 
reasonable expenses (including counsel 
fees) to complainants if: (1) they were 
successful in whole or in part (success 
requires that the corporation take some 
action that the complainants sought or 
receive some economic or other benefit); or 
(2) anything was received by the corpora- 
tion as a result of a judgment. 

If the complainants are members of a 
public benefit corporation they can not 
receive anything of economic value as a 
result of a derivative suit. Members of 
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mutual benefit or religious corporations 
may receive something of value so long as 
that which they receive is not a prohibited 
distribution. 

6. Notice to the Attorney General 

The attorney general must be given 
notice of any derivative suit involving a 
public benefit corporation or assets held in 
charitable trust by a mutual benefit cor- 
poration. The notice provides the attorney 
general an opportunity to learn of and 
evaluate the dispute. After an evaluation 
the attorney general may, but does not 
have to, join in any such action. See sec- 
tion 1.70 (not enacted by Arkansas). 

7. Exhaustion of Internal Remedies 

Some nonprofit corporations have pro- 
cedures for resolving internal disputes. In 
general these procedures should be ex- 
hausted prior to bringing a derivative 
suit. 

8. Constitutional Limitations 

Federal or state constitutional provi- 
sions may prohibit courts from consider- 
ing derivative suits brought on behalf of 
religious corporations. 


*This section was not enacted by Arkan- 


sas. 


Official Comment to Section 6.40 (A.C.A. § 4-33-640) 


Section 6.40 (§ 4-33-640) authorizes 
corporations to operate with delegates 
rather than or in addition to members or a 
self-perpetuating board. The law in re- 
gard to delegates and their rights is not as 
well developed as that relating to mem- 
bers or self-perpetuating boards. For this 
reason section 6.40 (§ 4-33-640) does not 
set forth detailed provisions. It authorizes 
the articles or bylaws to set forth rules in 
regard to delegates, meetings of delegates, 
and carrying on corporate activities dur- 
ing and between meetings of delegates. 

Section 6.40 (§ 4-33-640) does not im- 
munize these rules from attack, but cre- 
ates a presumption of their validity. In 


amending, deleting or adding rules, the 
corporation must comply with its own 
internal requirements. 

Once rules have been adopted they 
must be applied in a reasonable way con- 
sidering the nature, size, customs and 
operations of the corporation. 

If the corporation has a board, the board 
is bound by the provisions set forth in 
Chapter 8 (§ 4-33-801 et seq.). Insofar as 
the delegates have been given the powers 
or some of the powers of members or the 
board, they have analogous rights, duties 
and obligations. See section 8.01 (§ 4-33- 
801). 


Official Comment to Section 7.01 (A.C.A. § (§ 4-33-701)* 


Section 7.01(a) (§ 4-33-701(a)) requires 
all nonprofit corporations with members 
to hold annual meetings. The main activ- 
ity at most annual meetings is the election 


of directors. However, directors may be 
elected by written ballot or written con- 
sent. See sections 7.04 and 7.08 (§§ 4-33- 
704 and 4-33-708). Even if directors are 
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not to be elected, it is still necessary to 
have an annual meeting to: (1) serve as a 
town forum in which the president and 
officers report on and answer reasonable 
questions concerning the activities and 
financial condition of the corporation; and 
(2) consider matters that may be raised 
consistent with the requirements of sec- 
tions 7.05 and 7.23(b) (§§ 4-33-705 and 
4-33-7283 (b)). 

Some nonprofit corporations hold regu- 
lar meetings of members in addition to 
holding an annual meeting of members. In 
some cases these regular meetings deal 
with matters that might otherwise be 
dealt with by the board of directors. Sec- 
tion 7.01(b) (§ 4-33-701(b)) recognizes 
this practice and allows nonprofit corpora- 
tions to hold regular meetings of members 
at times stated in or fixed in accordance 
with their bylaws. The Model Act (§ 4-33- 
101 et seq.) does not require that any 
action be taken at these meetings. How- 
ever, any action taken must be consistent 
with the notice requirements of sections 
7.05 and 7.23(b) (88 4-33-705 and 4-33- 
723(b)). 

If an annual or required regular meet- 
ing is not held, a member and, in the case 
of a public benefit corporation, the attor- 
ney general, may sue under section 7.03 
(§ 4-33-703) to compel the corporation to 
hold the meeting. 

Many nonprofit corporations operate in- 
formally and may not hold an annual or 
regular meeting required by their bylaws. 


591 


The failure to hold an annual or regular 
meeting: (1) “does not affect the validity of 
any corporate action” (section 7.01(d)) 
(§ 4-33-701(d)); and (2) the directors in 
office continue to serve until their succes- 
sors are elected and qualify (section 
8.05(b)) (§ 4-33-805(b)). The corporation 
can continue to function. Actions taken by 
its board, officers and employees will be 
valid even though the corporation has not 
complied with the requirements of section 
7.01 (§ 4-33-701). However, the directors’ 
failure to call an annual or regular meet- 
ing might violate the duties set forth in 
section 8.30 (§ 4-33-830). 

The bylaws may state the time and 
place of annual and regular meetings or 
may authorize the board or some other 
person to determine the time and place of 
annual and regular meetings. If the latter 
approach is used, the board or person 
calling the meeting has great discretion in 
establishing a convenient time and place 
for the meeting. This discretion must be 
exercised in good faith consistent with the 
duties set forth in section 8.30 (§ 4-33- 
830). 

Annual meetings are only required for 
corporations with members. If a corpora- 
tion has no members, there is no purpose 
in mandating an annual meeting of mem- 
bers. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 7.02 (A.C.A. § 4-33-702) 


1. Matters To Be Considered at Spe- 
cial Meeting 

Special meetings are called to consider 
matters that have arisen between annual 
meetings. Only those matters that are 
within the purpose or purposes described 
in the notice of the special meeting may be 
considered at a special meeting. Section 
7.02(e) (§ 4-33-702(e)). This is to ensure 
that members will have adequate notice of 
all matters to be considered, can decide 
whether or not to attend the meeting, and 
cannot be forced to vote on unnoticed 
matters. 

2. Persons Who May Call Special 
Meetings 

Special meetings of all nonprofit corpo- 
rations may be called by: (1) the board of 
directors; and (2) a person or persons 


authorized to do so by the articles or 
bylaws. The articles or bylaws may autho- 
rize the presiding officer of the board, the 
president, any corporate officer, a member 
or any other person to call a special meet- 
ing of members. Except as provided in the 
articles or bylaws of a religious corpora- 
tion a person or persons holding five per- 
cent or more of the voting power of any 
corporation may demand that a special 
meeting be called. 

3. Obligations of Corporation 

The corporation has thirty days from 
receipt of a proper demand for a special 
meeting to give notice of the meeting. It 
has discretion to set a convenient time 
and place for the meeting, but should give 
due consideration to the time and place 
suggested by the person demanding a spe- 


592 


cial meeting. The board or person acting 
on behalf of the corporation must act in 
good faith consistent with the duties set 
forth in section 8.30 (§ 4-33-830). 

4, Wrongful Refusal to Call Special 
Meeting 

In a nonprofit corporation, unlike a 
business corporation, those seeking a spe- 
cial meeting may have no economic ability 
or incentive to bring a legal proceeding to 
compel a special meeting. Requiring those 
seeking a special meeting to sue may be 
tantamount to prohibiting special meet- 
ings wrongfully opposed by those running 
the corporation. Consequently section 
7.02(c) (§ 4-33-702(c)) allows those seek- 
ing a special meeting to resort to self-help 
if the corporation has wrongfully refused 
to call a meeting for a thirty-day period. 
Those seeking the meeting are authorized 
to call the meeting at a convenient time 
and place. In setting the time and place 
they must act reasonably and in good 
faith. The self-help remedy will be avail- 
able only if the members seeking the 
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meeting have a membership list or access 
to a membership list. The provisions of 
section 7.20 (§ 4-33-720) and Chapter 
16** allow access to a membership list to 
communicate with other members con- 
cerning a special meeting. However, a 
corporation that wrongfully refuses to call 
a special meeting is not likely to voluntar- 
ily supply a membership list. Therefore, 
as a practical matter the self-help remedy 
is limited to corporations with a few mem- 
bers or those where the membership list is 
generally available. 

If the members cannot or do not want to 
notice a meeting, they may sue under 
section 7.03 (§ 4-33-703)* to compel the 
corporation to notice and hold the meet- 
ing. 


*Chapter 16 of the Model Act was not 
enacted by Arkansas. 

**The version of section 7.03 enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 7.03 (A.C.A. § 4-33-703)* 


Section 7.03 (§ 4-33-703) allows mem- 
bers, persons entitled to participate in an 
annual or regular meeting or to call a 
special meeting, and the attorney general 
in the case of a public benefit corporation, 
to have a court enforce the provisions of 
sections 7.01 and 7.02 (§§ 4-33-7011 and 
4-33-702) requiring annual, regular and 
special meetings. The court may act if (1) 
the annual meeting has not been held 
within the earlier of six months after the 
end of the corporation’s fiscal year or fif- 
teen months after its last annual meeting; 
(2) the regular meeting has not been held 
within 40 days after the date it was re- 
quired to be held; or (3) a special meeting 
is not noticed within thirty days after the 
date demand was delivered to a corporate 
officer or was not held within a reasonable 
time. See section 7.05 (§ 4-33-705). 

Under section 7.03 (§ 4-33-703) a court 
has discretion to determine whether or 
not to call an annual, regular or special 
meeting, when and where it should be 
held, what the record date will be, and 


what conditions, if any, should be imposed 
as a condition to holding the meeting. If it 
orders a meeting, it also has discretion to 
determine whether or not attorney’s fees 
and costs should be paid by the corpora- 
tion. In exercising its discretion the court 
should consider the good faith of the par- 
ties, the reasons the meeting has not been 
noticed or held, and other relevant factors. 

Subsection (b) (§ 4-33-703(b)) allows 
the court to fix the quorum requirement 
“or direct that the votes represented at the 
meeting constitute a quorum for” specified 
matters. This second alternative prevents 
those opposing the meeting from not at- 
tending the meeting or withholding suffi- 
cient proxies to prevent a meeting from 
occurring due to lack of a quorum. A 
court-ordered notice should set forth any 
special quorum requirements to prevent 
members from being misled. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 
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Official Comment to Section 7.04 (A.C.A. § 4-33-704) 


Section 7.04 (§ 4-33-7 04) authorizes 
members holding at least eighty percent 
of the voting power acting by written 
consent to take any action that could be 
taken at a meeting of members. See sec- 
tion 1.40(35) (§ 4-33-140(36)) for a defini- 
tion of voting power. Mergers, sale of all or 
substantially all of a corporation’s assets, 
dissolution and other significant corporate 
actions can be approved by written con- 
sent. The articles or bylaws may limit or 
prohibit action by written consent. 

Subsection (d) (§ 4-33-704(d)) requires 
that each member who did not sign the 
written consent be given written notice of 
any action approved pursuant to section 
7.04 (§ 4-33-704). Action authorized pur- 
suant to section 7.04 (§ 4-33-704) is effec- 
tive ten days after such notice is given. 
See section 1.41 ($ 4-33-141) for a defini- 
tion of the effective date of the notice. This 
notice provides an opportunity for mem- 
bers to protect their rights. 

Corporations with numerous members 
can usually hold a meeting quicker than 
they can take action pursuant to section 
7.04 (§ 4-33-704). Consequently section 
7.04 (§ 4-33-704) will only be useful to 


nonprofit corporations with a few mem- 
bers or with a few members who hold at 
least eighty percent of the voting power. 

A member may withdraw his or her 
consent at any time prior to consents 
representing eighty percent of the voting 
power being delivered to the corporation. 
Any such withdrawal is ineffective if de- 
livered after the requisite consents have 
been delivered to the corporation. The 
withdrawing member may bring some 
court action to annul the consent if it was 
procured by fraud or some other improper 
means. 

Action by written consent cannot serve 
as a substitute for a special meeting. If a 
special meeting is properly demanded, it 
must be held even though the matter or 
matters to be considered at the meeting 
could be voted upon by written consent. 
Similarly the annual meeting require- 
ment of the Model Act (§ 4-33-101 et seq.) 
may not be circumvented by having a 
written consent. Even if directors are 
elected by written consent, the annual 
meeting must be held as provided in sec- 
tion 7.01 (§ 4-33-701). 


Official Comment to Section 7.05 (A.C.A. § 4-33-705) 


Section 7.05 (§ 4-33-705) provides al- 
ternative ways of complying with the no- 
tice requirements of the Model Act (§ 4- 
33-101 et seq.). A nonprofit corporation 
may comply with the “safe harbor” notice 
requirements contained in subsection (c) 
(§ 4-33-705(c)) or for some matters it may 
given notice by any means consistent with 
its bylaws that is “fair and reasonable 
when all the circumstances are consid- 
ered.” The circumstances include the pur- 
pose of the meeting and the nature, size, 
customs, and operations of the corpora- 
tion. Section 7.05(b) (§ 4-33-705(b)). 

The “safe harbor” provisions require no- 
tice of the place, date and time of each 
annual and special meeting of members. 
This notice must be given no fewer than 
10 nor more than 50 days before the 
meeting date unless the notice is mailed 
by other than first class or registered 
mail. To save money, many nonprofit cor- 
porations use their nonprofit mailing priv- 
ileges to send notices. To accommodate 
this practice, section 7.05(c) (1) (§ 4-33- 
705(c) (1)) authorizes mailing by other 


than first class or certified mail but re- 
quires that notice sent by such means be 
mailed at least 30 days before the meeting 
date. 

The “safe harbor” provisions distinguish 
between annual, regular and_ special 
meetings in one respect. Notice of special 
meetings must include a description of the 
matter or matters that will be considered 
at the meeting. The notice of annual and 
regular meetings does not require a de- 
scription of any matters to be considered 
at the meetings unless there is a proposal 
to amend the articles or bylaws, to indem- 
nify a director or to approve a merger, sale 
of assets, dissolution or conflict of interest 
transaction. 

While the “safe harbor” provisions are 
similar to typical notice requirements for 
business corporations, they may not be 
consistent with the practice of small, non- 
traditional or financially insignificant 
nonprofit corporations. Therefore, section 
7.05(b) (§ 4-33-705(b)) provides that ex- 
cept for approval of conflict of interest 
transactions, indemnification, amend- 
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ment of articles and bylaws and approval 
of mergers, sale of assets and dissolution, 
“other means of giving notice may also be 
fair and reasonable when all the circum- 
stances are considered.” Posting notice of 
a meeting on a bulletin board, an oral 
announcement at a meeting of members 
or some other means of providing notice 
may be sufficient. 

In determining whether notice is fair 
and reasonable past practice is of great 
significance but is not necessarily control- 
ling. The fact that a corporation has tra- 
ditionally given notice in a particular way 
is strong evidence that it is fair and rea- 
sonable. To be fair and reasonable, notice 
must follow provisions set forth in a cor- 
poration’s bylaws. 

Numerous other matters including the 
following may be important in determin- 
ing whether notice was given in a fair and 
reasonable manner: the cost of complying 
with the “safe harbor” provisions relative 
to the assets of the corporation, the diffi- 
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b) 


culty in complying with the “safe harbor’ 
provisions, the good faith of those giving 
the notice, the importance and uniqueness 
of the matter voted upon, the sophistica- 
tion and expectations of the members and 
the historical attitude of the members 
toward notice of meetings. 

Section 1.41 (§ 4-33-141) sets forth var- 
ious ways in which notice can be given. 
Subsection (f) of section 1.41 (§ 4-33- 
141(f)) may be particularly helpful to non- 
profit corporations. It allows a “notice ... 
mailed or delivered as part of a newslet- 
ter, magazine or other publication regu- 
larly sent to members to constitute writ- 
ten notice....” 

Section 7.22 (§ 4-33-722) should be con- 
sidered when giving notice of annual, reg- 
ular and special meetings because the 
quorum requirements of section 7.22 (§ 4- 
33-722) vary depending on the type of 
notice provided and the number of mem- 
bers attending the meeting in person or by 
proxy. 


Official Comment to Section 7.06 (A.C.A. § 4-33-706) 


1. Written Waiver 

A member may waive any notice re- 
quirement imposed by the Model Act (§ 4- 
33-101 et seq.) or a corporation’s articles 
or bylaws by signing and delivering a 
written waiver of notice to the corpora- 
tion. The waiver may be signed and deliv- 
ered either before or after the meeting cr 
other event the notice of which is being 
waived. It may be a general waiver of all 
matters considered at a meeting or a lim- 
ited waiver of specified actions. 

2. Waiver by Attending Meeting 

A member waives defective notice or 
failure to give notice of the date, time and 
place of a meeting by appearing at the 
meeting without raising an objection at 
the beginning of the meeting. If a member 
objects at the beginning of the meeting, 
the member preserves the right to object 
to the defective notice or lack of notice. 

“Defects waived by attendance ... in- 
clude a failure to send the notice alto- 
gether, delivery to the wrong address, a 
misstatement of the date, time or place of 
the meeting, and a failure to notice the 
meeting within the time periods specified 
in section 7.05.... For purposes of this 
section, ‘attendance’ at a meeting involves 
the presence of the [member] in person or 
by proxy.” Official Comment to Section 


7.06 of the Model Business Corporation 
Act (§ 4-27-706). 

To meet the “safe harbor” provisions of 
section 7.05(c) (§ 4-338-705(c)), each mat- 
ter to be considered at special meetings 
and certain matters to be considered at 
annual and regular meetings must be set 
forth in the notice of the meeting. A mem- 
ber who attends a meeting would not 
necessarily know that these matters 
would be considered unless the member 
received proper notice. Mere attendance 
at a meeting should not, and under the 
Model Act (§ 4-33-101 et seq.), does not, 
waive a member’s right to object to con- 
sideration of matters not properly noticed. 
A member may object to considering im- 
properly noticed matters when they are 
presented. A member who does not object 
to consideration of such matters when 
they are presented, waives the right to 
object. 

In some instances tlie waiver proce- 
dures of the Model Act (§ 4-33-101 et seq.) 
may be unfair to a nonaggressive or unso- 
phisticated member who learns of a meet- 
ing just before it commences or walks into 
a meeting while it is in progress without 
knowing what is occurring. On balance, 
however, the waiver provisions provide 
certainty to the corporation and prevent 
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members from appearing, losing a vote, 
and subsequently raising an objection to a 
lack of notice in a legal proceeding. 
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Official Comment to Section 7.07 (A.C.A. § 4-33-707) 


The concept of a record date is foreign to 
many nonprofit corporations. Nonprofit 
corporations often allow people to vote 
who become members on the day of a 
meeting. Some corporations use the right 
to vote as an incentive to join. These 
corporations have a cutoff day in advance 
of the meeting to determine who will re- 
ceive notice of the meeting, but allow 
members who subsequently join to vote. 
Other nonprofit corporations, typically 
large or sophisticated organizations, 
adopt the record date concept used by 
business corporations. These corporations 
use the same record date to determine 
those entitled to notice and vote at a 
meeting. To accommodate these diverse 
practices the Model Act (§ 4-33-101 et 
seq.) separates the concept of record date 
for notice from record date for the right to 
vote. 

If the bylaws do not fix or provide the 
manner for fixing a record date for notice 
of a meeting, the board may do so. If no 
provision is contained in the bylaws and 
the board does not act, “members at the 
close of business on the business day pre- 
ceding the day on which notice is given ... 
are entitled to notice of the meeting.” 
Section 7.07(a) (§ 4-33-707(a)). If a meet- 
ing is held without notice and notice is 
waived, the day for determining who is 
entitled to waive notice is “the close of 
business on the business day preceding 
the day on which the meeting is held.” 
Section 7.07(a) (§ 4-33-707(a)). 

If the bylaws do not fix or provide a 
manner for fixing a record date for voting 
at a meeting, the board may do so. If no 


provision is contained in the bylaws and 
the directors do not act, “members on the 
date of the meeting who are otherwise 
eligible to vote are entitled to vote at the 
meeting.” Section 7.07(b) (§ 4-33-707(b)). 

If the bylaws do not fix or provide the 
manner for determining the record date 
for exercising rights other than the right 
to notice or to vote at a meeting, the board 
may do so. For example, the directors may 
set a record date for determining mem- 
bers of a mutual benefit corporation enti- 
tled to a distribution on dissolution of the 
corporation. If the bylaws do not set such 
a record date and the directors do not act, 
then the record date is the day on which 
the board adopts the resolution authoriz- 
ing the distribution or the 60th day prior 
to the distribution, whichever is later. 

These results comport with the way 
most nonprofit organizations operate. 
Corporations that operate in a different 
manner may adopt a bylaw or a corporate 
resolution setting forth a different record 
date. 

A record date for determining what 
members are entitled to notice or vote ata 
meeting of members may be effective for 
an adjourned meeting provided the ad- 
journed meeting is no more than 70 days 
after the record date for determining 
members entitled to notice of the original 
meeting. The board may always fix a new 
date for determining members entitled to 
notice or vote at an adjourned meeting 
provided it does so in good faith in a 
manner consistent with its obligations un- 
der section 8.30 (§ 4-33-830). 


Official Comment to Section 7.08 (A.C.A. § 4-33-708) 


Section 7.08 (§ 4-33-708) authorizes 
election of directors and approval of ac- 
tions by written ballot. The ballots must 
be distributed to every member, provide 
specified information and allow a reason- 
able time for their return. 

Most nonprofit corporations do not have 
sophisticated means of counting ballots. 
To ease the problem of counting ballots 
subsection (e) (§ 4-33-708(e)) provides 


that a written ballot cannot be revoked 
unless revocation is authorized by the 
articles or bylaws. 

Section 7.08 (§ 4-33-708) does not pro- 
hibit cumulative voting when directors 
are being elected by written ballot. How- 
ever, the board of a corporation should 
think twice before allowing cumulative 
voting by written ballot. If election is by 
written ballot, contesting factions cannot 
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sensibly decide how to allocate their votes 
to maximize the number of directors they 
can elect. 
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Action by written ballot may not serve 
as a substitute for an annual or special 
meeting of members. 


Official Comment to Section 7.20 (A.C.A. § 4-33-720)* 


1. Rights Provided to Members 

A corporation is required to make its 
membership list available to any member 
for inspection or copying two days after 
notice of the meeting is given. The list 
must include the name and address and 
number of votes each member is entitled 
to cast at the meeting and must be up- 
dated to and including the date of the 
meeting. The need to update the list 
would only occur if members entitled to 
vote at the meeting join the corporation 
after the notice of the meeting is given. 
See section 7.07 (§ 4-33-7077). 

Prior to the meeting the list must be 
available at the corporation’s “principal 
office” or “at a reasonable place identified 
in the meeting notice in the city where the 
meeting is to be held.” In addition the list 
must be available at the meeting of mem- 
bers. Prior to and during the meeting of 
members the list may be copied at the 
member’s expense by the member or the 
member’s agent or attorney. 

The right to inspect a copy of the list 
pursuant to section 7.20 (§ 4-33-720) is 
separate and independent of the inspec- 
tion rights contained in Chapter 16.** 
However, the limitations on inspection 
and copying rights of sections 16.02(c) and 
16.05*** are applicable to inspection and 
copying under section 7.20 (§ 4-33-720). 

If a record date notice of a meeting is 
less than two days prior to the meeting 
because the meeting will be held pursuant 
to written waivers of notice, the list need 
only be available for inspection and copy- 
ing at the meeting. 

2. Enforcement of Rights 

Acourt may summarily order inspection 
and copying of the list at the corporation’s 
expense. In addition it may postpone the 
meeting for such period of time as it 
deems reasonable if the list has been 
wrongfully withheld and may order the 
corporation to pay the reasonable costs 


including counsel fees incurred to obtain 
the orders it makes. The court is not 
required to make any order, but has broad 
discretion to do what is appropriate and 
necessary under the circumstances taking 
into consideration the good faith of the 
parties, the reasons the corporation re- 
fused to provide the list, and other rele- 
vant facts. 

3. Effect of Refusal to Comply with 
Section (§ 4-33-720) 

With one exception the validity of any 
action taken at a meeting is not affected 
by the refusal or failure of the corporation 
to prepare, identify the location, or make 
available the list of members. In most 
instances members will not even ask to 
look at the membership list. In such cases 
the failure to follow the requirements of 
section 7.20 (§ 4-33-720) are of no conse- 
quence. Where a corporation wrongfully 
refuses a member’s request prior to a 
meeting to inspect a membership list, a 
court may invalidate the meeting after 
consideration of all the equities. If an 
action is brought prior to the meeting, a 
court may postpone the meeting until the 
member has had a reasonable opportunity 
to copy and use the membership list. 

4. Religious Corporations 

The rights of inspection set forth in 
section 7.20 (§ 4-33-720) may be limited 
or abolished in a religious corporation’s 
articles or bylaws. If they are not limited 
or abolished, members of religious corpo- 
rations have the rights set forth in section 
7.20 (§ 4-33-720). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 

** Chapter 16 of the Model Act was not 
enacted by Arkansas. 

*** Sections 16.02(c) and 16.05 were not 
enacted by Arkansas. 


Official Comment to Section 7.21 (A.C.A. § 4-33-721)* 


Section 7.21 (§ 4-33-721) sets forth the 
basic rule that each member is entitled to 


one vote on each matter voted on by the 
members unless the articles or bylaws 
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provide otherwise. Also see section 6.10 
(§ 4-33-610). Corporations that wish to 
provide different voting rights may do so 
in their articles or bylaws. Different vot- 
ing rights can be based upon the amount 
of dues paid or contributions made, the 
number of hours devoted to the corpora- 
tion’s activities, the net worth, sales vol- 
ume, or number of outlets of a corporate 
member or innumerable other factors con- 
sidered significant by the organization. 
These distinctions will be upheld by the 
courts unless they violate some federal or 
state law or are adopted in violation of 
some provision of the Model Act (§ 4-33- 
101 et seq.). 

Subsection (b) (§ 4-33-721(b)) deals 
with single memberships held by two or 
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more persons. In the absence of a contrary 
bylaw provision, if only one person votes, 
that vote binds the other holders. If more 
than one person votes, the vote is split pro 
rata based on the number of people voting. 
This rule comports with normal expecta- 
tions, at lease where one membership is 
held by a family and each member of the 
family is listed as holding part of the 
membership. In a mutual benefit organi- 
zation where a membership is valuable, 
this rule may not make sense and some 
alternate approach should be set forth in 
the bylaws. 


*The version of this section enacted by 


Arkansas differs from the Model Act. 


Official Comment to Section 7.22 (A.C.A. § 4-33-722) 


Many nonprofit corporations have a low 
member turnout and need a low quorum 
to hold annual, regular or special meet- 
ings. In recognition of this need the sec- 
tion (§ 4-33-722) does not set a lower limit 
on a quorum requirement. For example, 
the bylaws may provide that the quorum 
is composed of those attending the meet- 
ing or those voting upon a matter. This 
insures a quorum so long as one member 
attended the meeting or voted on a mat- 
ter, 

With the low quorum requirement au- 
thorized by section 7.22 (§ 4-33-722) a few 
members may plan to take over an annual 
or regular meeting and vote upon matters 
that were not noticed. To protect against 
this possibility section 7.22(d) (§ 4-33- 
722(d)) prohibits members from voting 
upon a matter that was not noticed unless 
one third or more of the voting power is 
represented. When, however, a matter is 
noticed, a quorum of one member can act 
upon it. If the matter is not noticed, at 
least one third of the voting power must 
be present to take action. At special meet- 
ings members may only vote on matters 
that are noticed. See section 7.02(e) (§ 4- 
33-702(e)). 

Section 7.22(b) (§ 4-33-722(b)) allows 
the members or the board to decrease the 
quorum. Decreasing the quorum should 


not be detrimental to the members as 
member action still requires at least ap- 
proval by a majority of a quorum. The 
notice requirements of section 7.05 (§ 4- 
33-705) and voting requirements of sec- 
tion 7.23(a) (§ 4-33-723(a)) provide addi- 
tional protection. The bylaws may provide 
complete protection, and rigidity, by pro- 
hibiting the board from decreasing the 
quorum. 

A bylaw amendment to increase the 
quorum may make it difficult for members 
to act. Consequently section 7.22(c) (§ 4- 
33-722(c)) requires any such amendment 
to be approved by the members. 

For those corporations whose articles or 
bylaws do not set a quorum, subsection (a) 
(§ 4-33-722(a)) provides that the quorum 
shall be ten percent of the votes entitled to 
be case on the matter. See section 1.40(35) 
(§ 4-33-140(36)) for a definition of “voting 
power.” 

Quorum requirements may be changed 
by complying with the provisions of sec- 
tions 10.01 through 10.05 (§§ 4-33-1001 
— 4-33-1005) when amending articles and 
sections 7.23 and 10.20 through 10.23 
(§§ 4-33-723 and 4-33-1020 — 4-33-1023) 
when amending bylaws. Section 10.30 
(§ 4-33-1030) may require the consent of 
a third person when the articles or bylaws 
are amended. 
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Official Comment to Section 7.23 (A.C.A. § 4-33-723) 


See section 1.40(1) (§ 4-33-140(1)) for 
the definition of “approved by the mem- 
bers.” Also see the Official Comment to 
section 1.40 (§ 4-33-140) for a discussion 
of the meaning of “approved by the mem- 
bers.” The question of the member vote 
required to approve an action should be 
within the control of the members. Conse- 
quently section 7.23(c) (§ 4-33-723(c)) re- 


quires member approval to amend the 
bylaws to increase or decrease a required 
vote. Of course, the members can not 
reduce the vote required for member ac- 
tion below a majority of the required quo- 
rum. Section 1.40(1) (§ 4-33-140(1)). Nor 
may they change a vote mandated by the 
Model Act (§ 4-33-101 et seq.). 


Official Comment to Section 7.24 (A.C.A. § 4-33-724) 


Section 7.24 (§ 4-33-724) authorizes 
members to vote by proxy, but allows the 
articles or bylaws to prohibit or limit 
proxy voting. 

“The word ‘proxy is often used ambigu- 
ously, sometimes referring to the grant of 
authority to vote, sometimes to the docu- 
ment granting the authority, and some- 
times to the person to whom the authority 
is granted ... the word ‘proxy is used only 
in the last sense; the term ‘appointment 
form’ is used to describe the document 
appointing the proxy; and the word ‘ap- 
pointment’ is used to describe the grant of 
authority to vote.” Official Comment to 
Section 7.22 of the Model Business Corpo- 
ration Act (§ 4-27-722). 

A member or the member’s attorney-in- 
fact may appoint a proxy by signing an 
appointment form. No particular type of 
form is required. A proxy may vote or 
otherwise act for the member on all mat- 
ters unless the appointment form contains 
an express limitation on the proxy’s au- 
thority. Members wishing to limit the 


power of a proxy should carefully draft the 
authorization form to limit the proxy’s 
power. 

The corporation must treat the act of 
the proxy as the act of the member unless 
the appointment form limits the power of 
the proxy or directs the proxy to act in a 
specified way. Any such limitation or di- 
rection must be observed by the corpora- 
tion. 

The appointment of a proxy may be 
revoked at any time. See subsection (e) 
(§ 4-33-724(e)) for means of revocation. 

To provide certainty, subsection (d) (§ 4- 
33-724(d)) modifies common law princi- 
ples and allows a corporation to accept a 
proxy’s authority until it receives notice of 
the death or incapacity of the member 
appointing the proxy. A proxy’s vote or 
other action is final and binding, but the 
proxy may be liable to the appointing 
member for damage resulting from the 
proxy’s failure to act in accordance with 
the appointment. 


Official Comment to Section 7.25 (A.C.A. § 4-33-725) 


Section 7.25 (§ 4-33-725) allows the ar- 
ticles or bylaws to authorize cumulative 
voting. As a condition to cumulative vot- 
ing subsection (b) (§ 4-33-725(b)) requires 
that the meeting notice or proxy state- 
ment state that cumulative voting will 
take place or that during the meeting a 
member gives notice of the member’s in- 
tent to cumulate votes before the vote is 
taken. These requirements are imposed as 
cumulative voting should only be allowed 
if members know or reasonably should 
know that the election will be by cumula- 
tive voting. Otherwise unfair and unin- 
tended results will occur as some mem- 


bers will cumulate their votes and others 
will not. 

Section 7.25 (§ 4-33-725) also sets forth 
the mechanics of cumulative voting and 
protects a minority that has elected a 
director from having that director re- 
moved by the majority. 

Subsection (c) (§ 4-33-725(c)) provides 
this protection by prohibiting the removal 
of a director if those opposing the removal 
would have been able to elect the director 
by cumulative voting. 

Subsection (d) (§ 4-33-725(d)) prevents 
potentially unintended and unfortunate 
results by prohibiting cumulative voting 
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when the directors and members are iden- 
tical. In such situations directors could 
perpetuate themselves in office by voting 
cumulatively. If self-perpetuation is de- 
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sired, it should be done directly by desig- 
nation of directors or by some other 
means, not inadvertently by allowing cu- 
mulative voting. 


Official Comment to Section 7.26 (A.C.A. § 4-33-726) 


As there is no valid reason to limit 
voting for directors to cumulative or 
straight voting, section 7.26 (§ 4-33-726) 
allows directors to be elected by three 
other specified methods and any other 
reasonable basis. The method of electing 
directors may not, however, be made up on 


an ad hoc basis, but must be set forth in or 
authorized by the articles or bylaws. The 
board in overseeing an election must com- 
ply with the fiduciary standards set forth 
in section 8.30 (§ 4-33-830) regardless of 
the manner in which the election is con- 
ducted. 


Official Comment to Section 7.27 (A.C.A. § 4-33-727) 


Section 7.27 (§ 4-33-727) sets forth the 
rules under which corporations may ac- 
cept the signature on a vote, consent, 
waiver, or proxy appointment as that of a 
member or of someone authorized to act 
on behalf of the member. Section 7.27 
(§ 4-33-727) is designed to provide cer- 
tainty and protect nonprofit corporations 
and their officers and agents who act in 
good faith in reliance on its rules. It there- 
fore provides that corporations are enti- 
tled to reject a vote, consent, waiver, or 
proxy appointment if the person autho- 
rized to tabulate votes in good faith has 
reasonable basis for doubt about the va- 
lidity of the signature or the signatory’s 
authority to sign for the member. Even if 
the vote is in fact authorized, the corpora- 
tion and its agents will not be liable. 
Similarly if a vote, consent, waiver, or 
proxy appointment is improperly accepted 
or rejected, there will be no liability to the 
corporation or its agent if the person mak- 
ing the decision acted in good faith in 
accordance with the standards of the sec- 
tion. 


“The phrase ‘reasonable basis for doubt’ 
about the validity of a signature or about 
the signer’s authority creates an objective 
standard for the exercise of the authority 
... to reject proffered instruments. In the 
absence of a proxy fight or a seriously 
contested issue, instruments should be 
rejected only if there seems to be no basis 
for finding the execution regular on its 
face. In a proxy fight or other contested 
issue, the possibility of illegal or unautho- 
rized execution is greatly increased, and a 
more cautious attitude should therefore 
be adopted.” Official Comment to Section 
7.24 of the Model Business Corporation 
Act (§ 4-27-724). 

In most instances instruments 
proporting to be executed by or on behalf 
of members will in fact have been exe- 
cuted by and on behalf of the member “and 
the corporation and its officers should be 
encouraged to accept them rather than to 
adopt unduly narrow requirements.” Offi- 
cial Comment to Section 7.24 of the Model 
Business Corporation Act (§ 4-27-724). 


Official Comment to Section 7.30 (A.C.A. § 4-33-730) 


Section 7.30 (§ 4-33-730) validates a 
written voting agreement signed by two or 
more members. For public benefit and 
religious corporations the agreement 
must be for a proper purpose not inconsis- 


tent with the corporation’s purposes. 
Courts should take into account all rele- 
vant facts in determining whether an 
agreement has a proper purpose. 


Official Comment to Section 8.01 (A.C.A. § 4-33-801) 


The Model Act (§ 4-33-101 et seq.) al- 
lows considerable flexibility in structuring 


nonprofit corporations. While every corpo- 
ration must have a board of directors, the 
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articles may authorize a person or persons 
to exercise some or all of the powers of the 
board. 

Insofar as the powers of the board are 
delegated to some other person or persons, 
that person or persons assume the duties 
of the board and must meet the standards 
set forth in sections 8.30—8.33 (8§ 4-33- 
830 — 4-33-833). If the board had no 
corporate power it would have no duties 
under sections 8.30—8.33 (§§ 4-33-830 — 
4-33-8383). 

In some organization corporate author- 
ity is exercised by a representative assem- 
bly or a convention. The board may have 
little or no corporate power when the 
assembly or convention is meeting. Corpo- 
rate power between assemblies or conven- 
tions may reside in a board of directors or 
some other person or persons. The person 
or persons under whose authority corpo- 
rate power is exercised has the responsi- 
bilities of the board of directors. 

The role played by the boards of non- 
profit corporations varies widely due to 
the nature, size, characteristics and needs 
of the organizations. Absent a contrary 
article provision “[a]ll corporate powers 
shall be exercised by or under the author- 
ity of” the board. 

In some nonprofit organizations the 
board is actively involved in the day-to- 
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day activities of the corporation. Board 
members may carry on all or substantially 
all of the work of the corporation. In such 
instances the corporate powers are exer- 
cised by the board and the affairs actively 
managed under the direction of the board. 

In other nonprofit corporations the 
board is_ significantly involved’ in 
fundraising or other activities and also 
validates or approves policy and other 
decisions made by the corporation’s offic- 
ers and employees. In such instances the 
corporate powers are exercised under the 
authority of the board and the affairs are 
managed under the direction of the board. 

In each of the above instances the board 
has the ultimate authority and responsi- 
bility. The authority is exercised and re- 
sponsibility is carried out in different 
ways. Each director must meet the stan- 
dards and is entitled to the protection 
afforded by sections 8.30—8.33 (§§ 4-33- 
830 — 4-33-833). 

Boards of nonprofit corporations are 
sometimes called boards of trustees, re- 
gents, overseers, or by some other name. 
Section 8.01 (§ 4-33-801) applies to the 
person or group under whose authority 
corporate powers are exercised and under 
whose direction the affairs of the corpora- 
tion are managed, regardless of the name 
of the person or group. 


Official Comment to Section 8.02 (A.C.A. § 4-33-802) 


Only individuals may serve as directors 
of nonprofit corporations. The Model Act 
(§ 4-33-101 et seq.) does not impose qual- 
ifications for directors. It does not require 
directors to be members of the corporation 
or residents of its state of incorporation. 
However, articles or bylaws may impose 
qualifications for election to or service on a 
board of directors. A corporation may re- 
quire that each director be a member in 
good standing of the organization. For 
example, the Young Republicans may re- 
quire each director to be under thirty-six 
and Republican. 


An article or bylaw qualification exist- 
ing at the time an individual is elected a 
director is valid unless it violates public 
policy or some law other than the Model 
Act (§ 4-33-101 et seq.). If a qualification 
adopted after the director’s term com- 
mences would disqualify a director, it can- 
not be enforced until after the end of the 
director’s term. The procedures for remov- 
ing a director are set forth in sections 
8.08—8.10 (§§ 4-33-808 — 4-33-810). 


Official Comment to Section 8.03 (A.C.A. § 4-33-803) 


Section 8.03 (§ 4-33-803) requires non- 
profit corporations to have a minimum of 
three directors, but otherwise allows the 
number of directors to be specified or fixed 
in accordance with the articles or bylaws. 
The articles or bylaws may allow the 


board to set the number of directors with- 
out placing any limit on the maximum 
number of directors. Alternatively, the ar- 
ticles or bylaws may specify a fixed or 
maximum number of directors or a range 
within which the board or the members 
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may determine the number of directors. 

The Model Act (§ 4-33-101 et seq.) does 
not limit the range within which the num- 
ber of directors may be set. Where control 
is a factor, the articles or bylaws may 
appropriately limit the size of the board 
and the authority of the board to elect 
directors. 

If the corporation has members, an 
amendment to the articles or bylaws 
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changing the authorized number of direc- 
tors must be approved by the members. 
See sections 10.03 and 10.21 (8§ 4-33- 
1003 and 4-33-1021). If the corporation 
does not have members, an amendment 
must be approved by the board of direc- 
tors. See sections 10.02(b) and 10.20 
(§§ 4-33-1002(b) and 4-33-1020). In either 
case approval by a third person may be 
required. See section 10.30 (§ 4-33-1030). 


Official Comment to Section 8.04 (A.C.A. § 4-33-804)* 


1. Corporations with Members 

If a corporation has members, the mem- 
bers are entitled to elect all the directors 
in the absence of a contrary provision in 
the articles or bylaws. The articles or 
bylaws may set forth a simple one-vote- 
per-member structure or may provide for 
election by classes, chapters or other or- 
ganizational units or by region or other 
geographic groupings. See sections 2.02 
and 2.05 (§§ 4-33-202 and 4-33-205) as to 
appointment of initial directors. See sec- 
tions 7.04, 7.08, 7.21, 7.25 and 7.26 (8§ 4- 
33-704, 4-33-708, 4-33-721, 4-33-725 and 
4-33-726) as to the ways in which mem- 
bers may vote. 

Section 8.04 (§ 4-33-804) should be ap- 
plied in a manner consistent with the 
concept that an election procedure must 
be reasonable. See Dozier v. Automobile 
Club of Michigan, 69 Mich. App. 114 
(1976); Braude v. Havenner, 38 Cal. App. 
2d 526, 113 Cal. Rptr. 386 (1974); Valle v. 
North Jersey Automobile Club, 125 N.J. 
Super. 302, 310 A.2d 518 (1973). The 
Model Act (§ 4-33-101 et seq.) does not 
specify detailed procedures, but leaves the 
matter to developing case law. 

Even if a corporation has members, the 
members need not elect all the directors. 
Some directors may hold office as a result 
of designation in the articles or bylaws or 
as a result of being appointed by some 
person or entity. 

Designation occurs when the articles or 
bylaws name an individual as a director or 
designate the holder of some office or 
position as a director. For example, the 
President of Harvard, the Bishop of New 


York, or the head of a union may become a 
director of a corporation pursuant to an 
article or bylaw provision designating the 
holder of their position as a director of the 
corporation. The individual would cease to 
be a director upon ceasing to hold the 
designated position. 

The articles or bylaws may authorize 
any person, corporation or entity to ap- 
point a director. A city may want to ap- 
point some or all the directors of a non- 
profit corporation without becoming a 
member of the organization. It could do so 
by appointing rather than voting for the 
directors. A person who appoints but does 
not vote for directors is not a “member” as 
that term is used in the Model Act (§ 4- 
33-101 et seq.). See section 1.40(21) (§ 4- 
33- 140(22)). 

2. Corporation without Members 

Section 8.04 (§ 4-33-804) authorizes 
self-perpetuating boards of directors. If a 
corporation does not have members, the 
board elects directors in the absence of an 
article or bylaw provision setting forth 
some other approach. See sections 2.02 
and 2.05 (§§ 4-33-202 and 4-33-205) as to 
appointment of initial directors. See sec- 
tions 8.21 and 8.24 (§§ 4-33-821 and 4-33- 
824) as to methods by which the board 
may elect directors. 

Section 8.04 (§ 4-33-804) also allows all 
or part of the board to be designated or 
appointed pursuant to article or bylaw 
provisions. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 8.05 (A.C.A. § 4-33-805)* 


Section 8.05(a) (§ 4-33-805(a)) allows 
the initial directors and directors elected 


by the members or the board to serve for 
up to five-year terms. 
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The members’ right to vote is illusory 
unless it can have an impact on the board. 
In the case of self-perpetuating boards, 
five-year terms allow continuity and also 
provide a graceful way of removing direc- 
tors who may otherwise think they have 
life tenure. See section 8.04(b) (§ 4-33- 
804(b)) which allows a self-perpetuating 
board to elect successor directors. 

Designated or appointed directors may 
serve any term prescribed by the articles 
or bylaws. See section 8.09 (§ 4-33-809) 
for provisions governing removal of desig- 
nated or appointed directors. 

In the absence of a contrary article or 
bylaw provision, the term of directors is 
one year. 

The term of a director filling a vacancy 
of a director elected by members expires 
at the next election of directors by mem- 
bers. This election may be at the annual 
meeting or by written ballot. See sections 
7.01 and 7.08 (§§ 4-33-701 and 4-33-708). 
The members may elect the director filling 
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the vacancy for the remainder of the un- 
expired term. 

The term of a director filling the va- 
cancy of a designated or appointed direc- 
tor or filling a vacancy on a self-perpetu- 
ating board is for the unexpired term of 
the director being replaced. See section 
8.05(c) (§ 4-33-805(c)). Section 8.11 (§ 4- 
33-811) sets forth the ways in which va- 
cancies can be filled. 

Section 8.05(a) (§ 4-33-805(a)) prevents 
chaos by continuing directors in office un- 
til their successors are elected, desig- 
nated, or appointed, and qualify. Even if 
successor directors are not elected, or if 
elected do not qualify, continuity on the 
board will be provided as the incumbent 
directors continue until their successors 
take office. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 8.06 (A.C.A. § 4-33-806) 


Nonprofit corporations need to attract 
and keep qualified directors and provide 
continuity and experience on their boards 
of directors. Sections 8.05 and 8.06 (§§ 4- 
33-805 and 4-33-806) address this need by 
allowing directors to serve staggered 
terms of up to five years and not imposing 
a limitation on their reelection. 


When there is a fight for control of the 
corporation, staggered terms may frus- 
trate those trying to oust an incumbent 
board. This is because not all of the direc- 
tors will be up for election each year. 
Section 8.08 (§ 4-33-808) provides a 
safety valve by allowing the members to 
remove the entire board without cause. 


Official Comment to Section 8.07 (A.C.A. § 4-33-807) 


A director may resign at any time by 
delivering written notice as set forth in 
section 8.07 (§ 4-33-807). The notice may 
be effective when delivered, unless it spec- 
ifies a later effective date. Section 1.41 
(§ 4-33-141) governs the effective date of 
a notice. In resigning, directors must meet 
their obligations under section 8.30 (§ 4- 
33-830). 


Under appropriate circumstances a 
court may find that an oral resignation 
combined with acts or omissions evidenc- 
ing an intent to resign results in an effec- 
tive resignation. 

If a director elected by the members 
resigns or ceases to serve as a director, the 
vacancy may be filled by the members or 
the directors. 


Official Comment to Section 8.08 (A.C.A. § 4-33-808)* 


1. Removal of Directors Elected by 
Members 

The members are authorized to remove 
directors elected by them without cause. 
While cause is not required, the removal 
may only take place at a meeting and may 
not take place by written consent or writ- 


ten ballot. A notice of the meeting must 
state that the purpose or one of the pur- 
poses is removal of the director. The Model 
Act (§ 4-33-101 et seq.) does not require a 
director to be removed for cause as the 
members who elected the director, rather 
than a court, should determine whether 
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the members wish to remove the director. 

A director may only be removed if the 
number of votes cast to remove the direc- 
tor would be sufficient to elect the director 
at a meeting to elect directors. Normally 
this would require a majority of the votes 
cast at a meeting at which a quorum is 
present. If the articles or bylaws require a 
higher vote for election of a director, that 
higher vote is required to remove the 
director. If a director was elected by a 
class or some other grouping of members, 
the votes cast within that class or group- 
ing to remove the director must also be 
sufficient to have elected the director at a 
meeting to elect directors. 

If cumulative voting is authorized, even 
if a director was not elected by cumulative 
voting, the director may not be removed if 
there are sufficient votes cast against the 
director’s removal to have elected the di- 
rector under cumulative voting. In doing 
this calculation it should be assumed that 
those voting for and against removal are 
voting in the most efficient fashion possi- 
ble for removal or retention. 

In any vote to remove a director, the 
computation of whether the director is 
removed should be based on the number of 
directors of the same class elected at the 
time of the election of the director whose 
removal is being sought. For example, if 
there is a vote to remove director Ratner 
and Ratner was elected by cumulative 
voting with four other directors, then the 
number of votes necessary to prevent 
Ratner from being removed is equal to the 
number of votes necessary to elect Ratner 
in an election in which five directors are 
elected. 

2. Removal of Directors Elected by 
the Board 

If a board of directors is self-perpetuat- 
ing or if it elects some of but not all of its 
members, it may remove the directors it 
has elected without cause by a vote of 
two-thirds of the directors then in office. 
Of course, the directors in removing a 
fellow director must meet the duty of care 
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and duty of loyalty set forth in section 8.30 
($ 4-33-830). See section 8.22 (§ 4-33- 
822) for applicable notice requirements. 

The articles or bylaws may impose a 
greater vote requirement to remove direc- 
tors. Unanimity may be required to re- 
move a director. Such a requirement 
would prevent a director from being re- 
moved by the board without his or her 
consent. Directors may be removed by a 
judicial proceeding under section 8.10 
(§ 4-33-810). 

3. Removal of Directors for Failing 
to Attend Meetings 

Some nonprofit corporations, particu- 
larly those with large boards of directors, 
may find that some of their directors fail 
to attend meetings on a regular basis. 
Section 8.08) (§ 4-33-808(1)) allows the 
articles or bylaws to authorize the board 
to remove any director for failing to attend 
a specified number of meetings. The exact 
number of meetings must be specified in 
the article or bylaws at the time the direc- 
tor commences serving the term during 
which he or she is removed as a director. 
An article or bylaw provision adopted dur- 
ing the term of a director has no effect on 
that director until the director commences 
a new term. Removal requires a vote of a 
majority of the directors in office. 

4. Religious Corporations 

Religious corporations should not be 
bound by secular concepts regarding re- 
moval of directors, but should have flexi- 
bility in setting removal procedures. Sub- 
division (j) (§ 4-33-808G)) allows the 
articles or bylaws of a religious corpora- 
tion to limit the application of section 8.08 
(§ 4-33-808) and provide alternative ways 
of removing directors or prohibiting their 
removal by members or the board. The 
provisions of section 8.08 (§ 4-33-808) ap- 
ply to religious corporations unless the 
corporation’s articles or bylaws set forth 
different procedures or rules. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 8.09 (A.C.A. § 4-33-809) 


1. Removal of Designated Directors 
Designated directors hold office as a 
result of an article or bylaw provision 
designating them individually or in some 


representative capacity to serve as direc- 
tors. Members and directors may not vote 
to remove designated directors. They may 
only be removed if the article or bylaw 
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provision designating them is deleted or 
changed so that they are no longer desig- 
nated directors. See Chapter 10A and B 
($§ 4-33-1001 — 4-33-1008 and 4-33-1020 
— 4-33-1022). Also see section 10.30 (§ 4- 
33-1030) which allows any specified per- 
son to prevent an amendment to the arti- 
cles or bylaws. 

Designated directors may be removed in 
a judicial proceeding pursuant to section 
8.10 (§ 4-33-810). 

2. Removal of Appointed Directors 

Any person authorized to appoint a di- 
rector may remove that director without 
cause except as otherwise provided in the 
articles or bylaws. The articles or bylaws 
may limit or completely restrict the right 
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of the appointing person to remove the 
director. The approval of the appointing 
person may be required for an amend- 
ment to the articles or bylaws, thereby 
insuring that a limitation on such person’s 
ability to remove a director will not be 
added to the articles or bylaws without 
consent of such person. See section 10.30 
(§ 4-33-1030). 

The appointing person may remove his 
or her appointee by giving written notice 
pursuant to the procedures set forth in 
section 8.09(b) (§ 4-33-809(b)). 

Appointed directors may be removed in 
a judicial proceeding pursuant to section 
8.10 (§ 4-33-810). 


Official Comment to Section 8.10 (A.C.1. § 4-33-810)* 


Section 8.10 (§ 4-33-810) authorizes 
members holding 10 percent or more of 
the voting power of any class to sue to 
remove a director. The corporation must 
be made a party to the action. Members 
holding less than 10 percent of the voting 
power of a class may bring a derivative 
suit to remove a director by complying 
with the provisions of section 6.30.** 

Section 8.10 (§ 4-33-810) also sets forth 
the grounds for removing an elected, des- 
ignated or appointed director. A court 
must find that the director engaged in 
fraudulent or dishonest conduct, or gross 
abuse of authority or discretion, or that a 
final judgment had been entered finding 
that the director has violated a duty set 
forth in sections 8.30—8.33 (§§ 4-33-830 
— 4-33-833), or if section 8.13*** has been 
adopted, that its provisions have been 
violated. In each case the court also must 
find that removal is in the best interest of 
the corporation. 

A court may specify a period during 
which the removed director may not serve 
on the board or may impose conditions to 
that person becoming a director. Alterna- 
tively the court may bar a person who has 
been removed as a director from ever 
serving on the board. 

The attorney general must be given 
notice of any proceeding under section 
8.10 (§ 4-33-810) seeking removal of a 


director of a public benefit corporation. 
The attorney general may intervene in the 
proceeding. Section 1.70.**** 

Section 8.10 (§ 4-33-810) allows re- 
moval of directors who have engaged in 
wrongful activity. Absent such wrongful 
conduct, it should not be used for internal 
policy disputes or as part of a fight for 
control. 

Subsection (e) (§ 4-33-810(e)) allows 
the articles or bylaws of a religious corpo- 
ration to prohibit a court from removing 
corporate directors. Moreover, while sub- 
section (a) (§ 4-33- 810(a)) authorizes the 
attorney general to bring an action to 
remove a director of a public benefit cor- 
poration, no such authorization is set 
forth in regard to mutual benefit or reli- 
gious corporations. This is because the 
attorney general has broad oversight pow- 
ers over public benefit corporations, but a 
much more limited role in regard to mu- 
tual benefit and religious corporations. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 

** Section 6.30 was not enacted by Arkan- 
sas. 

*** Section 8.13 was not enacted by Ar- 
kansas. 

**** Section 1.70 was not enacted by Ar- 
kansas. 
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Official Comment to Section 8.11 (A.C.A. § 4-33-811) 


Section 8.11 (§ 4-33-811) sets forth the 
procedures for filling vacancies of elected, 
designated, or appointed directors and va- 
cancies resulting from an increase in the 
authorized number of directors. 

If a director elected by the members 
ceases to be a director, the vacancy may be 
filled by the members or the board in the 
absence of a contrary article or bylaw 
provision. Similarly vacancies arising 
when directors named in the original ar- 
ticles cease to be directors and vacancies 
resulting from an increase in the number 
of directors may be filled by the members 
or the board in the absence of a contrary 
article or bylaw provision. 

Where, however, a vacancy occurs in an 
office held by an appointed director, only 
the person who appointed the director 
may fill the vacancy in the absence of an 
article or bylaw provision providing some 
other method of filling the vacancy. The 
underlying assumption is that the person 
who appoints the director should have the 
authority to pick the director’s successor 
unless some other approach was consid- 
ered and set forth in the articles or by- 
laws. 

If the holder of a particular office is 
designated as a director of a nonprofit 
corporation and that person dies or re- 
signs from office, a vacancy is created. In 
the absence of a contrary article or bylaw 
provision, the person who succeeds to that 


office automatically becomes a director of 
the nonprofit corporation. For example, 
assume the dean of each law school in 
Texas is designated as a director of the 
Texas Law School Association and one 
dean resigns. The successor dean would 
automatically become a director of the 
Texas Law School Association. 

Similarly, assume the executive director 
of a nonprofit corporation is designated as 
a director of the corporation. That person 
ceases being a director if he or she is fired 
as executive director. The new executive 
director automatically becomes a director 
of the corporation. 

If the sole remaining director or direc- 
tors constitute less than a quorum, section 
8.11(a) (3) (§ 4-33-811(a) (3)) allows the 
remaining director or directors to fill the 
vacancy if the board is authorized to fill 
the vacancy. Assume a corporation has a 
board of eleven directors and the quorum 
is six. If five directors resign, section 
8.11(a) (3) (§ 4-33-811(a) (3)) is not appli- 
cable as the directors remaining in office 
do not constitute less than a quorum. Four 
of the remaining six directors cannot fill 
the vacancies at a “meeting” attended by 
less than six directors. If six directors had 
resigned, section 8.11(a) (3) (§ 4-33-811(a) 
(3)) would apply and three directors, being 
a majority of the five directors then in 
office, would be able to fill the vacancies. 


Official Comment to Section 8.12 (A.C.A. § 4-33-812) 


Section 8.12 (§ 4-33-812) is intended to 
overrule the common law doctrine that 
prohibits directors from setting their own 
compensation. 

Most nonprofit corporations do not com- 
pensate individuals for serving as direc- 
tors. In some nonprofit corporations com- 
pensation may be appropriate as a result 
of the time and effort needed to serve as a 
director, the responsibilities undertaken, 
the ability of the corporation to pay and 
other relevant factors. Section 8.11 (§ 4- 


33-811) allows the board to set directors’ 
compensation for serving as directors. As 
a result of its power under section 8.01 
(§ 4-33-801), the board also has the power 
to set the compensation of directors for 
serving as officers or in some other capac- 
ity. Section 8.12 (§ 4-33-812) does not au- 
thorize unreasonable levels of compensa- 
tion. In setting directors’ and officers’ 
compensation, the board must comply 
with the standards contained in sections 
8.30 — 8.33 (§§ 4-33-830 — 4-33-833). 


Official Comment to Section 8.13* 


The object of this optional section is to 
ensure that a majority of the directors of 
public benefit corporations do not have a 
built-in conflict of interest. Directors who 


receive compensation from a corporation 
constantly make decisions that directly or 
indirectly affect their compensation. Thus 
they are not completely free to decide 
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dispassionately how to allocate a corpora- 
tion’s resources and what is in the corpo- 
ration’s best interest. 

Section 8.13 addresses this problem. It 
requires that a majority of a public benefit 
corporation’s directors and their close rel- 
atives not have received or be entitled to 
receive compensation from the corpora- 
tion for services rendered to it during the 
prior twelve months. Reasonable pay- 
ments for serving as a director are not 
considered compensation for purposes of 
section 8.13. 

People who contribute to a public bene- 
fit corporation have the right to expect 
that its directors will manage its assets 
fairly and impartially to maximize its 
public or charitable purposes. People who 
work for and whose livelihood depend 
upon a public benefit corporation have an 
added pressure when deciding how to al- 
locate its resources. They may also be 
invaluable members of the board due to 
their knowledge or expertise. Section 8.13 
does not prevent them from serving on the 
board. It only requires that they comprise 
a minority of the directors. 

Section 8.13 does not apply to situations 
in which an individual or individuals have 
contributed all or substantially all of the 
assets of a public benefit corporation and 
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simply serve on its board. Such individu- 
als, in the absence of receiving the type of 
compensation that would make them in- 
terested persons, may comprise 100% of 
the board of the corporation. 

Failure to comply with the provisions of 
section 8.13 does not affect the validity or 
enforceability of any transaction entered 
into by a corporation. Remedies for breach 
of section 8.13 are left to the courts for a 
case-by-case determination. The most 
likely remedy would be removal of the 
offending director or directors in a judicial 
proceeding under section 8.10 (§ 4-33- 
810). 

The section is optional as many mem- 
bers of the Subcommittee on the Model 
Nonprofit Corporation Act felt that its 
provisions would be ineffective in prevent- 
ing intentional abuses, while presenting a 
burdensome or inconvenient requirement. 
Intentional wrongdoers would simply ig- 
nore its provisions. Legitimate public ben- 
efit corporations might have difficulty in 
finding active and competent directors 
who had no financial interest in the cor- 
poration. 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 8.20 (A.C.A. § 4-33-820) 


Unless the articles or bylaws provide 
otherwise, section 8.20 (§ 4-33-820) au- 
thorizes a board meeting to be conducted 
by any means of communication pursuant 
to which all participating directors may 


simultaneously hear each other even 
though no two directors are present at the 
same location and the meeting does not 
take place in any specific location. 


Official Comment to Section 8.21 (A.C.A. § 4-33-821)* 


Unless the articles or bylaws provide 
otherwise, section 8.21 (§ 4-33-821) al- 
lows a board of directors to take action by 
unanimous written consent. It allows the 
board to act quickly when there is a need 
to do so. Nonprofit corporations can act 
with the written consent of all the direc- 
tors whether or not the board has ap- 
pointed a committee of the board to act 
between board meetings (see section 8.25) 
(§ 4-33-825). Any director who objects 
may prevent action by written consent by 
withholding his or her consent. Thus, it 
would be impossible to remove a director 


by written consent if that director does not 
consent to the removal. 

Many boilerplate forms require the cor- 
porate secretary to certify that a specified 
resolution was duly adopted at a board 
meeting on a certain date. Subsection (c) 
(§ 4-33-821(d)) allows a corporation to de- 
scribe an action by written consent as a 
“meeting vote” and subsection (b) (§ 4-33- 
821(b)) indicates the effective date of the 
vote and empowers a corporate secretary 
to sign such a form when an action has 
been approved by unanimous written con- 
sent. This avoids the necessity of trying to 
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convince a non-lawyer that approval of an 
action by written consent is really the 
same as approving an action at a meeting. 
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*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 8.22 (A.C.A. § 4-33-822) 


1. Regular Meeting 

If the time and place of a board meeting 
is fixed by the bylaws or by the board it is 
treated as a regular meeting. See section 
8.20 (§ 4-33-820). At the beginning of the 
year nonprofit boards may set the time 
and place for a series of meetings for the 
entire year. If so, these meetings are reg- 
ular meetings. Regular meetings of the 
board may be held without notice of the 
purpose of the meeting unless the articles, 
bylaws or section 8.22 (c) (§ 4-33-822(c)) 
provide otherwise. If everything had to be 
noticed, the ability of the board to deal 
with matters arising just before the meet- 
ing would be limited. In addition, absent a 
waiver of notice, doubt would be cast on 
actions taken where the notice was inad- 
vertently omitted. While notice of agenda 
items is not required, good practice usu- 
ally results in directors’ receiving prior 
notice of matters that will be considered 
at a regular directors’ meeting. An alert 
director should anticipate that any matter 
may be raised at a regular directors’ meet- 
ing. 

2. Special Meeting 

If the time and place of a directors’ 
meeting is not fixed by the bylaws or the 
board, it is a special meeting. Unless the 
articles, bylaws or subsection (c) (§ 4-33- 
822(c)) applies, special meetings must be 
preceded by at least two days’ notice of the 
date, time, and place, but not the purpose 
of the meeting. The underlying policy is 
the same as that of regular meetings. 
Directors given notice of the time and 
location of the meeting should be prepared 
to discuss any matter that is raised at the 
meeting. This allows directors to act expe- 
ditiously when the need to do so arises. 

3. Special Notice Requirements 

Nonprofit corporations, unlike business 
corporations, frequently operate with self- 
perpetuating boards of directors. In many 


instances the need for speed and flexibil- 
ity requires directors to consider matters 
that were not anticipated at the time the 
meeting was called. However, in corpora- 
tions without members, directors can ap- 
prove certain fundamental corporate 
changes that are significant to the corpo- 
ration. These changes include amendment 
of articles, amendment of certain bylaw 
provisions, mergers, sale of all or substan- 
tially all of the assets of a corporation, and 
dissolution. Such corporate changes usu- 
ally require significant considered action 
and a period of time during which the 
directors can reflect on the wisdom of 
proceeding. Where there are no members, 
these matters can be approved by the 
board alone, without subsequent member 
action. To allow a time for consideration 
and reflection the Model Act (§ 4-33-101 
et seq.) requires that the directors be 
given at least seven days’ written notice 
that these matters will be voted upon at a 
directors’ meeting. 

Nonprofit corporations with self-perpet- 
uating boards differ in another way from 
nonprofit corporations with members and 
business corporations. In nonprofit corpo- 
rations with self-perpetuating boards, the 
directors can be'removed by a vote of the 
board. Section 8.08(h) (§ 4-33-808(h)). (In 
addition, in the limited circumstances set 
forth in section 8.08(i) (§ 4-33-808(i)), a 
board may remove a director elected by 
the members.) Due process as well as 
sections 8.08(e) and 8.22(c) (§§ 4-33- 
808(e) and 4-33-822(c)) require that notice 
of any proposed removal be given to all 
directors. 

The notice requirements of section 8.22 
(§ 4-33-822) can be waived pursuant to 
section 8.23 (§ 4-33-823). Moreover, the 
directors can approve any of these actions 
by unanimous written consent. See sec- 
tion 8.21 (§ 4-33-821). 


Official Comment to Section 8.23 (A.C.A. § 4-33-823)* 


A director may waive notice either be- 
fore or after a meeting. The directors may 


even waive failure to give a notice. Waiver 
may not be oral but must be in writing, 
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signed by the director who did not receive 
notice. A waiver should be delivered to the 
secretary for inclusion in the corporate 
records. 

A director waives his or her right to 
object to the required notice by attending 
a meeting without objecting to the im- 
proper notice. A director who wishes to 
attend a meeting but preserve the right to 
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object to improper notice must object upon 
arriving at the meeting or prior to voting 
on a matter improperly noticed and not 
thereafter vote for or assent to the object- 
ed-to matter. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 8.24 (A.C.A. § 4-33-824)* 


In the absence of a contrary provision in 
the articles or bylaws, a quorum of the 
board of directors consists of a majority of 
the directors in office immediately before 
a board meeting begins. Except as other- 
wise provided in the Model Act (§ 4-33- 
101 et seq.), the articles or the bylaws, if a 
quorum is present, the affirmative vote of 
a majority of directors present is the act of 
the board. See section 8.31(e) (§ 4-33- 
831(e)). The articles or bylaws may set a 
higher quorum or mandate a greater vote 
to approve an action. The quorum or vote 
may be set as high as 100 percent of the 
directors. 

The Model Act (§ 4-33-101 et seq.) pro- 
hibits the quorum from being fewer than 
the greater of one-third of the directors in 
office or two directors. For example, if a 
corporation has five directors and two 
resign, the quorum could not be less than 
two of the remaining three directors. 

Some nonprofit corporations have cate- 
gories of directors. For example, a trade 
association may have some directors 
elected by members from different geo- 
graphic regions of a state. Section 8.24 
(§ 4-33-824) allows the articles or bylaws 
to require that a certain number or per- 
cent of directors from each region be 
present and vote for a proposal before it is 
adopted. 


Section 8.24(b) (§ 4-33-824(b)) autho- 
rizes quorum breaking by requiring a quo- 
rum to be present when a vote is taken. 
Assume, for example, that a corporation 
has seven directors, the quorum is four, 
and four directors are present. If a direc- 
tor is about to lose a vote, he or she can 
leave the meeting before the vote is taken 
thereby breaking the quorum and pre- 
venting the remaining three directors 
from acting on behalf of the corporation. 
Prior to breaking a quorum, particularly if 
serious harm is done to the operations or 
assets of a corporation, the quorum-break- 
ing director should consider his or her 
duties of care and loyalty. 

The Model Act (§ 4-33-101 et seq.) de- 
scribes a quorum in terms of the number 
of directors in office, not the number of 
directors authorized. This is because non- 
profit corporations frequently operate 
with significantly fewer directors than the 
number authorized. However, individual 
nonprofit corporations are free to base 
their quorum requirements on the autho- 
rized number of directors. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 8.25 (A.C.A. § 4-33-825)* 


Section 8.25 (§ 4-33-825) deals with 
committees of the board of directors that 
exercise the powers of the board. The 
provisions of sections 8.20—8.24 (§§ 4-33- 
820 — 4-33-824) govern action and proce- 
dures of board committees as these com- 
mittees are exercising the powers of the 
board. 

The board may delegate non-board 
functions to committees or individuals 


apart from the provisions of section 8.25 
(§ 4-33-825). As these committees and in- 
dividuals are not exercising board powers, 
the provisions of section 8.25 (§ 4-33-825) 
do not apply to them. The directors must 
meet their duties under sections 8.30 and 
8.31 (§§ 4-33-830 and 4-33-831) when del- 
egating board or non-board functions. 
Board committees may be established 
in the absence of an article or bylaw 
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provision prohibiting them or limiting 
their scope. To ensure there is a broad 
consensus in appointing a board commit- 
tee and its members, section 8.25(b) (§ 4- 
33-825(b)) requires a greater vote than 
would normally be required for board ac- 
tion. The vote required is the greater of 
the majority of the directors in office or 
such higher number as the articles or 
bylaws require to take action under sec- 
tion 8.24 (§ 4-33-824). 

Except as limited by the articles, bylaws 
or subsection (e) (§ 4-33-825(e)), a board 
committee may exercise the board’s au- 
thority under section 8.01 (§ 4-33-801) to 
the extent specified by the board in the 
resolution establishing the committee or 
to the extent set forth in the articles or 
bylaws. Nonprofit corporations frequently 
make use of committees and delegate re- 
sponsibility to them for developing long- 
term plans, supervising investments, rais- 
ing money, making grants, and evaluating 
management. Section 8.30 (§ 4-33-830) 
recognizes the diverse purposes that com- 
mittees may serve and provides that a 
board member may rely on information 
and reports of these committees if the 
director is not a member of the committee 
and if the director reasonably believes the 
committee merits confidence. 

“Section 8.25(f) makes clear that al- 
though the board of directors may dele- 
gate to a committee the authority to take 
action, the designation of the committee, 
the delegation of authority to it, and ac- 
tion by the committee will not alone con- 
stitute compliance by a noncommittee 
board member with his responsibility un- 
der section 8.30. On the other hand, a 
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noncommittee director also will not auto- 
matically incur liability should the action 
of the particular committee fail to meet 
the standard of care set out in section 
8.30. The noncommittee member’s liabil- 
ity in these cases will depend upon 
whether he failed to comply with section 
8.30(b) (3). Factors to be considered in this 
regard will include the care used in the 
delegation to and supervision over the 
committee, and the amount of knowledge 
regarding the particular matter which the 
noncommittee director has available to 
him. Care in delegation and supervision 
includes appraisal of the capabilities and 
diligence of the committee directors in 
light of the subject and its relative impor- 
tance and may be facilitated, in the usual 
case, by review of minutes and receipt of 
other reports concerning committee activ- 
ities. The enumeration of these factors is 
intended to emphasize that directors may 
not abdicate their responsibilities and se- 
cure exoneration from liability simply by 
delegating authority to board committees. 
Rather, a director against whom liability 
is asserted based upon acts of a committee 
of which he is not a member avoids liabil- 
ity if the standards contained in section 
8.30 are met. 

“Section 8.25(f) has no application to a 
member of the committee itself. The stan- 
dard applicable to committee members is 
set forth in section 8.30(a).” Official Com- 
ment to Model Business Corporation Act 
Section 8.25 (§ 4-27-825),. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 8.30 (A.C.A. § 8-33-830) 


1. General Standards of Conduct 

Section 8.30(a) (§ 4-33-830(a)) sets 
forth the general standards of conduct for 
directors of nonprofit corporations. It set- 
tles the dispute as to whether directors of 
nonprofit corporations should meet the 
general business standards or the trustee 
standards. See “Duties of Charitable 
Trust, Trustee and Charitable Corpora- 
tion Directors,” Real Property, Probate 
and Trust Journal 545 (1967); Stern v. 
Lucy Webb Hayes National Training 
School for Deaconesses and Missionaries, 
381 F. Supp. 1003 (D.D.C. 1974). Also see 
Official Comment to Section 8.30 of the 


Model Business Corporation Act (§ 4-27- 
830). 

Depending on the status of state law, 
section 8.380 (§ 4-33-830) will replace, 
modify, clarify or set forth the basic stan- 
dards that govern the conduct of directors 
of nonprofit corporations. The standards 
set forth in section 8.30 (§ 4-33-830) are 
the exclusive standards that govern such 
conduct. While the exact meaning and 
application of these standards is left to 
court decisions, section 8.30 (§ 4-33-830) 
provides the basis upon which these deci- 
sions can be made. Except in subsection 
(e) ($ 4-33-830(e)), the Model Act (§ 4-33- 
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101 et seq.) adopts the language used in 
the Model Business Corporation Act (§ 4- 
27-101 et seq.). 

States adopting the Model Act (§ 4-33- 
101 et seq.) may have statutory or com- 
mon law rules that might apply a trust 
rule to director conduct covered by section 
8.30 (§ 4-33-830). Section 8.30 (§ 4-33- 
830) preempts these rules even though 
the corporation, as distinguished from its 
director, may hold or be deemed to hold 
property in trust or subject to restrictions. 

While the same language is used, the 
language is so broad and the differences 
between public benefit, mutual benefit, 
religious and business corporations so sig- 
nificant that different factors are relevant 
in determining whether the standards 
have been met. A business corporation 
operates to maximize profits and to eco- 
nomically benefit shareholders. The object 
of mutual benefit corporations is to pro- 
vide benefits to and services for members, 
not to maximize profits. Members may 
have an economic or noneconomic interest 
in mutual benefit corporations. Public 
benefit and religious corporations are 
quite different. They operate for a public, 
charitable or religious purpose, not to 
maximize profits. Their members’ interest 
is not economic but directed toward the 
corporations’ public, charitable or reli- 
gious purposes. Due to the different na- 
ture and objectives of nonprofit corpora- 
tions, directors of public benefit, mutual 
benefit, religious and business corpora- 
tions are not in like positions or operating 
under similar circumstances. 

2. Duty of Care 

Section 8.30(a) (§ 4-33-830(a)) requires 
that a director in discharging his or her 
duties act with the care of an ordinarily 
prudent person in a like position under 
similar circumstances. This familiar lan- 
guage allows directors of nonprofit corpo- 
rations to exercise their judgment with 
due regard to the nature, operations, fi- 
nances, and objectives of their organiza- 
tions. The “ordinarily prudent person” 
concept is used in various contexts. In the 
context of nonprofit corporations it applies 
to directors who balance potential risks 
and rewards in exercising their duties as 
directors. It is intended to protect direc- 
tors who innovate and take informed risks 
to carry out the corporate goals and objec- 
tives. The directors need not be right, but 
they must act with common sense and 
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informed judgment. The duty of care rec- 
ognizes that directors are not guarantors | 
of the success of investments, activities, 
programs or grants. It allows leeway and 
discretion in exercising judgment. 

Directors must spend enough time on 
the corporation’s affairs to be reasonably 
acquainted with matters demanding their 
attention. Such attention involves atten- 
dance at meetings and review and under- 
standing of material submitted to the 
board. It also requires directors to request 
and receive sufficient information so that 
they may carry out their responsibilities 
as directors. 

In appropriate circumstances the duty 
of care requires reasonable inquiry. Where 
a problem exists or a report on its face 
does not make sense, a director has a duty 
to inquire into the surrounding facts and 
circumstances. The inquiry required is the 
inquiry an ordinarily prudent person in a 
like position would make under similar 
circumstances. 

The concept of “in a like position” takes 
into account the fact that directors of 
nonprofit and business corporations are 
not in like positions, but have different 
goals, objectives and resources. For exam- 
ple, many nonprofit corporations operate 
with little financial backing. Their direc- 
tors might reasonably conclude that more 
risks or less risks were justified due to the 
precarious financial condition of the cor- 
poration. Similarly, foundation directors 
could reasonably conclude that all or a 
certain percent of the foundation’s grants 
should go to untried and innovative pro- 
grams with little chance of success, but 
that would result in significant benefits if 
successful. 

Two distinguishing factors of nonprofit 
corporations are that their directors may 
be serving without compensation and are 
attempting to promote the public good. 
Courts may take these factors into consid- 
eration in determining whether directors 
are liable with respect to performance of 
their duties. This does not mean that 
directors can ignore their responsibilities 
because they are volunteers or have no 
economic interest in the corporation or its 
operations. 

The concept of “under similar circum- 
stances” relates not only to the circum- 
stances of the corporation but to the spe- 
cial background, qualifications, and 
management experience of the individual 
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director and the role the director plays in 
the corporation. In many public benefit 
corporations an important role of directors 
is fund-raising. Many directors are elected 
to the board to raise money or because of 
financial contributions they have made to 
the corporation. These individuals may 
have no particular skill or background 
that otherwise would be helpful to the 
corporation. No special skill or expertise 
should be expected from such directors 
unless their background or knowledge ev- 
idences some special ability. Such individ- 
uals upon becoming directors are obli- 
gated to act as directors and may not 
simply act as figureheads ignoring prob- 
lems. However, their role should be con- 
sidered in determining whether they have 
met their obligations under section 8.30 
(§ 4-33-830). 

Similarly the role of employee-directors 
should be considered in determining lia- 
bility under section 8.30 (§ 4-33-830). 
They are the individuals upon whom vol- 
unteer directors should be able to rely. See 
discussion of “Reliance” infra. Their role is 
crucial to the functioning of many non- 
profit corporations. They should be ex- 
pected to have a more complete grasp of 
the corporation’s activities and should be 
expected to play an active role in monitor- 
ing, problem solving, and decision-mak- 
ing. 

A court should not be harsh in second- 
guessing directors who in good faith make 
a judgment that proves incorrect. “Al- 
though some decisions turn out to be un- 
wise or the result of a mistake of judg- 
ment, it is unreasonable to reexamine 
these decisions with the benefit of hind- 
sight. Therefore, a director is not liable for 
injury or damage caused by his decision, 
no matter how unwise or mistaken it may 
turn out to be, if in performing his duties 
he met the requirements of section 8.30.” 
Official Comment to Section 8.30 of the 
Model Business Corporation Act (§ 4-27- 
830). 

3. The Business Judgment Rule 

Although it may seem anomalous to 
apply the business judgment rule to non- 
profit corporations, a few courts have so 
applied it. Yarnall Warehouse & Transfer 
Inc. v. The Three Ivory Brothers Moving 
Company, 226 So. 2d 887 (Fla. Dist. Ct. 
App. 1969). See Beard v. Achenbach Me- 
morial Hospital, 170 F.2d 859 (10th Cir. 
1948). 
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While the application of the business 
judgment rule to directors of nonprofit 
corporations is not firmly established by 
the case law, its use is consistent with 
section 8.30 (§ 4-33-830). Moreover, in the 
nonprofit context the business judgment 
rule should apply to discretionary matters 
voted upon by the board of directors and 
not just those that can be characterized as 
“business” decisions. Decisions relating to 
funding a project or organization, deter- 
mining what play to produce or what 
animals to have in a zoo could all fall 
within the business judgment rule. 

If a director has met the standards of 
section 8.30 (§ 4-33-830), there is no need 
to apply the business judgment rule. If the 
rule applies it would be operative only if 
compliance with section 8.30 (§ 4-33-830) 
has not been established. 

4. Duty of Loyalty 

The general duty of loyalty of directors 
of nonprofit corporations is set forth in the 
mandate of section 8.30 (§ 4-33-830) that 
directors act in good faith in a manner 
they reasonably believe to be in the best 
interests of the corporation. Development 
of standards in this area is left to judicial 
resolution. See Mile-O-Mo Fishing Club, 
Inc. v. Noble, 62 Ul. App. 50, 210 N.E.2d 12 
(1965). 

Sections 8.31—8.33 (§§ 4-33-831 — 
4-33-833) deal with particular aspects of 
the general duty of loyalty. In setting forth 
the general standards in section 8.30 (§ 4- 
33-830) and particular standards in sec- 
tions 8.31—8.33 (§§ 4-33-831 — 4-33- 
833), it is the intent of the Model Act 
(§ 4-33-101 et seq.) to reject the strict 
trustee standard and to set forth the ex- 
clusive standards under which courts 
should resolve duty of loyalty questions. 
In some states it may be necessary to 
negate the application of various code 
sections that might otherwise improperly 
be applied to nonprofit corporations. 

5. Good Faith 

A precondition to a director discharging 
his or her duties is that the director act in 
good faith. While this is a subjective re- 
quirement, a court will look to objective 
facts and circumstances to determine 
whether the good faith requirement is 
met. A court generally will look to the 
director’s state of mind to see if it evi- 
denced honesty and faithfulness to the 
director’s duties and obligations, or 
whether there was an intent to take ad- 
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vantage of the corporation. A director of a 
religious corporation in making a good 
faith determination may consider what 
the director believes to be: (1) the religious 
purpose of the corporation; and (2) appli- 
cable religious tenets, canons, laws, poli- 
cies and authority. 

6. Reasonable Belief That Action Is 
in the Best Interests of the Corpo- 
ration 

The requirement that the director act in 

a manner the director reasonably believes 
is in the best interests of the corporation is 
both objective and subjective. It is objec- 
tive in that the director must reasonably 
believe the action is in the best interests of 
the corporation. It is subjective in that the 
director must in fact believe the action is 
in the best interests of the corporation. As 
with the good faith requirement, a court is 
likely to look to objective facts to deter- 
mine whether a director’s state of mind 
appears unreasonable and whether the 
director really believed that the action 
was in the best interests of the corpora- 
tion. 

7. Retiance 

So long as a director does not have 

knowledge that would make reliance un- 
warranted, a director may rely on infor- 
mation, opinions, reports, and statements 
prepared and presented by the individuals 
and committees specified in_ section 
8.30(b) (§ 4-33-830(b)). The right to rely is 
based on the practical need of directors of 
nonprofit corporations to rely on experts, 
staff, committees composed in whole or 
part of non-board members and commit- 
tees of the board. With one exception a 
director may only rely on information 
from individuals or committees who the 
director believes to be competent. See sec- 
tion 8.30(b)(1) and (2) (§ 4-33-830(b)(1) 
and (2)). Under section 8.30(b)(3) (§ 4-33- 
830(b)(3)) in relying on committees of the 
board of which the director is not a mem- 
ber, the director must believe that the 
committee merits “confidence,” not that it 
is “competent.” “In section 8.30(b)(3), the 
concept of ‘confidence’ is substituted for 
‘competence’ in order to avoid any infer- 
ence that technical skills are a prerequi- 
site.” Official Comment to Section 8.30 of 
the Model Business Corporation Act (§ 4- 
27-830). The requirement that a director 
must not have knowledge that would 
cause reliance to be unwarranted means 


NONPROFIT CORPORATION ACT 


that a director cannot rely on that which 
he or she knows to be unreliable. 

In most circumstances a director is en- 
titled to rely on reports prepared by the 
individuals or committees specified in 
subsection (b) (§ 4-33-830(b)). Where, 
however, a director has a reasonable basis 
to be suspicious or is in fact suspicious, 
the general duty of care set forth in sec- 
tion 8.30 (§ 4-33-830) requires the direc- 
tor to make further inquiry. In addition to 
the requirement that a director must rea- 
sonably believe that the material is reli- 
able, the director must in fact rely on the 
material. In order to rely on a report a 
director must have read it, been present 
at a meeting where it was presented or 
otherwise have evaluated it. 

8. Delegation 

Directors of a nonprofit corporation may 
delegate authority to officers, employees 
or agents of the corporation so long as the 
affairs of the corporation are managed 
under the direction of the board. See sec- 
tion 8.01(b) (§ 4-33-801(b)). “Since the 
board may delegate or assign to appropri- 
ate officers of the corporation the author- 
ity or duty to exercise powers that section 
8.01 does not require the board to retain, 
directors are not personally responsible 
under section 8.30 for actions or omissions 
of officers, employees, or agents of the 
corporation so long as the directors, com- 
plying with the standard of care set forth 
in section 8.30, have acted reasonably in 
delegating responsibility.” Official Com- 
ment to Section 8.30 of the Model Busi- 
ness Corporation Act (§ 4-27-830). 

9. Exoneration 

Section 8.30(d) (§ 4-33-830(d)) is based 
in part upon section 8.30(d) of the Model 
Business Corporation Act (§ 4-27-830(d)) 
which was based on section 35 of the prior 
Model Business Corporation Act. Section 
8.30(d) (§ 4-33-830(d)) is “self-executing, 
and the individual director’s exoneration 
from liability is automatic.... 

“Section 8.30(d) makes clear that the 
section will apply whether or not affirma- 
tive action was in fact taken. If the board 
of directors or a committee considers an 
issue (such as a recommendation of inde- 
pendent auditors concerning the corpora- 
tion’s internal accounting controls) and 
determines not to take action, the deter- 
mination not to act is protected by section 
8.30. Similarly, if the board of directors or 
committee delegates responsibility for 
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handling a matter to subordinates, the 
delegation constitutes ‘action’ under sec- 
tion 8.30. Section 8.30(d) applies (assum- 
ing its requirements are satisfied) to any 
conscious consideration of matters involv- 
ing the affairs of the corporation. It also 
applies to the determination by the board 
of directors of which matters to address 
and which not to address. Section 8.30(d) 
does not apply only when the director has 
failed to consider taking action which un- 
der the circumstances he is obliged to 
consider taking.” Official Comment to Sec- 
tion 8.30 of the Model Business Corpora- 
tion Act (§ 4-27-830). 

Subsection (d) (§ 4-33-830(d)) deals 
with one area of potential liability that is 
not explicitly dealt with by section 8.30 of 
the Model Business Corporation Act (§ 4- 
27-830). It provides that a director who 
has acted in compliance with section 8.30 
(§ 4-33-830) “is not liable to the corpora- 
tion, any member or any other person for 
any action taken or not taken as a direc- 
tor....” This provision protects directors 
from claims by third persons. It rejects the 
holding in Frances T: v. Village Green 
Owners Ass’n., 48 Cal. 3d 490 (1986). 
However, a director who personally com- 
mits a tort is not protected by the provi- 
sions of section 8.30 (§ 4-33-830). 

Subsection (e) (§ 4-33-830(e)) deals 
with another area of potential lability 
that is not explicitly dealt with by section 
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8.30 of the Model Business Corporation 
Act (§ 4-27-830). Subsection (e) (§ 4-33- 
830(e)) provides that a director is not a 
trustee with respect to the corporation or 
any property held by it. Absent subsection 
(e) (§ 4-33-830(e)), it would be possible to 
argue that a director meeting his or her 
duties under section 8.30 (§ 4-33-830) 
was liable for a breach of trust by improp- 
erly using, disposing of, or otherwise deal- 
ing with assets held by the corporation in 
trust. As a result of subsection (e) (§ 4-33- 
830(e)) this argument has no vitality. A 
director who meets the standard of section 
8.30 (§ 4-33-830), but improperly acts or 
fails to act in regard to property held in 
trust, will not be liable. Depending on 
state law, the corporation may be liable for 
breach of trust. However, the corporation 
may not seek indemnification or contribu- 
tion from the director. 

10. Investments 

Numerous states have adopted the Uni- 
form Management of Institutional Funds 
Act. That act deals with the way in which 
nonprofit organizations hold, manage, 
and invest their assets. In adopting the 
Model Act (§ 4-33-101 et seq.) states 
should consider the applicability of the 
Uniform Management of Institutional 
Funds Act to the standards set forth in 
sections 8.30-8.33 (§§ 4-33-8380 — 4-33- 
833). 


Official Comment to Alternative Section 8.30* 


This alternative section is derived from 
section 102(b)7 of the Delaware General 
Corporation Law. It does not change the 
duty of care. Rather subdivision (d) allows 
a corporation to limit directors’ liability 
for monetary damages for breaching their 
duty of care. 

It is prospective in application and only 
applies to acts or omissions occurring af- 
ter the provision authorized by alterna- 


tive section 2.02(b) (5) becomes a part of a 
corporation’s articles of incorporation. Un- 
less a provision authorized by section 
2.02(b) (5) is in a corporation’s articles the 
provisions of section 8.30 govern the con- 
duct of directors. 


*This alternative section was not enacted 
by Arkansas. 


Official Comment to Section 8.31 (A.C.A. § 4-33-831)* 


1. Applicability of Section 8.31 (§ 4- 
33-831) 

Section 8.31 (§ 4-33-831) applies to a 
limited category of conflict of interest 
transactions. Section 8.31 (§ 4-33-831) 
applies to a transaction if a director: (1) 
has a direct interest in the transaction; (2) 


is a general partner in a partnership or a 
director, officer or trustee of another en- 
tity that has an interest in the transac- 
tion; or (3) has a material interest in an 
entity that has an interest in the transac- 
tion. A director has an interest in a trans- 
action if his or her immediate family 
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members have an interest in the transac- 
tion. 

Even if section 8.31 (§ 4-33-831) does 
not apply to a transaction, section 8.30 
(§ 4-33-830) may be applicable. For exam- 
ple, a director of a nonprofit corporation 
may have an immaterial interest in an 
entity that has a contract with the direc- 
tor’s nonprofit corporation. Section 8.31 
(§ 4-33-831) would not apply as the direc- 
tor’s only interest in the transaction is an 
immaterial interest. However the general 
duty of loyalty set forth in section 8.30 
(§ 4-33-830) would apply. The director 
would have to act “in good faith ... in a 
manner the director reasonably believes 
to be in the best interests of the corpora- 
tion.” Section 8.30(a) (1) and (3) (§ 4-33- 
830(a) (1) and (3)). 

Section 8.31 (§ 4-33-831), like section 
8.30 (§ 4-33-830), rejects the trustee stan- 
dard. That standard prohibits any trans- 
action between a trust and a trustee. 
Section 8.31 (§ 4-33-831) also rejects the 
concept that a director may not obtain any 
profit from a transaction involving his or 
her corporation. If the requirements of 
section 8.31 (§ 4-33-831) are met, a direc- 
tor can make a profit from a transaction 
involving his or her corporation. 

The Model Act (§ 4-33-101 et seq.) rec- 
ognizes that many individuals are elected 
to nonprofit boards because of their ability 
to enter into or cause an affiliate to enter 
into a transaction with and for the benefit 
of the corporation. Often landlords, law- 
yers, bankers, and suppliers are added to 
a board so the corporation can obtain 
reduced rent, free or low-cost legal ser- 
vices, loans, and bargain purchases. Ide- 
ally, nonprofit corporations would have 
sufficient money to carry out their pur- 
poses and would not have to rely on or 
plead for favorable treatment. As a prac- 
tical matter this does not often occur. 
Therefore the Model Act (§ 4-33-101 et 
seq.) attempts to provide a tolerable ac- 
commodation between the needs of non- 
profit organizations and the potential 
abuses by directors or officers. 

2. Ways to Comply With Section 8.31 
($ 4-33-831) 

a. Public Benefit and Religious Corpo- 
rations 

There are four ways in which a transac- 
tion involving a public benefit or religious 
corporation may meet the requirements of 
section 8.31 (§ 4-33-831). 
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First, a transaction that is fair to the 
corporation at the time it is authorized or 
is entered into does not violate the provi- 
sions of section 8.31 (§ 4-33-831). Conse- 
quently an interested director may always 
defend a claim that a transaction violates 
section 8.31 (§ 4-33-831) by showing it 
was fair to the corporation. 

The essence of the fairness test is set 
forth in Pepper v. Litton, 308 U.S. 295, 306 
(1939), where the Court stated that in 
evaluating the fairness of transactions 
entered into by a corporation and its di- 
rectors or controlling persons: 

Their dealings with the corporation are 
subjected to rigorous scrutiny ...The 
essence of the test is whether or not 
under all the circumstances the trans- 
action carries the earmarks of an arm’s 
length bargain. 

Second, if the transaction is approved in 
advance by the vote of the board of direc- 
tors or a committee of the board the trans- 
action will not violate section 8.31 (§ 4- 
33-831) if: 

(a) the material facts of the transaction 
and the director’s interest in the transac- 
tion were disclosed or known to the board 
or committee. Although not required, good 
practice would result in a written record 
of the facts disclosed or known to the 
directors. Even if there are no such 
records and no disclosure was made, this 
information requirement can be met if the 
directors at the time they approved the 
transaction knew the material facts of the 
transaction and the director’s interest in 
the transaction; and 

(b) the directors approving the transac- 
tion reasonably believed the transaction 
was fair to the corporation. It is not nec- 
essary to prove that the transaction was 
in fact fair to the corporation, just that the 
directors believed it was fair and had a 
reasonable basis upon which to form this 
opinion. See discussion of Reasonable Be- 
lief, Good Faith, and Reliance in Official 
Comment to Section 8.30 (§ 4-33-830). 
Even if the directors were wrong in believ- 
ing that it was fair, the transaction will 
not violate section 8.31 (§ 4-33-831) so 
long as the directors approved it in confor- 
mity with section 8.31 (§ 4-33-831); and 

(c) the transaction was approved before 
it was consummated. 

Third and fourth, court or attorney gen- 
eral approval of the transaction may be 
obtained before or after the transaction 
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was consummated. The Model Act (§ 4- 
33-101 et seq.) does not specify the method 
of obtaining attorney general approval. 
This matter is left to the individual states. 
Nor does the Model Act (§ 4-33-101 et 
seq.) specify the grounds upon which a 
court should approve a transaction. Pre- 
sumably, however, a court will evaluate 
the fairness of the transaction after con- 
sideration of all relevant facts. If court or 
attorney general approval is obtained, the 
transaction cannot be challenged on the 
ground that it violates section 8.31 (§ 4- 
33-831). 

b. Mutual Benefit Corporations 

There are three ways in which a conflict 
of interest transaction may meet the re- 
quirements of section 8.31 (§ 4-33-831) 
for a mutual benefit corporation. 

First, a transaction that is fair at the 
time it is entered into meets the require- 
ments of section 8.31 (§ 4-33-831). Second 
and third, the board of directors or mem- 
bers may approve the transaction either 
before or after it is consummated. If it is 
approved by the board or members in 
conformity with section 8.31 (§ 4-33-831), 
the person seeking to uphold the transac- 
tion does not have to prove it was fair. In 
each case the directors or members must 
know or there must have been disclosure 
of all material facts including the direc- 
tor’s interest in the transaction. Member 
approval is not available to public benefit 
corporations as members of public benefit 
corporations have no economic interest in 
their corporation and in this respect are 
not analogous to shareholders of business 
corporations. 

3. Vote and Quorum 

Subsection (e) (§ 4-33-831(e)) sets a 
special quorum and vote requirement 
when the board votes on a conflict of 
interest transaction. A quorum is present 
and a transaction is approved by the 
board when a majority of the directors on 
the board who have no direct or indirect 
interest in the transaction vote to autho- 
rize the transaction. The articles or by- 
laws may impose a higher quorum or vote 
requirement. See sections 7.22 and 7.23 
(§§ 4-33-722 and 4-33-723). In no event 
may one director approve a conflict of 
interest transaction. 

An interested director may be present 
when the vote is taken. In some instances 
good practice requires the director’s pres- 
ence at a meeting to answer questions 
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about the transaction. While it might be 
desirable to request an interested director 
to leave prior to the vote, the Model Act 
(§ 4-33-101 et seq.) does not require the 
director or officer to leave during the dis- 
cussion or the vote. In fact the interested 
director may vote on the transaction if the 
transaction is otherwise approved as pro- 
vided in subsection (b) or (c) (§ 4-33- 
831(b) or (c)). 

4. Materiality 

Section 8.31 (§ 4-33-831) applies to 
transactions between a nonprofit corpora- 
tion and an entity in which the director of 
the nonprofit corporation has a “material” 
interest. 

Not every transaction in which a direc- 
tor has an interest will involve a material 
interest. Some transactions will involve 
an immaterial interest. An interest is ma- 
terial if there is a substantial likelihood 
that a reasonable person would consider it 
important in deciding what action to take. 
See TSC Industries, Inc. v. Northway, Inc., 
426 U.S. 438 (1976). The richer the direc- 
tor and the smaller the transaction the 
less likely it is that the transaction will be 
material. 

Section 8.31 (c) (§ 4-33-831(c)) requires 
disclosure or knowledge of the “material” 
facts of a conflict of interest transaction 
prior to approval of the transaction by the 
directors or members. A fact is material if 
there is a substantial likelihood that a 
reasonable person would consider it im- 
portant in deciding how to vote. See TSC 
Industries, Inc. v. Northway, Inc., 426 U.S. 
438 (1976). 

5. Additional Requirements 

Nonprofit corporations may prohibit or 
impose additional requirements for ap- 
proval of transactions involving inter- 
ested directors and _ officers. A 
supermajority vote, board and not just 
committee approval, and other specified 
procedures may be required. Subsection 
(g) (§ 4-33-831(e)) allows these additional 
requirements to be set forth in the arti- 
cles, bylaws or a resolution of the board. 

6. Remedies 

Section 8.31 (§ 4-33-831) does not spec- 
ify remedies for a violation of section 8.31 
(§ 4-33-831). However the underlying 
philosophy of sections 8.30 and 8.31 (§§ 4- 
33-830 and 4-33-831) is contrary to the 
strict trust concept that interested direc- 
tors can never obtain a profit when deal- 
ing with their corporation. 
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A court should enter an order that pro- 
vides an equitable and fair remedy to the 
corporation taking into account any bene- 
fits the corporation received. A court 
should determine whether the breach of 
section 8.31 (§ 4-33-831) was technical or 
substantive, whether there was an at- 
tempt to deal openly and fairly with the 
corporation and to act in good faith in 
furthering the corporation’s best inter- 
ests. In particularly egregious cases in- 
volving fraudulent or malicious conduct, a 
court may grant exemplary damages. 

Courts may wish to distinguish between 
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transactions that only involve an inter- 
ested director and transactions in which 
an interested director or officer has an 
indirect material interest. In the latter 
case it may be unfair to invalidate a 
transaction between a nonprofit corpora- 
tion and a third party or to order the third 
party to pay damages. The nature of the 
remedy is left to the discretion of the 
courts. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 8.32 (A.C.A. § 4-33-832) 


Section 8.32 (§ 4-33-832) prohibits all 
loans to and guaranties for officers and 
directors. As potential abuse in this area 
is great and statutorily distinguishing be- 
tween appropriate and inappropriate 
loans is difficult, the Model Act (§ 4-33- 
101 et seq.) continues the policy of the 


prior Model Act by prohibiting loans and 
guaranties. Advances of money from petty 
cash and for travel and other corporate 
purposes are not loans within the mean- 
ing of section 8.32 (§ 4-33-832) and conse- 
quently are not prohibited. 


Official Comment to Section 8.33 (A.C.A. § 4-33-833) 


Section 13.01 (§ 4-33-1301) prohibits 
distributions except those authorized by 
section 13.02 (§ 4-33-1302). See section 
1.40(10) (§ 4-33-140(11)). Section 8.33(a) 
(§ 4-33-833(a)) provides that a director 
who votes for or assents to a prohibited 
distribution is not liable for such action if 
the director complies with the standards 
of conduct set forth in section 8.30 (§ 4- 
33-830). Of course, a director who receives 
a distribution prohibited by section 13.01 
(§ 4-33-1301) is obligated to return the 
distribution to the corporation. 

A director who breaches his or her du- 
ties under section 8.30 (§ 4-33-830) in 
voting for or assenting to a prohibited 


distribution is liable to the corporation for 
the amount of the improper distribution. 

Section 8.33(b) (§ 4-33-833(b)) allows a 
director who is liable for an unlawful 
distribution to receive contribution from 
the directors, if any, who voted for or 
assented to the distribution without com- 
plying with section 8.30 (§ 4-33-830) and 
from each person who received the unlaw- 
ful distribution. These persons may in- 
clude members, directors, officers and con- 
trolling persons of the corporation. See 
section 13.01 (§ 4-33-1301). The exact 
amount each will have to contribute is left 
to the equitable powers of the courts. 


Official Comment to Section 8.40 (A.C.A. § 4-33-840) 


Unless otherwise provided in the arti- 
cles or bylaws, a corporation shall have a 
president, secretary, treasurer and such 
other officers as are appointed by the 
board. The bylaws may do away with the 
traditional titles for officers and provide a 
series of unique titles for those who serve 
as corporate officers. The board shall ap- 
point all corporate officers. Even if an 
individual is not designated as “secretary” 
of the corporation, section 8.40(b) (§ 4-33- 


840(b)) requires the bylaws or the board to 
delegate to an officer responsibility for 
preparing minutes of the directors’ and 
members’ meetings and for authenticating 
corporate records. The Model Act (§ 4-33- 
101 et seq.) treats this individual as the 
“secretary” of the corporation regardless of 
his or her corporate title. See section 
1.40(31) (§ 4-33-140(32)). . 

In many instances nonprofit corpora- 
tions are run by and day-to-day responsi- 
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bility is vested in an employee who is an 
officer of the corporation, whether called 
executive director, administrator, chief 
administrator or by some other name. The 
president, if any, is a volunteer who is 
given the title of president in recognition 
of the significant contributions he or she 
has made or is making to the organiza- 
tion. The president is not involved in the 
day-to-day activities of the organization, 
and may or may not be the most signifi- 
cant member of its board of directors. 
Under these circumstances the title of 
“president” may be misleading. The term 
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is certainly not analogous to the president 
of a business corporation. 

In many nonprofit organizations sub- 
stantial authority rests in an executive 
director, a full-time officer who runs the 
day-to-day activities of the corporation 
and makes basic decisions relating to cor- 
porate activities. In such instances the 
bylaws or a resolution of the board should 
specify the power and authority of the 
executive director consistent with the re- 
quirement that the affairs of the corpora- 
tion be managed under the direction of the 
board. 


Official Comment to Section 8.41* 


Section 8.41 deals with the authority 
(sometimes called “actual authority”) of 
corporate officers. It provides that these 
officers shall have the authority set forth 
in the bylaws, in the resolutions of the 
board, or that which is delegated to them 
by an officer authorized to do so by the 
board. 

In addition, certain officers may have 
limited authority as a result of a particu- 
lar office they hold. For example, the ex- 
ecutive director of a nonprofit organiza- 
tion may have considerable authority as a 
result of being executive director. Cases 
dealing with the inherent authority of the 
president or other officers of a business 


corporation are not necessarily consistent 
with the nature of these offices in the 
nonprofit context. For example, in some 
nonprofit organizations the president may 
not be involved in the day-to-day activities 
or decision-making. If not, the president’s 
role is different than that of the president 
of a business corporation. 

Officers may also have the power to 
bind the corporation. See Section 8 of the 
Restatement of the Law of Agency, Sec- 
ond. Also see section 8.45 (§ 4-33-845). 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 8.42 (A.C.A. § 4-33-842) 


Section 8.42 (§ 4-33-842) provides that 
nondirector officers with discretionary au- 
thority have the same general duty of care 
and loyalty as that of directors set forth in 
section 8.30 (§ 4-33-830). In nonprofit cor- 
porations, particularly public benefit or 
religious corporations where the board of 
directors is usually composed of volun- 
teers, full-time paid officers have impor- 
tant and significant duties and responsi- 
bilities. “Nondirector officers with more 
limited discretionary authority may be 
judged by a narrower standard, though 
every corporate officer or agent owes du- 
ties of fidelity, honesty, good faith, and fair 
dealing to the corporation.” Official Com- 
ment to Model Business Corporation Act 
Section 8.42 (§ 4-27-842). 

Section 8.42 (§ 4-33-842) allows 
nondirector officers to rely on certain in- 


formation, opinions, reports and state- 
ments when they do not have knowledge 
concerning the matter that would make 
that reliance unwarranted. In the absence 
of actual knowledge that records pre- 
sented by the secretary are not truthful or 
accurate, third persons may rely on the 
truthfulness and accuracy of such records. 

Officers, particularly those who are 
paid, have a responsibility to actively 
carry out their duties and obtain informa- 
tion relevant to their position. This infor- 
mation may require the officers to make 
further inquiries and prevent them from 
relying on reports that could be relied 
upon by directors. 

In general, the Official Comment to Sec- 
tion 8.30 (§ 4-33-830) is applicable to 
nondirector officers. 
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Official Comment to Section 8.43 (A.C.A. § 4-33-843) 


Section 8.43 (§ 4-33-843) allows an offi- 
cer to resign by giving written or oral 
notice to the corporation and specifies 
when the resignation is effective. 

Section 8.43(b) (§ 4-33-843(b)) provides 
that the board may remove any Officer, at 
any time, with or without cause. An officer 


so removed may not sue for specific per- 
formance of any contract or agreement to 
be employed as an officer. Such removal is 
without prejudice to the former officer’s 
right to bring an action for damages for 
breach of contract. See section 8.44 (§ 4- 
33-844). 


Official Comment to Section 8.44 (A.C.A. § 4-33-844) 


“Section 8.43 makes clear that the ap- 
pointment of an officer does not itself 
create contract rights in the officer. The 
removal of an officer with contract rights 
is without prejudice to his later enforce- 
ment of contract rights in a suit for dam- 
ages for breach of contract. See the Official 
Comment to section 8.43. Similarly, an 


officer with an employment contract who 
prematurely resigns may be in breach of 
his employment contract. The mere ap- 
pointment of an officer for a term does not 
create a contractual obligation on his part 
to complete the term.” Official Comment 
to Model Business Corporation Act Sec- 
tion 8.44 (§ 4-27-844). 


Official Comment to Section 8.45 (A.C.A. § 4-33-845) 


Section 8.45 (§ 4-33-845) is a safe har- 
bor that does not diminish the apparent 
authority officers may have under com- 
mon law. 

Section 8.45 (§ 4-33-845) allows third 
persons to rely on the signatures of spec- 
ified officers of a nonprofit corporation as 


indicating authority to act on behalf of the 
corporation unless the third persons have 
actual knowledge that the signing officers 
have no authority. This provision (§ 4-33- 
845) is particularly helpful in the non- 
profit context where the authority of offic- 
ers may be less than clear. 


Subchapter E 
INDEMNIFICATION 
INTRODUCTORY COMMENT 


The indemnification provisions of the 
Model Act (§ 4-33-101 et seq.), as in all 
modern corporation enactments, are cen- 
tral to the Act (§ 4-33-101 et seq.) They 
are closely related to the standards of 
conduct established in section 8.30 (§ 4- 
33-830). Such provisions are particularly 
important in the nonprofit setting in that 
they establish essential protections for 
conflicts between protecting the directors 
and protecting the public interests from 
which nonprofit corporations spring. 

1. Background of Indemnification 
Provisions for Nonprofit Corpo- 
rations 

Prior to the enactment of statutory pro- 
visions enabling nonprofit corporations to 
indemnify their directors and officers 
against liabilities incurred in serving the 
corporation, case law gave uncertain an- 
swers to questions about the extent to 


which such corporations could or should 
indemnify officers and directors against 
personal liabilities. Indemnity depended 
entirely upon the often somewhat bizarre 
application of the principles of charitable 
trusts, agency or contracts. In some in- 
stances it was held that, in the absence of 
a statute expressly enabling the corpora- 
tion to make indemnification, there is no 
right to indemnification. Texas Society v. 
Fort Bend Chapter, 590 S.W.2d 156 (Tex. 
Civ. App. 1979). It was also uncertain to 
what extent a corporation might purchase 
insurance to indemnify directors or enter 
into contractual arrangements to do so. 
Historically there was little perceived 
need for statutory attention in that non- 
profit directors were rarely sued. Indem- 
nification provisions for nonprofit corpora- 
tions are generally derived from the 
state’s business corporation act by making 
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the act applicable to nonprofit corpora- 
tions or by parallel enactment. Recently, 
the increased incidence of litigation 
against directors of both business and 
nonprofit corporations coupled with well- 
publicized findings of liability have made 
the subject of indemnification one of in- 
tense interest among corporation officials. 

2. Policy Issues Raised by Indemni- 
fication 

Nowhere is the contract between com- 
peting policy considerations relating to 
indemnification more apparent than in 
the nonprofit corporation. Such corpora- 
tions differ substantially from business 
corporations which are generally orga- 
nized to make a profit in that nonprofit 
corporations exist for innumerable pur- 
poses. Throughout the Act (§ 4-33-101 et 
seq.) corporations are divided among pub- 
lic benefit, mutual benefit and religious 
organizations. While mutual benefit cor- 
porations are akin to business corpora- 
tions, public benefit and religious corpora- 
tions may or may not have members to 
whom directors are accountable. To allow 
directors of these corporations total exon- 
eration from the consequences of conduct 
that is either wrongful or carried out in 
bad faith would violate tenets of public 
morality and trust. 

At the same time, corporations must 
attract persons, usually of some stature in 
the community, who will serve without 
compensation or other direct economic in- 
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come. To ask them to bear the consider- 
able expense and potential for Draconian 
liability whenever their conduct is chal- 
lenged would be unfair and inappropriate 
in that the reserve of persons willing to 
serve would be soon depleted. 

Indemnification against conduct that is 
criminal under state or federal statutes 
may be particularly sensitive in that it 
may be viewed as frustrating public policy. 
On the other hand, there are instances 
where criminal sanctions may be imposed 
where the conduct taken was not know- 
ingly unlawful and was believed to be in 
the best interest of the corporation. 

The ability of the corporation to provide 
insurance that is broader than permissi- 
ble indemnification further complicates 
the issues of public policy and public trust. 
Such insurance, however, is in itself lim- 
ited by public policy and the available 
coverage. It is increasingly viewed as an 
essential complement to statutory indem- 
nification especially where the corpora- 
tion may have insufficient assets to satisfy 
indemnification obligations, or be reluc- 
tant to satisfy them from funds held for 
public, charitable or religious purposes. 

Ideally the indemnification provisions 
will resolve the basic tension among nec- 
essary protection for the corporate offi- 
cials, necessary protection of the corpora- 
tion, and necessary protection of the 
public. 


Relationship of Indemnification to the Revised 
Model Business Corporation Act Provisions 


The Act (§ 4-33-101 et seq.) closely follows the Revised Model Business Corporation 
Act (§ 4-27-101 et seq.) with respect to both standards of conduct and indemnification. 
This is consistent with the conclusion of recent cases that the relationship of directors 
to the nonprofit corporation is more akin to that of directors of business corporations 
than to that of trustees to their beneficiaries. Stern v. Lucy Webb Hayes National 
Training School for Deaconesses and Missionaries, 38 F. Supp. 100 (D.D.C. 1974). 

As in the revised MBCA (§ 4-27-101 et seq.) it is assumed that a director who acts 
consistently with the standard of care established in Section 8.30 (§ 4-33-830) will be 
indemnified against both judgments and expenses. The standard of “good faith and 
reasonable belief that the conduct was in or not opposed to the best interests of the 
” for indemnification, however, is broader. It may provide indemnification in 


corporation 
‘ have breached a duty to the 


limited instances where a director or officer may 
corporation. 


Official Comment to Section 10.01 (A.C.A. § 4-33-1001) 


modify, delete, change or add provisions to 
a corporation’s articles. 
An amendment may be adopted if it: (1) 


Section 10.01 (§ 4-33-1001) authorizes 
amendments to a corporation’s articles of 
incorporation. The amendments may 
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results in provisions permitted in the ar- 
ticles (see sections 2.02 and 2.06(b)) (§§ 4- 
33-202 and 4-33-206(b)); (2) does not con- 
travene or delete provisions the Model Act 
(§ 4-33-101 et seq.) requires the articles 
to contain (see section 2.02(a)) (§ 4-33- 
202(a)); and (3) is adopted pursuant to the 
provisions of chapter 10 (§ 4-33-1001 et 
seq.). 

Whether the first two tests are met is 
determined as of the effective date of the 
amendment. The third test is determined 
as of the time the amendment is adopted. 

Members’ rights are protected by: (1) 
the right to vote on amendments, includ- 
ing the right to vote by class in appropri- 
ate cases (sections 10.03 and 10.04) (§ 4- 
33-1003 and 4-33-1004); (2) the duty of the 
board to approve amendments consistent 
with its obligations under section 8.30 
(§ 4-33-830); and (3) contractual commit- 
ments made by the corporation. 
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A corporation may have entered into 
some oral or written contractual relation- 
ship with its members. A person may, for 
example, have joined an organization 
based in part on the representation that 
certain benefits would be provided under 
specified conditions. If so, the corpora- 
tion’s obligations may be enforced apart 
from any provisions contained in the arti- 
cles. The articles may require an amend- 
ment to be approved by a specified person 
or persons. See section 10.30 (§ 4-33- 
1030). If so, that approval must be ob- 
tained prior to amending the articles. 

As section 10.01 (§ 4-33-1001) provides 
broad power to amend a corporation’s ar- 
ticles, the Model Act (§ 4-33-101 et seq.) 
does not enumerate the myriad of possible 
amendments or require the articles to 
include an express-power of amendment. 


Official Comment to Section 10.02 (A.C.A. § 4-33-1002) 


Section 10.02 (§ 4-33-1002) distin- 
guishes between corporations with mem- 
bers and those without members. If a 
corporation has members, subsection (a) 
(§ 4-33-1002(a)) allows directors to ap- 
prove specified amendments, as_ the 
amendments do not adversely affect mem- 
bers’ substantive rights. 

If a corporation does not have members, 
subsection (b) (§ 4-33-1002(b)) allows the 
board to amend the articles by a vote of a 
majority of the directors in office at the 
time the amendment is adopted. The no- 
tice of the meeting to approve the amend- 
ment must be in accordance with section 
8.22 (§ 4-33-822) and state that one pur- 
pose of the meeting is to consider an 
amendment to the articles. 

It is not necessary that the directors be 
provided with a copy or summary of the 
amendment prior to the meeting so long 
as the meeting notice states the general 


nature of the amendment. Failure to give 
proper notice may be waived under the 
conditions set forth in section 8.23 (§ 4- 
33-823). 

Even if a corporation does not have 
members, an amendment to the articles 
may require the approval of a specified 
person or persons. Section 10.30 (§ 4-33- 
1030). The articles may, for example, re- 
quire the approval of a related organiza- 
tion, governmental entity, specified 
individual or group of delegates. 

If a corporation does not have members, 
its incorporators, until directors have 
been chosen, may exercise the power of 
the directors in amending articles. The 
incorporators must follow the rules appli- 
cable to directors. 

Amendments may be adopted by incor- 
porators or by the directors by unanimous 
written consent. See section 8.21 (§ 4-33- 


821). 


Official Comment to Section 10.03 (A.C.A. § 4-33-1003) 


If a corporation has members, section 
10.03 (§ 4-33-1003) requires that an 
amendment to its articles be approved by 
the members by two-thirds of those voting 
or a majority of the voting power, which- 
ever is less. See section 1.40(1) (§ 4-33- 


140(1)). Section 10.04 (§ 4-33-1004) may 
require a class vote. 

An amendment may be approved by the 
members at a membership meeting, by 
written ballot or by written consent. See 
sections 7.01, 7.02, 7.04 and 7.08 (§§ 4-33- 
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701, 4-33-702, 4-33-704 and 4-33-708), 
The notice of the meeting or the materials 
soliciting the approval must contain or be 
accompanied by a copy or summary of the 
‘amendment. This is to insure that the 
members will be informed prior to voting 
on the amendment. 

While the board may propose an amend- 
ment for adoption by members, board ap- 
proval is not required for certain amend- 
ments. Board approval is not required for 
amendments relating to the number of 
directors, the composition of the board, 
the term of office of directors, or the 
method by which directors are elected or 
selected. When board approval is not re- 
quired, the board may propose amend- 
ments to the articles. 

Subdivision (b) (§ 4-33-1003(b)) allows 
adoption of an amendment to be condi- 
tioned on some higher vote than would 
normally be required or upon the happen- 
ing of an event or events. This ability to 
conditionally approve amendments pro- 
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vides flexibility to the corporation and 
allows more than the simple alternative of 
approving or disapproving. 

An amendment must also receive any 
approval required by section 10.30 (§ 4- 
33-1030). Section 10.30 (§ 4-33-1030) 
may, for example, require an amendment 
to be approved by a related organization, 
governmental entity, specified individual, 
or group of delegates. 

If the board initiates an amendment, it 
will normally recommend the amendment 
to the members. However, in some in- 
stances the board may have a conflict of 
interest and be unable to make a recom- 
mendation or for some reason believe it is 
inappropriate to do more than present the 
amendment to the members for their ap- 
proval. If so, the board may simply submit 
the amendment to the members for their 
approval. The board may indicate why it 
is unable to present a recommendation, 
but this is not required. 


Official Comment to Section 10.04 (A.C.A. § 4-33-1004) 


Section 10.04 (§ 4-33-1004) distin- 
guishes between public benefit, religious 
and mutual benefit corporations. It re- 
quires a class vote to amend articles of 
incorporation of public benefit and mutual 
benefit corporations regardless of a con- 
trary provision in the articles if the 
amendment would make any of the 
changes specified in subsection (a) or (b) 
(§ 4-33-1004(a) or (b)). 

Subsection (a) (§ 4-33-1004(a)) deals 
with public benefit corporations. A mem- 
bership in a public benefit corporation 
does not represent a valuable economic 
right. It represents the right to vote for 
directors and thereby participate in the 
decision as to who will control the corpo- 
ration and what policies it will follow. 
Consequently, class voting in regard to 
public benefit corporations is only man- 
dated for amendments that would change 
the rights of members to vote. Apart from 
amendments that would directly affect 
the right to vote, an amendment may 
indirectly affect the right to vote by termi- 
nating a class of members or amending 
the articles to add more members to an 
existing class of members or to create a 
new class of members. 

Where, however, the amendment would 


not affect the class in a manner different 
than it affects another class, class voting 
is not required. For example, if class A and 
class B each elected four directors, the 
proposal to have each class elect three 
directors normally would not affect either 
class differently and would not require 
class voting. However, if the articles re- 
quired a vote of three class A directors to 
approve any action, a class vote would be 
required if the number of class A and class 
B directors were reduced by one. 

Subsection (b) (§ 4-33-1004(b)) relates 
to mutual benefit corporations. Members 
in mutual benefit corporations, in addition 
to their voting rights, may have a valuable 
economic interest in the corporation. Con- 
sequently, subsection (b) (§ 4-33-1004(b)) 
specifies six types of changes that require 
a class vote. These changes are more ex- 
tensive than the changes that would re- 
quire a class vote in public benefit corpo- 
rations and are designed to protect the 
rights of class members. See section 
1.40(5) (§ 4-33-140(5)) for a definition of 
class. 

Subsection (a) (§ 4-33-1004(a)) dealing 
with public benefit corporations and sub- 
section (b) (§ 4-33-1004(b)) dealing with 
mutual benefit corporations require class 
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voting if certain changes are made. There 
is no requirement that the change ad- 
versely affect or directly or indirectly bur- 
den the class. If the amendment results in 
the specified changes, a class vote is re- 
quired. Requiring a class vote for any 
change eliminates the subjective and 
sometimes difficult question of what is 
adverse and what is beneficial. If any of 
the specified changes occur, a class vote is 
required even if the board or members 
believe the change is advantageous or of 
no consequence. 
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The Model Act (§ 4-33-101 et seq.) does 
not require a class vote for members of a 
religious corporation. The articles or by- 
laws of a religious corporation may, how- 
ever, require a class vote. See section 
10.04(c) and (e) (§§ 4-33-1004(c) and (e)). 
A class vote is required for members of a 
religious corporation only and to the ex- 
tent required by the corporation’s articles 
or bylaws. 


Official Comment to Section 10.05 (A.C.A. § 4-33-1005) 


Section 10.05 (§ 4-33-1005) sets forth 
the contents of the articles of amendment 
that must be delivered to the secretary of 
state to effectuate an amendment to the 
articles of incorporation. The articles of 
amendment must specify that the condi- 
tions required for a valid amendment to 
be adopted have been met. In some non- 
profit corporations only the approximate 
vote in favor of an amendment is known. 
Therefore section 10.05 (§ 4-33-1005) 


does not require that the exact vote be set 
forth in the articles of amendment. It does 
require that the approximate vote be set 
forth together with a statement that the 
number of votes cast for the amendment 
to the articles was sufficient for approval. 
Consequently, the person submitting the 
articles of amendment must be sure that 
the number of votes for the amendment at 
least meets the minimum vote required to 
approve the amendment. 


Official Comment to Section 10.06 (A.C.A. § 4-33-1006) 


Section 10.06 (§ 4-33-1006) allows a 
corporation to restate its articles of incor- 
poration without a member vote. Such 
restated articles are often useful, particu- 
larly where numerous amendments have 
been adopted over a period of years. 

Where the restated articles involve a 
change other than a change authorized by 
section 10.02(a) (§ 4-33-1002(a)), they 
should be submitted to the members, if 
any, for their approval. 

In some instances, it may be necessary 
to make grammatical and other minor 
changes between the original articles and 
the restated articles of incorporation. In 
these instances, the restated articles of 
incorporation should be submitted to the 
members for their approval. This approval 


may also require class voting and ap- 
proval by third persons. See sections 10.04 
and 10.30 (§ 4-33-1004 and 4-33-1030). 
Any such approval should follow the re- 
quirements of this chapter (§ 4-33-1001 
et seq.) for approving amendments to ar- 
ticles of incorporation. The material seek- 
ing approval of the members should con- 
tain or be accompanied by a copy or 
summary restatement of the articles that 
identifies any amendments or other 
changes the restatement would make in 
the articles. While it is not necessary to 
restate matters that are, or may reason- 
ably be viewed as, mere changes in form, 
other changes should be brought to the 
attention of the members. 


Official Comment to Section 10.07 (A.C.A. § 4-33-1007) 


Section 10.07 (§ 4-33-1007) is based on 
section 10.08 of the Model Business Cor- 
poration Act (§ 4-27-1008). Section 10.08 
(§ 4-27-1008) “provides a_ simplified 
method of conforming corporate docu- 
ments filed under state law with the fed- 


eral statutes relating to corporate reorga- 
nization. If a federal court confirms a plan 
of reorganization that requires articles of 
amendment to be filed, those amendments 
may be prepared and filed by the persons 
designated by the court and the approval 
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of neither directors nor [members] is re- 
quired.... This section only applies to 
amendmerts in articles of incorporation 
approved ,rior to the entry of a final 
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decree in the reorganization plan.” Official 
Comment to Section 10.08 of the Model 
Business Corporation Act (§ 4-27-1008). 


Official Comment to Section 10.08 (A.C.A. § 4-33-1008) 


An amendment or restatement of the 
article does not affect an existing cause of 
action involving the corporation even if 
the amendment changes the corporate 
name. Moreover, an amendment does not 
affect any requirement or limitation im- 
posed upon the corporation or any prop- 
erty held by it by virtue of any trust upon 
which such property is held by the corpo- 
ration. If a public benefit or religious cor- 


poration amends its articles to change its 
purposes, property held by the corporation 
immediately prior to the effective date of 
the amendment may remain subject to a 
limitation based on the prior articles or to 


restr' ons imposed by the donor of the 
prope, 
Men rs may have contract or other 


legal nats that cannot be altered or elim- 
inated by ame:dments to the articles. 


Official Comment to Section 10.20 (A.C.A. § 4-33-1020) 


Section 10.20 (§ 4-33-1020) allows di- 
rectors in a corporation without members 
to amend the corporate bylaws subject to 
any approval required of third persons 
pursuant to section 10.30(1.30) (§ 4-33- 
1030). The section (§ 4-33-1020) also sets 
forth certain notice requirements that 
must be met to adopt an amendment to 
the bylaws. 

If a corporation does not have members, 
its incorporators, until directors have 


been chosen, may exercise the power of 
the directors in amending articles or by- 
laws. The incorporators must follow the 
rules applicable to directors. 

Amendments may be adopted by incor- 
porators or by the directors by unanimous 
written consent. See section 8.21 (§ 4-33- 
821). Notice of a directors’ meeting may be 
waived pursuant to section 8.23 (§ 4-33- 
823). 


Official Comment to Section 10.21 (A.C.A. § 4-33-1021) 


Bylaws of nonprofit corporations, like 
bylaws of business corporations, govern 
and regulate the activities and affairs of 
the corporation. Bylaw provisions often 
parrot provisions of state statutes govern- 
ing a myriad of matters from the corpo- 
rate seal to voting and quorum require- 
ments. They serve as a roadmap for 
members and directors who want to know 
what procedures to follow or what rules 
are applicable to the board or the mem- 
bers. 

The bylaws of a nonprofit corporation 
serve an additional function that is not 


analogous to the bylaws of a business 
corporation. The bylaws of a nonprofit 
corporation set forth the rights and duties 
of members. They are analogous to provi- 
sions of preferred stock which set forth the 
rights, privileges and preferences of pre- 
ferred shareholders. As the basic rights of 
members are usually set forth in a non- 
profit corporation’s bylaws and not its 
articles, the Model Act (§ 4-33-101 et seq.) 
requires the same vote to amend bylaws 
as to amend articles. See Official Com- 
ment to Section 10.03 (§ 4-33-1003). 


Official Comment to Section 10.22 (A.C.A. § 4-33-1022) 


See Official Comment to Section 10.04 (§ 4-33-1004). 


Official Comment to Section 10.30 (A.C.A. § 4-33-1030) 


Section 10.30 (§ 4-33-1030) validates 
an article provision that requires a speci- 


fied person or persons to approve changes 
in the articles or bylaws. Section 10.30 
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(§ 4-33-1030) provides flexibility in con- 
trol over article and bylaw amendments 
by allowing parent or affiliated corpora- 
tions, governmental bodies and others to 
exercise a veto power over such amend- 
ments. It also allows corporations with 
delegates to require that article or bylaw 
amendments be approved by the dele- 
gates. Due to the broad definition of the 
word “person” even a member or members 
may be given the right to disapprove an 
amendment to the articles or bylaws. 
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The Model Act (§ 4-33-101 et seq.) also 
provides that a person whose approval 
must be obtained to amend articles or 
bylaws must consent to a merger, or a sale 
of all, or substantially all, of the property 
of a corporation other than in the regular 
course of its activities. Sections 11.01, 
11.03 and 12.02 (§§ 4-33-1101, 4-33- 1103 
and 4-33-1202). 


Official Comment to Section 10.31 (A.C.A. § 4-33-1031) 


Section 10.31 (§ 4-33-1031) sets forth 
the procedures that must be followed to 
amend articles or bylaws to terminate all 
members or any class of members or re- 
deem or cancel all memberships or any 
class of memberships. The procedures are 
in addition to the normal requirements for 
amending articles or bylaws and are re- 
quired due to the extraordinary nature of 
the amendment. See section 1.40(5) (§ 4- 
33-140(5)) for the definition of “class.” 

Some public benefit corporations may 
decide that the benefits of having mem- 
bers are outweighed by the costs, possible 
harassment, or lack of contribution by 
members. If so, section 10.31 (§ 4-33- 
1031) provides a method of amending ar- 
ticles or bylaws to convert from a member- 
ship corporation to a corporation with a 
self-perpetuating board of directors. The 
board in proposing such an amendment 
must meet its fiduciary obligations under 
section 8.30 (§ 4-33-830). While there is 
no requirement that the board notify the 
members before it adopts such a resolu- 
tion, some boards may wish to do so to 
avoid conflict and determine the attitude 
of members at an early stage. After adopt- 
ing the proposed amendment, the board 
must wait twenty days before sending a 
notice to the members proposing the 
amendment. If during the twenty-day pe- 
riod a written statement of up to 500 
words opposing the proposed amendment 
is submitted by any five members or mem- 
bers having three percent or more of the 
voting power, whichever is less, and the 
members pay the production and mailing 
costs of the statement, the board must 
mail the statement with the notice to 
members proposing the amendment. The 
board is only obligated to mail one state- 


ment. If more than one statement is pro- 
posed, the board usually should use the 
statement presented by the most mem- 
bers. 

An amendment proposing to convert 
from a membership corporation to a cor- 
poration with a self-perpetuating board 
has a different significance in a mutual 
benefit corporation. Mutual benefit corpo- 
rations should operate for the benefit of 
their members. While there was consider- 
able sentiment on the Committee to re- 
quire mutual benefit corporations to have 
members, on balance it was believed that 
the disadvantages of such a rigid require- 
ment outweighed its advantages. Once a 
mutual benefit corporation has members, 
the Committee believed that it should be 
required to provide the fullest and fairest 
forum possible before terminating those 
members. Therefore, mutual benefit cor- 
porations must inform their members of a 
proposed amendment to eliminate mem- 
bers or any class of members prior to the 
time the board adopts a resolution propos- 
ing such an amendment. In addition, the 
production and mailing costs of a state- 
ment in opposition submitted by members 
must be paid for by the corporation. Of 
course, if the terminated members have 
any contractual rights, these rights con- 
tinue and are not terminated by the 
amendment. If the memberships in a mu- 
tual benefit corporation have some eco- 
nomic value, it is almost impossible for an 
amendment to terminate the members 
without providing adequate compensa- 
tion. The result of an amendment termi- 
nating members would be to shift the 
economic benefits of the terminated mem- 
bers to the directors or some other person 
or persons. If the benefits were shifted to 
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the board, the directors would have an 
inherent conflict of interest in proposing 
an amendment to terminate the members. 
If the benefits were shifted to some other 
person, the board might not have a con- 
flict of interest, but the members could 
still complain of the inherent unfairness. 

The provisions of section 10.31 (§ 4-33- 
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1031) are not applicable to situations in 
which the board desires to terminate a 
certain person or a small group of persons 
without affording them their rights under 
sections 6.21 and 6.22 (§ 4-33-621 and 
4-33-622). An amendment proposed for 
such a reason would breach the board’s 
duties under section 8.30 (§ 4-33-830). 


Official Comment to Section 11.01 (A.C.A. § 4-33-1101)* 


Chapter 11 (§ 4-33-1101 et seq.) autho- 
rizes mergers involving nonprofit corpora- 
tions if specified conditions are met. In a 
merger one or more corporations merge 
and disappear into a surviving corpora- 
tion. The surviving corporation continues 
and owns all the property of each party to 
the merger and is liable for the liabilities 
and obligations of each party to the 
merger. See sections 11.05 and 11.07 
(§§ 4-33-1105 and 4-33-1107). 

As it is usually more advantageous for 
one of the parties to a merger to survive, 
the Model Act (§ 4-33-101 et seq.) does not 
provide for “consolidations” in which all 
the parties merge and disappear into a 
new corporation. If two or more corpora- 
tions desire to merge their activities, but 
do not desire to continue one of the exist- 
ing corporations, a new corporation can be 
incorporated and the existing corpora- 
tions merged into it. By following this 
approach a “consolidation” of existing cor- 
porations can be achieved. 

The Model Act (§ 4-33-101 et seq.) does 
not provide for dissenters’ rights. As mem- 
bers of a public benefit or religious corpo- 
ration have no economic interest in their 
corporation they cannot be given cash as 
the result of a merger. Therefore they 
cannot have dissenters’ rights. While 
members of a mutual benefit corporation 
may have an economic interest in their 
corporation, the concept of dissenters’ 
rights seems inappropriate in the non- 
profit context. While memberships in mu- 
tual benefit corporations may be valuable, 
most memberships do not represent an 
investment that will generate a profit on 
their sale. Consequently it is inappropri- 
ate to give a member an automatic right to 


cash by exercising dissenters’ rights and 
in effect “selling” a membership. 

A member of a nonprofit corporation 
may file a proceeding to enjoin or rescind a 
merger. A member of a mutual benefit 
corporation may also sue for damages. 
Where the provisions of this chapter (§ 4- 
33-1101 et seq.) have been complied with 
and the board has met its statutory duties 
of care and loyalty, a court should uphold 
a merger. Where a merger is improperly 
approved, the Model Act (§ 4-33-101 et 
seq.) does not specify the remedy, if any. A 
court may consider all relevant facts in- 
cluding the good faith of the parties, the 
fairness of the merger, the effect of the 
merger, the nature of any omission or 
misstatement of fact, whether the failure 
to comply with the provisions of this chap- 
ter (§ 4-33-1101 et seq.) was serious and 
substantive or technical and unimportant, 
the reasons and need for the merger, and 
whether the merger would have been ap- 
proved in any event. After considering all 
relevant facts a court may rescind the 
merger, order the payment of damages or 
other remedy or find that a remedy is 
inappropriate and uphold a merger even 
though the provisions of this chapter (§ 4- 
33-1101 et seq.) have not been met. 

The Model Act (§ 4-33-101 et seq.) does 
not authorize short form mergers or the 
nonprofit equivalent of a reorganization 
by share exchange. These procedures are 
appropriate in the business, but not the 
nonprofit, context. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 11.02 (A.C.A. § 4-33-1102)* 


The provisions of section 11.02 (§ 4-33- 
1102) are designed to prevent the assets of 


public benefit or religious corporations 
from being diverted from their intended 
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charitable or public purposes as a result of 
a merger. Consequently section 11.02 
(§ 4-33-1102) provides that public benefit 
and religious corporations can merge only 
under specified conditions with specified 
types of corporations without court ap- 
proval in a proceeding in which the attor- 
ney general has been given written notice. 
In addition, members of public benefit and 
religious corporations may only receive or 
keep memberships in the surviving corpo- 
ration unless they obtain court or attorney 
general approval. 

If the requirements of section 
11.02(a)(4) (not enacted by Arkansas) are 
met, a public benefit or religious corpora- 
tion may merge with a business or mutual 
benefit corporation that is the surviving 
entity. However, those in control of the 
public benefit or religious corporation may 
not enter into a sweetheart merger in 
which they acquire the assets of the cor- 
poration for less than its fair market 
value. Two requirements of subsection 
(a)(4) (not enacted by Arkansas) address 
this problem. The first is that the fair 
market value of the public benefit or reli- 
gious corporation must be established and 
paid for the assets of the corporation. Fair 
market value is defined as the greater of 
the value of the net tangible and intangi- 
ble assets (including goodwill) of the pub- 
lic benefit corporation or its value if it 
were an ongoing business concern. These 
figures could be different. A public benefit 
or religious corporation might have a 
small net worth, but significant earning 
potential if it were operated as a business 
corporation. Consequently the ongoing 
concern value would be higher than the 
net asset value. To avoid any dispute, the 
Model Act (§ 4-33-101 et seq.) requires 
that the higher “value” be paid for the 
corporation. 

The second requirement deals with the 
fact that value is often subjective and 
difficult to determine. Subdivision (a)(4) 
(iii) (not enacted by Arkansas) requires 
that the merger must be approved by a 
majority of the public benefit or religious 
corporation’s directors who will not be 
shareholders in or officers, employees, 
agents or consultants of the surviving 
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corporation. This diminishes a possible 
conflict of interest with the attendant 
pressure on the directors to value the 
public benefit or religious corporation at 
less than its true fair market value. 

Apart from the specific limitations of 
subdivision (a)(4) (not enacted by Arkan- 
sas), the directors and officers must meet 
their duties of care and loyalty under 
sections 8.30, 8.31 and 8.40 (§§ 4-33-830, 
4-33-831 and 4-33-840). They must deter- 
mine that the merger is in the best inter- 
est of the public benefit corporation. More- 
over the directors and offices cannot 
engage in any side deals or receive any 
incentives to favor or not to object to the 
merger if the incentives violate their duty 
of loyalty. 

Once the value of the public benefit or 
religious corporation has been deter- 
mined, that value must be transferred to 
an appropriate entity. The distributee 
must be an entity or entities that would 
have received the assets under section 
14.06(a)(5) and (6) (§ 4-33-1406(a)(5) and 
(6)) had the corporation dissolved. See the 
Official Comment to Section 14.06 (§ 4- 
33-1406). Any assets held upon condition 
requiring return, transfer or conveyance, 
which condition occurs by reason of the 
merger, must be returned in accordance 
with such condition. See _ section 
14.06(a)(4) (§ 4-33-1406(a)(4)) and Offi- 
cial Comment to Section 14.06 (§ 4-33- 
1406). 

A court in approving a merger may 
allow members of a public benefit or reli- 
gious corporation to receive something of 
value only if it is in the public interest for 
them to do so. For example, the members 
may invest in a business corporation that 
is the surviving corporation in a merger 
with the public benefit corporation. A 
court should closely scrutinize the merger 
to make sure the conditions of section 
11.02 (§ 4-33-1102) have been met. In 
addition, it must find that the merger is in 
the public interest. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 
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Official Comment to Section 11.03 (A.C.A. § 4-33-1103) 


Section 11.03 (§ 4-33-1103) sets forth 
the requirements for approving a merger. 

If a corporation does not have members, 
unless the Model Act (§ 4-33-101 et seq.), 
the articles or bylaws require a greater 
vote, the plan of merger must be approved 
by a majority of the directors in office at 
the time the merger is approved. While it 
is usually not necessary to give directors 
notice of matters that will be considered 
at directors’ meetings, subdivision (b)(4) 
(§ 4-33-1103 (b)(4)) requires that corpora- 
tions without members not only notify the 
directors of the meeting but that the no- 
tice indicate that one of the matters to be 
considered at the meeting is the proposed 
merger. 

If a corporation has members, the board 
must adopt the plan of merger and submit 
it to the members for their approval. Un- 
less the Model Act (§ 4-33-101 et seq.), the 
articles or bylaws require a greater vote or 
voting by class, voting by class is required 
if the plan contains a provision that would 
require a class vote if it were contained in 
amendment to the articles or bylaws. The 
members must approve the plan of merger 
by a two-thirds vote of the votes cast or a 
majority of the voting power, whichever is 
less. The affirmative votes must also con- 
stitute a majority of the required quorum. 
See section 1.40(1) (§ 4-33-140(1)). Class 
voting is required if the plan contains a 
provision that would require a class vote if 
it were contained in a bylaw or article 
amendment. 

The notice of the meeting or material 
soliciting the approval must set forth the 
material facts concerning the merger. For 
example, if the members of the surviving 
corporation become subject to an article or 
bylaw provision that would normally re- 
quire a vote of the members, they must be 


given a copy or summary of the provision 
prior to voting on the proposed merger. 
See subsections 12.03(d) and (e) (§ 4-33- 
1203(d) and (e)). Members of the disap- 
pearing corporation must receive a copy or 
summary of the complete articles and by- 
laws of the surviving corporation prior to 
voting on the merger. See subsections 
12.03(d) and (e) (§ 4-33-1203(d) and (e)). 
Members of the disappearing corporation 
are entitled to the additional material 
because they were not subject to the arti- 
cles and bylaws of the surviving corpora- 
tion prior to the merger. 

If a plan of merger contains a provision 
that, if contained in an amendment to 
articles or bylaws, would entitle members 
of that class to vote as a class, the merger 
is not approved unless it is approved by 
that class of members. Each class entitled 
to vote must approve the plan by two- 
thirds of the votes cast or a majority of the 
voting power of the class, whichever is 
less. The affirmative votes also must con- 
stitute a majority of the required quorum. 
See section 1.40(1) (§ 4-33-140(1)). 

To provide flexibility, subsection (c) 
(§ 4-33-1103 (c)) allows the board or the 
members in approving the merger to con- 
dition approval of the merger upon its 
receiving a higher percent of votes than 
would normally be required or on any 
other basis. 

If the consent of a person is required 
pursuant to section 10.30 (§ 4-33-1030) to 
approve an amendment to the articles or 
bylaws of a constituent corporation, that 
person’s consent is also needed to approve 
a plan of merger. This requirement pre- 
vents the corporation from eliminating 
the person’s right to approve an amend- 
ment by merging with a wholly owned 
subsidiary. 


Official Comment to Section 11.04 (A.C.A. § 4-33-1104) 


Upon filing the articles of merger with 
the secretary of state, the transaction be- 
comes a matter of public record as the 
articles of merger set forth the plan of 
merger. A merger becomes effective when 


the articles of merger are filed with the 
secretary of state unless a delayed effec- 
tive date is requested. See section 1.23 
(§ 4-33-123). 
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Official Comment to Section 11.05 (A.C.A. § 4-33-1105) 


Section 11.05 (§ 4-33-1105) sets forth 
the legal effects of a merger. On the effec- 
tive date of the merger the disappearing 
corporation merges and disappears into 
the surviving corporation. The surviving 
corporation owns all the property owned 
by each constituent corporation and is 
liable for all liabilities and obligations 
(contingent or otherwise) of each constit- 
uent corporation. Trust obligations on 
property of a disappearing corporation are 
limited to the property affected thereby 


immediately prior to the time the merger 
is effective. If the surviving corporation 
receives property that would have gone to 
a disappearing corporation, the property 
is subject to the same restrictions that 
would have applied had the property been 
received by the disappearing corporation. 
Where the property is given on the condi- 
tion that it be used for specified purposes, 
that condition is not removed as a result of 
the merger. See section 11.07 (§ 4-33- 
PLOW), 


Official Comment to Section 11.06 (A.C.A. § 4-33-1106)* 


Section 11.06 (§ 4-33-1106) authorizes 
foreign nonprofit and business corpora- 
tions to merge with nonprofit corporations 
if there is an applicable law in their re- 
spective states of incorporation and the 
law’s provisions are met. Of course, the 
provisions of the Model Act (§ 4-33-101 et 
seq.) must also be complied with in carry- 
ing out the merger. 

If the surviving corporation is a foreign 
corporation, the merger results in its irre- 


vocably appointing the secretary of state 
as its agent for service of process in any 
proceeding brought against it. This ap- 
pointment is not limited to matters aris- 
ing out of or relating to the merger, but 
applies to any and all claims that might be 
made against the foreign corporation. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 11.07 (A.C.A. § 4-33-1107) 


Bequests, devises, gifts and grants to a 
disappearing corporation that take effect 
or remain payable after a merger inure to 
the benefit of the surviving corporation in 
a merger. Where, however, the will or 
other instrument otherwise specifically 
provides, the specific provision will con- 
trol. 

A provision in a will or other instrument 
requiring that a bequest or gift be used for 
a specified purpose is not negated by a 
merger even if the surviving corporation 
is not engaged in the same activities as 
the disappearing corporation. It can only 


use the property for the specified pur- 
poses. If the surviving corporation cannot 
or does not want to use the bequest or gift 
for the purposes specified, it must seek 
court approval for a variance. The ques- 
tion of whether a variance will be granted 
is left to the cypres doctrine or other 
applicable state law. 

Section 11.07 (§ 4-33-1107) only applies 
to bequests, devises, gifts and grants that 
take effect or remain payable after a 
merger. Section 11.05 (§ 4-33-1105) ap- 
plies to transfers that take effect prior to 
the merger. 


Official Comment to Section 12.01 (A.C.A. § 4-33-1201) 


Section 12.01 (§ 4-33-1201) deals with 
two types of transactions. In the first type 
a nonprofit corporation sells or otherwise 
disposes of all, or substantially all, of its 
property in the usual and regular course 
of its activities. While such a sale or 
disposition would normally not be in the 
regular course of its activities, if it is, it 
may be approved by the board alone un- 


less the articles require approval of the 
members or some other person. 

The second type of transaction is one in 
which a nonprofit corporation mortgages, 
pledges or dedicates to the repayment of 
indebtedness any or all of its property 
whether or not in the usual and regular 
course of its activities. This type of trans- 
action would normally arise when a bank 
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or some other lender requires a corpora- 
tion to pledge its property as collateral for 
a loan. Subject to a contrary provision in a 
corporation’s articles, such a mortgage, 
pledge or dedication can be authorized by 
the board alone. 

The question of what is “substantially 
all” of a corporation’s property is a factual 
question to be determined after an exam- 
ination of all relevant facts. “The phrase 
‘substantially all’ is synonymous with 
‘nearly all’ and was added merely to make 
it clear that the statutory requirements 
could not be avoided by retention of some 
minimal or nominal residue of the original 
assets. A sale of all the corporate assets 
other than cash or cash equivalents is 
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normally the sale of ‘all or substantially 
all’ of the corporation’s property.” Official 
Comment to Section 12.01 of the Model 
Business Corporation Act (§ 4-27-1201). 
Moreover, a series of related transactions 
that in total amount to the sale of ali, or 
substantially all, of a corporation’s prop- 
erty may be treated as a single transac- 
tion if they are part of an overall plan to 
dispose of all, or substantially all, of the 
corporation’s property. 

The board in approving a transaction 
under section 12.01 (§ 4-33-1201) must 
meet its fiduciary obligations under sec- 
tions 8.30 and 8.31 ($$ 4-33-830 and 4-33- 
831). 


Official Comment to Section 12.02 (A.C.A. § 4-33-1202)* 


A sale or other disposition of all, or 
substantially all, of a corporation’s prop- 
erty other than in the usual and regular 
course of its activities must meet the re- 
quirements set forth in section 12.02 (§ 4- 
33-1202). See the Official Comment to 
Section 12.01 (§ 4-33-1201) for a discus- 
sion of the meaning of the phrase “all or 
substantially all.” The notice require- 
ments are similar to the approval and 
notice requirements for a merger. See the 
Official Comment to Section 11.03 (§ 4- 
33-1103). 


Unless the resolution proposing the 
transaction provides to the contrary, the 
board acting alone may abandon a sale or 
other disposition of property after the 
transaction has been authorized. The 
abandonment, however, does not negate 
contractual rights of third persons. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 13.01 (A.C.A. § 4-33-1301) 


Section 13.01 (§ 4-33-1301) sets forth 
the basic rule that a corporation is prohib- 
ited from making any distributions. The 
term “distributions” is defined in section 
1.40(10) (§ 4-33-140(11)) as the “payment 
of a dividend or of any part of the income 
or profit of a corporation to its members, 
directors or officers.” See Official Com- 
ment to Section 1.40, Comment § (§ 4-33- 
140). 

Section 13.01 (§ 4-33-1301) does not 
prohibit the transfer of property to mem- 
bers of nonprofit corporations under any 
and all circumstances. However, the pro- 
hibition on payment of dividends is quite 
broad. If a transfer is a direct payment to 
a member as a result of his or her interest 
in the nonprofit corporation, it is prohib- 
ited. Cash dividends from whatever 
source are the clearest example of prohib- 


ited dividends. See Kubik v. American 
Alliance, Inc., 54 N.Y.S.2d 764 (1945). 

The question arises as to what a corpo- 
ration can do with profits it generates as it 
cannot use the profits to pay dividends. 
Public benefit and religious corporations 
typically use profits to further their pub- 
lic, charitable or religious purposes. Mu- 
tual benefit corporations usually use prof- 
its to improve their facilities and services. 
In Burton Potter Post No. 185, American 
Legion v. Epstein, 219 N.Y.S.2d 224 
(1961), a nonprofit club generated profits 
from its activities. The funds were used to 
improve the club facilities. The court 
found that the corporation was “not orga- 
nized for pecuniary profit as long as it 
devotes its income to club purposes.” Id. at 
Ped 

While the members benefit from the use 
of funds for club purposes, that benefit is 


630 


not a dividend and is not considered a 
distribution because the corporation is 
conferring benefits upon its members in 
conformity with its purposes. 

A payment that is not derived from “any 
part of the income or profit of a corpora- 
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tion to its members, directors or officers” is 
not a distribution. Thus the return of an 
overcharge or the providing of services for 
which members have paid is not a distri- 
bution. Nor is the payment of reasonable 
compensation for services rendered. 


Official Comment to Section 13.02 (A.C.A. § 4-33-1302) 


Section 13.02(a) (§ 4-33-1302(a)) is 
new, but is not inconsistent with section 
26 of the prior version of the Model Non- 
profit Corporation Act. It is based in part 
on section 6.40 of the Model Business 
Corporation Act (§ 4-27-640). Section 
13.02(b) (§ 4-33-1302 (b)) is based upon 
and represents no substantive change 
from section 26. 

1. Purchase of Memberships 

Mutual benefit corporations may pur- 
chase their memberships if the two tests 
of section 13.02(a) (§ 4-33-1302(a)) are 
met. Each test is designed to protect cred- 
itors. 

The first test is that after the purchase 
of a membership the corporation “would 
be able to pay its debts as they become due 
in the usual course of its activities.” Sec- 
tion 13.02(a)(1) (§ 4-33-1302 (a)(1)). A de- 
termination of whether this test is met 
requires the directors to form “a conclu- 
sion that known obligations of the corpo- 
ration can reasonably be expected to be 
satisfied over the period of time that they 
will mature. It is not sufficient simply to 
measure current assets against current 
liabilities, or determine that the present 
estimated ‘liquidation’ value of the corpo- 
ration’s assets would produce sufficient 
funds to satisfy the corporation’s existing 
liabilities.” Official Comment to Section 
6.40 of the Model Business Corporation 
Act (§ 4-27-640). 

In determining whether the first test is 
met the directors must exercise their duty 
of care under section 8.30 (§ 4-33-830), 
and are entitled to rely on information or 
reports they receive. See section 8.30(b) 
(§ 4-33-830(b)). 


The second test requires that after the 
purchase of a membership the corpora- 
tion’s “total assets would at least equal the 
sum of its total liabilities.” Section 
13.02(a)(2) (§ 4-33-1302 (a)(2)). If the cor- 
poration uses generally accepted account- 
ing principles and the directors rely on 
corporate officers or accountants under 
section 8.30(b) (§ 4-33-830(b)), it should 
be easy to determine if the second test is 
met. If generally accepted accounting 
principles are not used, the corporation 
should use practices and principles that 
are reasonable under the circumstances. 

2. Payments Upon Dissolution 

Section 13.02 (§ 4-33-1302) allows pub- 
lic benefit, mutual benefit and religious 
corporations to make distributions to 
their members if the provision of Chapter 
14 (§ 4-33-1401 et seq.) are met. 

Chapter 14 (§ 4-33-1401 et seq.) sets 
forth provisions governing the disposition 
of assets upon dissolution. Normally the 
members of a mutual benefit corporation 
will receive its “net worth” upon dissolu- 
tion. Members of a public benefit or reli- 
gious corporation normally will not share 
in its “net worth” upon dissolution. This is 
because they do not have any economic 
interest in its assets. However, under the 
very limited circumstances set forth in 
section 14.06 (§ 4-33-1406), a public ben- 
efit or religious corporation may distrib- 
ute its assets to its members if those 
members are recognized as exempt under 
section 501(c)(3) of the Internal Revenue 
Code or its members are themselves pub- 
lic benefit or religious corporations. 


Official Comment to Section 14.01 (A.C.A. § 4-33-1401) 


Section 14.01 (§ 4-33-1401) allows a 
majority of the incorporators or directors 
of corporations that have no members to 
dissolve the corporation by delivering ar- 
ticles of dissolution to the secretary of 


state. See section 14.04 (§ 4-33-1404) 
which specifies the information that must 
be contained in articles of dissolution. 
When approving dissolution, the incor- 
porators or directors must adopt a plan of 
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dissolution indicating to whom the assets 
owned or held by the corporation will be 
distributed after creditors have been paid. 
This requirement allows corporate assets 
to be traced to the individuals or entities 
to whom they have been distributed. A 
record that is sufficient to satisfy this 
purpose will meet the requirements of 
section 14.01(c) (§ 4-33-1401(c)). 

Section 14.01 (§ 4-33-1401) requires a 
majority of the incorporators or directors 
to vote for dissolution, not just a majority 
of a quorum. This higher-than-normal 
vote is required because dissolution is a 
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basic corporate change. The articles, by- 
laws or some other state law may require 
an even higher vote or approval of a third 
person or governmental entity. See sec- 
tions 1401(a) and 8.24 (§ 4-33-1401(a) 
and 4-33-824). 

As dissolution is a fundamental corpo- 
rate change, subsection (b) (§ 4-33- 
1401(b)) requires the corporation to notify 
each director or incorporator of a meeting 
at which dissolution will be approved. The 
notice must state that dissolution will be 
considered at the meeting. 


Official Comment to Section 14.02 (A.C.A. § 4-33-1402) 


Section 14.02 (§ 4-33-1402) allows the 
board to propose and the members to 
authorize dissolution of a nonprofit corpo- 
ration. The board in proposing dissolution 
must submit a plan of dissolution to the 
members. The plan must indicate to 
whom the assets owned or held by the 
corporation will be distributed after cred- 
itors have been paid. If the assets will be 
distributed to the members, it should be 
sufficient to so indicate without setting 
forth the name of each member. If the 
board has determined that assets will be 
distributed to other organizations and the 
names of the organizations are known, the 
names should be specified. If the board 
has discretion in distributing the assets, 
the board should indicate that the assets 
shall be distributed to such individuals 
and entities as it subsequently decides. 

In seeking member approval, the board 
must give written notice of a membership 
meeting pursuant to section 7.05 (§ 4-33- 
705) and indicate that dissolution will be 
considered at the meeting. In the alterna- 
tive, the board may seek member approval 


by written consent pursuant to section 
7.04 (§ 4-33-704) or written ballot pursu- 
ant to section 7.08 (§ 4-33-708). If ap- 
proval by written consent or written ballot 
is sought, the material soliciting the ap- 
proval must contain or be accompanied by 
a coy or summary of the plan of dissolu- 
tion. 

Approval of dissolution at a member- 
ship meeting normally requires two- 
thirds of the votes cast or a majority of the 
voting power, whichever is less. The arti- 
cles, bylaws, board or members may re- 
quire a greater vote or voting by class. If 
approval is sought by written consent pur- 
suant to section 7.04 (§ 4-33-704) or writ- 
ten ballot pursuant to section 7.08 (§ 4- 
33-708), any additional requirements of 
those sections must be met. 

Public benefit corporations must give 
the attorney general the written notice 
required by section 14.03(a). The attorney 
general is authorized to take appropriate 
action to protect the public interest and 
assets held in trust. See section 1.70 (not 
enacted by Arkansas). 


Official Comment to Section 14.03* 


Section 14.03 requires public benefit 
and religious corporations to give the at- 
torney general written notice that they 
intend to dissolve at the same time as or 
before delivering articles of dissolution to 
the secretary of state. The notice must 
include a copy or summary of the plan of 
dissolution. The corporation may not 
transfer any assets as part of the dissolu- 
tion process until twenty days after it has 
given this notice to the attorney general. 


The attorney general may waive this 
twenty-day period by consenting in writ- 
ing to the dissolution or indicating in 
writing that he or she will take no action 
in respect to the transfer. The prohibition 
on transfers applies only to transfers 
made as part of the dissolution process. 
Transfers in the regular course of a corpo- 
ration’s activities are not affected by the 
notice requirement of section 14.03. 
Subsection (c) requires the board of a 
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public benefit corporation to deliver to the 
attorney general a list of those to whom 
the corporate assets have been trans- 
ferred. The list must show the name and 
address of each person (other than credi- 
tors) who received assets and state what 
assets each received. The list must be 
given to the attorney general when sub- 
stantially all of the assets have been 
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transferred. This list provides a record 
should there be a question as to the pro- 
priety of any transfer. No such require- 
ment is imposed on mutual benefit or 
religious corporations. 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 14.04 (A.C.A. § 4-33-1404) 


Unless the articles of dissolution specify 
a later effective date a corporation is dis- 
solved upon filing articles of dissolution 
with the secretary of state. Thereafter the 
corporation is a “dissolved corporation,” 
although its corporate existence continues 
for purposes of winding up under section 
14.06 (§ 4-33-1406). 

The articles of dissolution may be filed 
at any time after dissolution is autho- 


rized. A corporation may file articles of 
dissolution immediately after dissolution 
is authorized so that dissolution becomes 
a matter of public record. Alternatively, it 
may wait and file articles at or near the 
end of the winding up process. After dis- 
solution is authorized, the corporation 
may commence the winding up process 
even though it has not filed the articles of 
dissolution. 


Official Comment to Section 14.05* 


Section 14.05 allows the corporation to 
revoke dissolution within 120 days after 
its effective date. Normally revocation 
must be authorized in the same manner 
as the dissolution was authorized. Conse- 
quently if member or third person ap- 
proval was required for dissolution, mem- 
ber or third person approval is required 
for revocation. Where, however, those au- 
thorizing the dissolution authorize the di- 
rectors acting alone to revoke the dissolu- 
tion, the directors may revoke the 
dissolution without the consent of any 
other person. 


Dissolution is revoked when the corpo- 
ration delivers articles of revocation of 
dissolution together with a copy of its 
articles of dissolution to the secretary of 
state. The winding up process ceases upon 
filing the articles of revocation of dissolu- 
tion; the corporation is no longer a “dis- 
solved corporation,” and normal corporate 
activities recommence. 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 14.06 (A.C.A. § 4-33-1406) 


Section 14.06 (§ 4-33-1406) spells out 
the effect of filing articles of dissolution. A 
corporation is a “dissolved corporation” 
after it has filed articles of dissolution. It 
continues its existence, but may only 
carry on activities necessary or desirable 
to wind up and liquidate its affairs. Sub- 
section (a) (§ 4-33-1406(a)) spells out 
some, but not all, of the activities in which 
a dissolved corporation may engage. 

In general, the corporation is charged 
with preserving and protecting its assets 
and discharging or making provision for 
discharging its liabilities and obligations. 
In some instances it may not be possible 


or desirable to discharge obligations im- 
mediately. For example, if a debt is due 
over a period of time it may be desirable to 
set up a fund that will pay the debt as it 
matures. When all corporate debts and 
obligations have been discharged or ade- 
quately provided for, a nonprofit corpora- 
tion may dispose of its remaining assets in 
an orderly fashion. 

If it holds assets on a condition requir- 
ing their return, the assets must be re- 
turned pursuant to the condition. For ex- 
ample, some charities hold assets that 
they may use so long as they operate. 
Upon dissolution these charities may have 
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to return the assets to their donor or 
transfer the assets to another charity. 

Where a corporation has an article or 
bylaw specifying the distribution of assets 
upon dissolution, that article or bylaw 
should be followed subject to any legal or 
contractual limitations. 

All nonprofit corporations formed under 
the present version of the Model Act (§ 4- 
33-101 et seq.) are required to indicate in 
their articles how their assets will be 
distributed upon dissolution. See section 
2.02(a)(7) (§ 4-33-202(a)(7)). However, the 
articles may simply authorize the board to 
distribute the assets to an organization 
recognized as exempt under section 
501(c)(3) of the Internal Revenue Code. 
The articles may not specify the particular 
organization that is to receive the assets, 
but leave the ultimate decision to the 
discretion of the board. The articles and 
bylaws of nonprofit organizations formed 
before the present version of the Model 
Act (§ 4-33-101 et seq.) and may not spec- 
ify the disposition of assets upon dissolu- 
tion. 

Where there is no article or bylaw pro- 
vision specifying to whom assets should be 
distributed upon dissolution, section 
14.06 (§ 4-33-1406) distinguishes among 
public benefit, mutual benefit and reli- 
gious corporations. For public benefit and 
religious corporations section 14.06(a)(6) 
(§ 4-33-1406(a)(6)) requires assets to be 
distributed to one or more persons de- 
scribed in section 501 (c)(3) of the Internal 
Revenue Code or, if the dissolved corpora- 
tion is not described in section 501(c)(3), to 
one or more pubic benefit or religious 
corporations. In no event may the assets 
be distributed to members of a public 
benefit or religious corporation unless 
they are entities authorized to receive 
assets by section 14.06 (§ 4-33-1406). 
They might, for example, be recognized as 
exempt under section 501(c)(3) of the In- 
ternal Revenue Code. All distributions are 
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subject to contractual and other legal re- 
quirements upon the corporation. 

The limitations on distributions by pub- 
lic benefit and religious corporations are 
essential elements of the nondistribution 
constraint. It assures that the assets of a 
public benefit or religious corporation can- 
not be accumulated and then distributed 
for the private benefit of members upon 
the corporation’s dissolution. 

While members of a mutual benefit cor- 
poration are not entitled to distributions 
while their corporation is operating, they 
may receive corporate assets upon disso- 
lution. Consequently, if no provision has 
been made in a mutual benefit corpora- 
tion’s articles or bylaws for distribution of 
assets on dissolution, section 14.06(a)(7) 
(§ 4-33-1406(a)(7)) provides that the as- 
sets shall be distributed to its members. 
(Contractual or other legal requirements 
may prevent the members from receiving 
the assets.) In those rare instances in 
which the articles or bylaws do not specify 
the individuals to whom the assets of a 
mutual benefit corporation will be distrib- 
uted and the mutual benefit corporation 
has no members, the assets should be 
distributed to those persons whom the 
corporation holds itself out as benefitting 
or serving. While this may present some 
practical problems, these problems can be 
avoided by amending the articles or by- 
laws prior to dissolution to specify the 
individuals or entities to whom the assets 
will be distributed upon dissolution. The 
directors must meet their duties under 
sections 8.30 and 8.31 (§§ 4-33-830 and 
4-33-831) in adopting any such article or 
bylaw provision. 

As a result of section 14.06(b) (§ 4-33- 
1406(b)) the rights, powers and obliga- 
tions of the directors and members of a 
dissolved corporation do not change dur- 
ing the winding up process and suits in- 
volving the corporation are not affected by 
the dissolution. 


Official Comment to Section 14.07 (A.C.A. § 4-33-1407) 


“Section 14.0[7] and 14.0[8] provide a 
new and simplified system for handling 
known and unknown claims against a 
dissolved corporation, including claims 
based on events that occur after the dis- 
solution of the corporation. Section 14.0[7] 
deals solely with known claims while sec- 


tion 14.0[8] deals with unknown or subse- 
quently arising claims. A claim is a 
‘known’ claim even if this is unliquidated 
(see section 14.0[7](d)); a claim that is 
contingent or has not matured so that 
there is no immediate right to bring suit is 
not a ‘known’ claim. 
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“Known claims are handled in section 
14.0[7] through a process of written notice 
to claimants; the written notice must con- 
tain the information described in section 
14.0[7](b). Section 14.0[7](c) then provides 
fixed deadlines by which claims are 
barred under various circumstances, as 
follows: 

(1) Ifa claimant receives written notice 
satisfying section 14.0[7](b) but fails to file 
the claim by the deadline specified by the 
corporation, the claim is barred by section 
14.0[7](c)(1). 

(2) If a claimant receives written notice 
satisfying section 14.0[7](b) and files the 
claim as required: 

(i) if the corporation rejects the 
claim, the claimant must commence a 
proceeding to enforce the claim within 
the 90 days of the rejection or the claim 
is barred by section 14.0[7](c)(2); or 

(11) if the corporation does not act on 
the claim or fails to notify the claimant 
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of the rejection, the claimant is not 

barred by section 14.0[7](c) until the 

corporation notifies the claimant. 

(3) If the corporation publishes notice 
under section 14.0[8], a claimant who was 
not notified in writing is barred unless he 
commences a proceeding within five years 
after publication of the notice. 

(4) If the corporation does not publish 
notice, a claimant who was not notified in 
writing is not barred by section 14.0[7](c) 
from pursuing his claim. 

“These principles, it should be empha- 
sized, do not lengthen statutes of limita- 
tion applicable under general state law. 
Thus claims that are not barred under the 
foregoing rule—for example, if the corpo- 
ration does not act on a claim—will nev- 
ertheless be subject to the general statute 
of limitations applicable to claims of that 
type.” Official Comment to Section 14.06 
of the Model Business Corporation Act 
(§ 4-27-1406). 


Official Comment to Section 14.08 (A.C.A. § 4-33-1408)* 


“Earlier versions of the Model Act did 
not recognize the serious problem created 
by possible claims that might arise long 
after the dissolution process was com- 
pleted and the corporate assets distrib- 
uted to [members] ... 

The solution adopted in section 14.0[8] 
is to continue the liability of a dissolved 
corporation for subsequent claims for a 
period of five years after it publishes no- 
tice of dissolution. It is recognized that a 
five year cut-off is itself arbitrary, but it is 
believed that the great bulk of post disso- 
lution claims will arise during this period. 
This provision is therefore believed to be a 
reasonable compromise between the com- 
peting considerations of providing a rem- 
edy to injured plaintiffs and providing a 
period of repose after which dissolved cor- 
porations may distribute remaining as- 
sets free of all claims.... 

Directors must generally discharge or 
make provision for discharging all of the 
corporation’s liabilities before distributing 
the remaining assets.... 
14.0[8] does not contemplate that liqui- 
dating distributions .... will be deferred 
until all possible claims are barred under 
section 14.0[8]. Many claims covered by 
this section are of a type for which provi- 


But section 


sion may be made by the purchase of 
insurance or by the setting aside of a 
portion of the assets, thereby permitting 
prompt distributions in _ Jiquidation. 
Claimants, of course, may é says have 
recourse to the remaining assets of the 
dissolved corporation. See section 14.0[8] 
(d)(1). Further, where unexpected claims 
arise after distributions have been made 
to [persons other than creditors] in liqui- 
dation, section 14.0[8](d)(2) authorizes re- 
covery against the [persons] receiving the 
earlier distributions. The recovery, how- 
ever, is limited to the smaller of the recip- 
ient [member’s] pro rata share of the 
claim or the total amount of assets re- 
ceived as liquidating distributions by the 
[member] from the corporation. The pro- 
vision ensures that claimants seeking to 
recover distributions from [members] will 
cry to recover from the entire class of 
[members] rather than concentrating only 
on the larger [members]....” Official Com- 
ment to Section 14.07 of the Model Busi- 
ness Corporation Act (§ 4-27-1407). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 
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Official Comment to Section 14.20 (A.C.A. § 4-33-1420)* 


Section 14.20 (§ 4-33-1420) sets forth 
the limited circumstances in which a non- 
profit organization may be dissolved ad- 
ministratively. The secretary of state is 
authorized but is not required to com- 
mence dissolution proceedings for the rea- 
sons set forth in section 14.20 (§ 4-33- 
1420). The secretary of state may 
commence the proceedings immediately 
or may give additional notices or time to 
the offending corporation. An administra- 
tive dissolution saves the time, money, 
and effort that might otherwise be re- 
quired for a judicial dissolution. This is 
particularly important in the nonprofit 
area as numerous corporations with insig- 
nificant funds may fade into oblivion with- 


out any responsible person following the 
formalities required for a voluntary disso- 
lution. The notice provisions of section 
14.21 (§ 4-33-1421) are designed to give 
the offending corporation an opportunity 
to avoid dissolution. Where, however, the 
corporation has been administratively 
dissolved it still has two years to be rein- 
stated. See section 14.22 (§ 4-33-1422). 
When a corporation has been adminis- 
tratively dissolved, its corporate name is 
available for use by other corporations. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 14.21 (A.C.A. § 4-33-1421)* 


Section 14.21 (§ 4-33-1421) requires 
the secretary of state to give corporations 
60 days’ notice before it is administra- 
tively dissolved for one of the reasons set 
forth in section 14.20 (§ 4-33-1420). Dur- 
ing this time the corporation has an op- 
portunity to correct the failure and avoid 
administrative dissolution. If the corpora- 
tion does not respond within the 60-day 
period, the secretary of state may dissolve 


the corporation. The corporation will be 
sent notice of the dissolution and have an 
opportunity to reinstate its corporate sta- 
tus within two years after the effective 
date of the dissolution. See section 14.22 
(§ 4-33-1422). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 14.22 (A.C.A. § 4-33-1422)* 


Section 14.22 (§ 4-33-1422) provides a 
two-year period after the effective date of 
an administrative dissolution to apply to 
the secretary of state for reinstatement. 
No court proceeding is needed. The secre- 
tary of state may cancel the dissolution 
and prepare a certificate of reinstatement 
that relates back to the effective date of 
the administrative dissolution. The secre- 
tary of state should issue the certificate of 


reinstatement if the application for rein- 
statement meets the requirements set 
forth in section 14.22 (§ 4-33-1422). If the 
secretary of state refuses to reinstate the 
corporation an appeal may be taken under 
section 14.23 (§ 4-33-1423). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 14.23 (A.C.A. § 4-33-1423)* 


Section 14.23 (§ 4-33-1423) allows a 
corporation that has been administra- 
tively dissolved to appeal the secretary of 
state’s denial of reinstatement. States 
adopting this Model Act (§ 4-33-101 et 
seq.) should indicate which court will have 
jurisdiction over the appeal, which party 


has the burden of proof on appeal, and a 
standard for judicial review. See Official 
Comment to Section 1.26 (§ 4-33-126). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


636 


NONPROFIT CORPORATION ACT 


Official Comment to Section 14.30 (A.C.A. § 4-33-1430)* 


Section 14.30 (§ 4-33-1430) specifies 
the people who can seek a court-ordered 
dissolution and the grounds for dissolu- 
tion. A court has wide discretion in deter- 
mining whether dissolution will be 
granted and may refuse to order dissolu- 
tion even if it finds that the grounds for 
dissolution are present. Before ordering 
dissolution a court must consider the mat- 
ters set forth in subdivision (b) (§ 4-33- 
1430(b)). 

1. Involuntary Dissolution by State 

Section 14.30 (§ 4-33-1430) preserves 
the right of the state to file a proceeding to 
involuntarily dissolve a corporation. The 
attorney general has the duty of protect- 
ing the public interest. This duty is par- 
ticularly important in regard to public 
benefit corporations. The attorney general 
must determine whether there is unfair- 
ness or fraud in regard to the public, 
whether the corporation is carrying out its 
legitimate purposes, or whether assets are 
being diverted to the personal benefit of 
officers, directors, members, or controlling 
persons. 

Members of mutual benefit corporations 
are more likely to protect their own inter- 
ests than members of public benefit corpo- 
rations. In addition, mutual benefit corpo- 
rations do not hold themselves out as 
operating for the public good. Therefore, 
the attorney general’s oversight role in 
regard to these corporations is less than in 
regard to public benefit corporations. Con- 
sequently, subsection (a) (§ 4-33-1430(a)) 
draws a distinction between public benefit 
and mutual benefit corporations and gives 
the attorney general and courts greater 
leeway in regard to public benefit corpo- 
rations. 

The attorney general can use subdivi- 
sion (a)(1) (§ 4-33-1430(a) (1)) to test the 
legality of any actions the corporation has 
taken or intends to take. This duty has 
been shifted to the attorney general and 
away from the secretary of state who has 
limited authority in regard to filing arti- 
cles. See Official Comment to Section 1.25 
(§ 4-33-1285). 

2. Involuntary Dissolution by Mem- 
bers, a Director, or a Person Spec- 
ified in a Corporation’s Articles 

Subdivision (a)(2) (§ 4-33-1430 (a)(2)) 
allows fifty members or members who 


hold 5% of the voting power, whichever is 
less, a director, or any person specified in 
the corporation’s articles to bring a pro- 
ceeding for involuntary dissolution of the 
corporation. The articles or bylaws of a 
religious corporation may prevent mem- 
bers or directors from bringing an action 
to dissolve the corporation. Subdivision 
(a)\(2) (§ 4-33-1430(a)(2)) sets forth the 
grounds upon which a court may order 
dissolution. In determining whether to 
grant dissolution a court should act with 
caution. In the case of public benefit cor- 
porations the primary matter of concern is 
the public or charitable purposes of the 
corporation. In the case of mutual benefit 
corporations the main consideration is 
whether the corporation can be operated 
for the benefit of its members. Courts 
should be particularly cautious in the case 
of religious corporations not to order dis- 
solution if there is an appropriate alterna- 
tive. 

3. Dissolution by Creditors 

Creditors can bring a proceeding for 

dissolution only if the grounds specified in 
subdivision (a)(3) (§ 4-33-1430(a)(3)) have 
been met. Creditors may seek dissolution 
as an alternative to a federal bankruptcy 
proceeding. 

4, Dissolution by Corporation 

A corporation that has commenced a 

voluntary dissolution proceeding may 
seek protection in a court-supervised dis- 
solution proceeding under subdivision 
(a)(4) (§ 4-33-1430(a)(4)). The directors of 
the corporation may be concerned with 
personal liability or may face numerous 
suits or other actions that should be dealt 
with in one court-supervised dissolution 
proceeding. 

5. Factors To Be Considered by 
Court Before Ordering Dissolu- 
tion 

Subsection (b) (§ 4-33-1430(b)) sets 

forth matters that a court should consider 
before ordering dissolution. As dissolution 
is a remedy of the last resort, a court 
should consider reasonable alternatives. 
For example, if the directors are misap- 
plying or wasting corporate assets, the 
court may give the directors an opportu- 
nity to resign or, if the requirements of 
section 8.10 (§ 4-33-810) have been met, 
may remove the offending directors. In 
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the case of a public benefit corporation the 
court should attempt to fashion a remedy 
that is in the public interest. In the case of 
a mutual benefit corporation the remedy 
should be the best way of protecting the 
interests of members. 
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*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 14.31 (A.C.A. § 4-33-1431) 


Section 14.31 (§ 4-33-1431) sets forth 
procedures to be followed in a judicial 
dissolution. States adopting this Model 
Act (§ 4-33-101 et seq.) should determine 


the place where venue lies for proceedings 
brought by the attorney general to dis- 
solve a corporation. 


Official Comment to Section 14.32 (A.C.A. § 4-33-1432) 


Section 14.32 (§ 4-33-1432) authorizes 
a court to appoint a receiver or custodian 
in a judicial dissolution proceeding involv- 
ing a public benefit or mutual benefit 
corporation. Section 14.32 (§ 4-33-1432) 


is designed to supplement provisions 
found in most states dealing with the 
power of courts to appoint receivers and 
custodians. 


Official Comment to Section 14.33 (A.C.A. § 4-33-1433) 


Section 14.33 (§ 4-33-1433) provides 
that the court order dissolving a corpora- 
tion shall be filed with the secretary of 
state. The filing of the order of dissolution 
has the same effect as the filing of the 
articles of dissolution. After the decree of 


dissolution has been entered, the corpora- 
tion pursuant to court order must wind up 
and liquidate in accordance with the pro- 
vision of sections 14.06-14.08 (§§ 4-33- 
1406 — 4-33-1408). 


Official Comment to Section 14.40 (1.C.A. 5 4-33-1440)* 


Section 14.40 (§ 4-33-1440) provides for 
the deposit of unclaimed assets with the 
state treasurer. State escheat or other 
laws provide for the ultimate disposition 
of these assets. 

Section 14.40 (§ 4-33-1440) provides 
that assets deposited with the state trea- 
surer shall be reduced to cash unless they 
are subject to known trust restrictions or 


the treasurer decides it is in the public 
interest to hold the assets in kind. The 
treasurer may decide to hold the assets in 
kind when they are unique from an artis- 
tic or historical perspective. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 15.01 (A.C.A. § 4-33-1501) 


“A state may prescribe the terms and 
conditions upon which a foreign corpora- 
tion is permitted to transact business 
within the state, subject, of course, to the 
restrictions of the United States Constitu- 
tion. Chapter 15 requires that a foreign 
corporation seeking to transact business 
within the state must (1) obtain a certifi- 
cate of authority from the secretary of 
state and (2) maintain a registered office 


and appoint a registered agent within the 
state. ... 

“The Model Act does not attempt to 
formulate an inclusive definition of what 
constitutes the transaction of business. 
Rather, the concept is defined in a nega- 
tive fashion by section 15.01(b), which 
states that certain activities do not consti- 
tute the transaction of business. In gen- 
eral terms, any conduct more regular, sys- 
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tematic, or extensive than that described 
in section 15.01(b) constitutes the trans- 
action of business and requires the corpo- 
ration to obtain a certificate of authority. 
Typical conduct requiring a certificate of 
authority includes maintaining an office 
to conduct local intrastate business, sell- 
ing personal property not in interstate 
commerce, entering into contracts relat- 
ing to the local business or sales, and 
Owning or using real estate for general 
corporate purposes. But the passive own- 
ing of real estate for investment purposes 
does not constitute transacting business. 
See section 15.01(b)(9). 

“The test of ‘transacting business’ de- 
fined in a negative way in section 15.01(b) 
applies only to the question of whether the 
corporation’s contacts with the state are 
such that is must obtain a certificate of 
authority. It is not applicable to other 
questions such as whether the corporation 
is amenable to service of process under 
state “long-arm” statutes or liable for 
state or local taxes. A corporation that has 
obtained (or is required to obtain) a certif- 
icate of authority to transact business 
under chapter 15 will generally be subject 
to suit and state taxation in the state, 
while a corporation that is subject to ser- 
vice of process or state taxation in a state 
will not necessarily be required to obtain a 
certificate of authority under chapter 15. 

“The list of activities set forth in section 
15.01(b) is not exhaustive. See section 
15.01(c). The list excludes several differ- 
ent types of activities from the definition 
of ‘transacting business, which are dis- 
cussed below.” Official Comment to Model 
Business Corporation Act Section 15.01 
(§ 4-27-1501). 

A corporation is not “transacting busi- 
ness” by “maintaining, defending or set- 
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tling any proceeding” in a State. Section 
15.01(b)(1) (§ 4-33-1501(b)(1)). The term 
“proceeding” is broadly defined in Section 
1.40(27) (§ 4-33-140(28)) to include civil 
suits and criminal, administrative and 
investigatory actions. 

A corporation may carry on activities 
concerning its internal corporate affairs 
and hold directors’ and members’ meet- 
ings without transacting business within 
a state. Section 15.01(b) (§ 4-33-1501(b)). 
“Other activities relating to the internal 
affairs of the corporation that do not con- 
stitute the transaction of business under 
Section 15.01(b) include having Officers or 
representatives of a corporation who re- 
side within or are physically present in 
the state ...make executive decisions re- 
lating to the affairs of the corporation 
without imposing on the corporation the 
requirement that it obtain a certificate of 
authority in the state, provided these ac- 
tivities are not so regular and system[atlic 
as to cause the residence to be viewed as a 
business office.” Official Comment to 
Model Business Corporation Act Section 
15.01 (§ 4-27-1501). 

“A corporation is not ‘transacting busi- 
ness’ ... if it is transacting business in 
interstate commerce ... or soliciting or 
obtaining orders that must be accepted 
outside the state before they become con- 
tacts.... These limitations reflect the pro- 
visions of the United States Constitution 
that grant to the United States Congress 
exclusive power over interstate commerce, 
and preclude states from imposing restric- 
tions or conditions upon this commerce. 
These sections should be construed in a 
manner consistent with judicial decisions 
under the United States Constitution.” 
Official Comment to Model Business Cor- 
poration Act Section 15.01 (§ 4-27-1501). 


Official Comment to Section 15.02 (A.C.A. § 4-33-1502)* 


Section 15.02 (§ 4-33-1502) is designed 
to compel foreign corporations to qualify 
to transact business in a state by obtain- 
ing a certificate of authority but not to 
impose Draconian penalties on those who 
fail to qualify. The failure to qualify does 
not impair the validity of corporate acts or 
prevent a corporation from defending it- 
self in any proceeding. Section 15.01(e) 
(§ 4-33-1501(e)). 

A corporation that is required to qualify, 


but has not qualified, may not bring suit 
or seek an affirmative recovery in an ac- 
tion in which it is a defendant until it has 
qualified. A court may stay a proceeding 
commenced by a foreign corporation until 
it determines whether the corporation 
should have qualified to transact busi- 
ness. If it concludes that qualification is 
necessary, it may grant a further stay 
until the foreign corporation obtains a 
certificate of authority. A foreign corpora- 
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tion that is required to but has not ob- 
tained a certificate of authority may do so 
and is not required to refile the suit. 
Subsection (d) (§ 4-33-1502(d)) pro- 
vides a specified dollar amount per day 
with a maximum yearly total penalty for 
each year in which a foreign corporation 
fails to qualify. Each state adopting the 
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Model Act (§ 4-33-101 et seq.) should de- 
termine the appropriate daily and yearly 
amounts and insert them in subsection (d) 
(§ 4-33-1502 (d)). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 15.03 (A.C.A. § 4-33-1503) 


Section 15.03 (§ 4-33-1503) requires 
corporations to submit specified informa- 
tion to obtain a certificate of authority. 
“The purposes of these disclosure require- 
ments are: (1) to endure that citizens of 
the state have adequate information 
about foreign corporations in their trans- 
actions with them; (2) to put them in a 
status of equality with domestic corpora- 
tions with respect to information required 
to be furnished; (3) to facilitate their sub- 
jection to the jurisdiction of the state’s 
courts, thereby removing any disadvan- 
tage citizens of the state may have when 
dealing with them; and (4) to provide 


readily accessible evidence of their exist- 
ence.” Official Comment to Model Busi- 
ness Corporation Act Section 15.03 (§ 4- 
27-1503). Each application for a certificate 
of authority must be accompanied by a 
certificate of existence (or document of 
similar import) and the filing fee set forth 
in section 1.22 (§ 4-33-122). 

Section 16.22 (not enacted by Arkansas) 
requires qualifying corporations to file an- 
nual reports with the secretary of state. 
They may also have to make other filings 
pursuant to sections 15.04, 15.06, and 
15.07 (§§ 4-33-1504, 4-33-1506, and 4-33- 
1507), and regulatory and tax statutes. 


Official Comment to Section 15.04 (A.C.A. § 4-33-1504) 


A foreign corporation must file an 
amended certificate of authority if it 
changes its corporate name, the period of 
its duration or the state or country of its 
incorporation. A change in registered of- 
fice or registered agent requires an imme- 


diate filing pursuant to section 15.07 (§ 4- 
33-1507). Changes in principal office, 
officers or directors only have to be re- 
ported in the annual report filed yearly 
with the secretary of state pursuant to 
section 16.22 (not enacted by Arkansas). 


Official Comment to Section 15.05 (A.C.A. § 4-33-1505) 


Foreign corporations that have a valid 
certificate of authority have the same but 
no greater rights, and the same but no 
greater privileges, as domestic corpora- 
tions of a like character. Similarly quali- 
fied foreign corporations, except as other- 
wise provided in the Model Act ($ 4-33- 
101 et seq.), are subject to the same 
duties, restrictions, penalties and liabili- 
ties as domestic corporations of a like 
character. As the Model Act (§ 4-33-101 et 
seq.) draws distinctions between public 
benefit, mutual benefit and religious cor- 
porations, foreign corporations should de- 
termine in which category they would fall 
if they were domestic corporations. See 
sections 15.03(a) (8) and 17.07 (§§ 4-33- 
1503(a) (8) and 4-33- 1707). 


While the Model Act (§ 4-33-101 et seq.) 
does not authorize a state to regulate the 
“organization or internal affairs” of a for- 
eign corporation, the exact meaning of 
“organization and internal affairs” is left 
to court determination. Section 15.05 
(§ 4-33-1505), however, is not intended to 
preempt regulatory statutes that would 
otherwise be applicable to a foreign non- 
profit corporation. 

The common law in some states may 
give a state jurisdiction over assets held in 
trust by a foreign nonprofit corporation. 
The extent of this jurisdiction, if any, is 
not set forth in the Model Act (§ 4-33-101 
et seq.). 


640 


NONPROFIT CORPORATION ACT 


Official Comment to Section 15.06 (A.C.A. § 4-33-1506) 


Section 15.06 (§ 4-33-1506) requires 
qualified foreign corporations to have 
names distinguishable from other corpo- 
rate names on the records of the secretary 
of state. Section 15.06 (§ 4-33-1506) re- 
quires the secretary of state to evaluate 
names based on the secretary of state’s 
records. It does not require the secretary 
of state to decide issues relating to unfair 
competition. See section 4.01 (§ 4-33- 
401). 

If the true corporate name of a foreign 


corporation is unavailable, the foreign cor- 
poration may use a fictitious name to 
transact business if it delivers a certified 
copy of a board resolution adopting the 
fictitious name together with its applica- 
tion for a certificate of authority. The 
fictitious name must be one that is other- 
wise available. States adopting the Model 
Act (§ 4-33-101 et seq.) may have regis- 
tration, filing or other requirements appli- 
cable to the use of fictitious names. 


Official Comment to Section 15.07 (A.C.A. § 4-33-1507) 


Section 15.07 (§ 4-33-1507) requires 
each foreign corporation authorized to 
transact business in a state to maintain 
continually a registered office and regis- 
tered agent in the state so it will be 
amenable to suit within the state. Section 


15.07 (§ 4-33-1507) is based on section 
5.01 (§ 4-33-501). See Official Comment 
to Section 5.01 (§ 4-33-501) for an expla- 
nation of the policies upon which section 
15.07 (§ 4-33-1507) is based. 


Official Comment to Section 15.08 (A.C.A. § 4-33-1508) 


Section 15.08(a) (§ 4-33-1508(a)) re- 
quires foreign corporations upon changing 
their registered office or registered agent 
to file a statement with the secretary of 
state containing the information required 
by section 15.08(a) (§ 4-33-1508(a)). If the 
office of the registered agent is changed, 
the agent may change the registered office 
by notifying the secretary of state and 


complying with the provisions of section 
15.08(b) (§ 4-33-1508(b)) rather than sec- 
tion 15.08(a) (§ 4-33-1508(a)). Section 
15.08 (§ 4-33-1508) is based on section 
5.03 (§ 4-33-503). See Official Comment 
to Section 5.03 (§ 4-33-503) for an expla- 
nation of the policies upon which section 
15.08 (§ 4-33-1508) is based. 


Official Comment to Section 15.09 (A.C.A. § 4-33-1509)* 


Section 15.09 (§ 4-33-1509) permits a 
registered agent of a foreign corporation 
to resign upon fulfilling the requirements 
set forth in the section. See Official Com- 
ment to Section 5.03 (§ 4-33-503) for an 
explanation of the policies underlying sec- 
tion 15.09 (§ 4-33-1509). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 15.10 (A.C.A. § 4-33-1510)* 


Section 15.10 (§ 4-33-1510) sets forth 
nonexclusive ways of serving foreign cor- 
porations. Section 15.10(a) (§ 4-383- 
1510(a)) allows service to be made upon a 
registered agent of a qualified foreign cor- 
poration. Section 15.10(b) (§ 4-33- 
1510(b)) authorizes service on the secre- 
tary of the foreign corporation in the 


manner and at the places specified if the 
foreign corporation does not have a regis- 
tered agent, the registered agent cannot 
be found at the registered office, the cor- 
poration has withdrawn from the state or 
the foreign corporation’s certificate of au- 
thority has been revoked. Section 15.10 
(§ 4-33-1510) is based on section 5.04 
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(§ 4-33-504). See Official Comment to 
Section 5.04 (§ 4-33-504) for an explana- 
tion of the policies underlying Section 
15.10 (§ 4-33-1510). 
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*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 15.20 (A.C.A. § 4-33-1520) 


A foreign corporation authorized to 
transact business in a state must file an 
application for a certificate of withdrawal 
to withdraw from the state. The applica- 
tion must appoint the secretary of state as 
agent for service of process in any proceed- 
ing based on a cause of action arising 
during the time the corporation was au- 
thorized to transact business in the state. 
If the secretary of state is served as agent 
for the foreign corporation, the secretary 
of state must mail a copy of the process to 
the foreign corporation at the address set 
forth in the application for withdrawal. 


Subsection 15.20(b) (§ 4-33-1520(b)) 
sets forth the information that must be 
contained in the application for a certifi- 
cate of withdrawal. The application for 
withdrawal must be on the form pre- 
scribed by the secretary of state. See sec- 
tion 1.21 (§ 4-33-121). This insures that 
the appointment of the secretary of state 
as agent for service of process is unquali- 
fied and not limited in a way inconsistent 
with the requirements of section 15.20 
(§ 4-33-1520). 


Official Comment to Section 15.30 (A.C.A. § 4-33-1530)* 


Section 15.30 (§ 4-33-1530) authorizes 
the secretary of state or attorney general 
to commence an administrative proceed- 
ing under section 15.31 (§ 4-33-1531) to 
revoke a foreign corporation’s certificate of 
authority. This revocation may take place 
for the reasons specified in section 15.30 
(§ 4-33-1530) pursuant to the procedures 
set forth in section 15.31 (§ 4-33-1531). 


See Official Comment to Section 14.20 
(§ 4-33-1420) for an explanation of the 
policies underlying section 15.30 (§ 4-33- 
1530). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 15.31 (A.C.A. § 4-33-1531)* 


Section 15.31 (§ 4-33-1531) sets forth 
the method by which the certificate of 
authority may be revoked. The foreign 
corporation must be advised of the pro- 
posed revocation and have an adequate 
opportunity to take action to prevent the 
revocation from taking place. A foreign 
corporation that believes that it has been 
improperly treated may seek judicial re- 
view of the revocation pursuant to section 
15.32 (§ 4-33-1532). 


Section 15.31 (§ 4-33-1531) is based on 
section 14.21 (§ 4-33-1421). See Official 
Comment to Section 14.21 (§ 4-33-1421) 
for an explanation of the policies underly- 
ing section 15.31 (§ 4-33-1531). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 15.32 (A.C.A. § 4-33-1532) 


Section 15.32 (§ 4-33-1532) authorizes 
a foreign corporation to appeal from the 
secretary of state’s revocation of its certif- 
icate of authority. States adopting this 
section (§ 4-33-1532) should indicate the 
court in which the appeal should be filed. 


Normally this should be a court in the 
county of the corporation’s principal office 
or a court in the state capitol. States 
adopting this section (§ 4-33-1532) should 
also specify the party who has the burden 
of proof and the standard for judicial re- 
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view. See Official Comment to Section 1.26 
(§ 4-33-126). 
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Official Comment to Section 16.01* 


Section 16.01 requires corporations to 
keep specified records. The remainder of 
the chapter deals with members’ rights to 
inspect, copy and receive copies of these 
records and reports. 

1. Permanent Records 

Section 16.01(a) requires a corporation 
to keep permanent records of: (i) minutes 
of all meetings of its members and a 
record of all actions taken by its members 
by written ballot and written consent 
without a meeting (see sections 7.04 and 
7.08 (§§ 4-33-704 and 4-33-708); and (i1) 
minutes of all meetings of its directors, all 
actions taken by directors without a meet- 
ing, and all actions taken by committees of 
the board in place of the board (see section 
8.25 (§ 4-33-825). 

Acorporation is required to keep perma- 
nent records of board committee actions 
only when: (i) the committee takes action 
in place of the board, and (ii) the commit- 
tee is appointed pursuant to section 8.25 
(§ 4-33-825). If the committee is ap- 
pointed pursuant to section 8.25 (§ 4-33- 
825) but does not take action in place of 
the board, section 16.01(a) does not re- 
quire a record of its activities. If the action 
taken is only advisory, section 16.01(a) 
does not require a record of the delibera- 
tions or advice. 

Section 16.01(a) does not require a cor- 
poration to keep permanent records of 
non-board committee actions. 

The underlying rationale of section 
16.01(a) (§ 4-33-1601(a)) is that there 
should be a permanent record of actions 
taken by the members, the board and 
committees of the board acting in place of 
the board. The section does not require 
that the minutes or record of an action 
include a discussion of or reasons for an 
action. The amount of detail is left to the 
discretion of each nonprofit organization. 
The minutes or records may merely recite 
that after consideration a certain action 
was taken or they may go into great detail 
as to the background, rationale and rea- 
sons for the particular action. 

2. Accounting Records 

Section 16.01(b) requires a corporation 
to maintain “appropriate accounting 


records.” The required records are the 
current accounting records of the corpora- 
tion. Section 16.01(b) does not require 
that these records be kept permanently or 
address the question of how long account- 
ing records should be kept. For tax, regu- 
latory and record-keeping reasons each 
nonprofit corporation should determine 
how long it should keep its accounting 
records. 

The question of what accounting 
records are “appropriate” depends on the 
nature, size and other characteristics of 
the corporation. Numerous nonprofit cor- 
porations have a relatively small amount 
of money and operate with volunteer 
staffs. In such cases, “appropriate ac- 
counting records” may be composed of 
checkbooks, cancelled checks and receipts. 
In the case of entities with significant 
funds, more detailed accounting records 
are appropriate. 

“Appropriate” records should allow the 
financial statements to be prepared in a 
fashion that fairly presents the financial 
condition and results of operations of the 
corporation. There is no requirement that 
accounting records be kept in accordance 
with generally accepted accounting prin- 
ciples. Many nonprofit corporations oper- 
ate on a cash rather than an accrual basis. 
As accounting for nonprofit organizations 
is presently in a state of transition, no 
particular approach is required by the 
Model Act (§ 4-33-101 et seq.). 

3. Membership Lists 

Section 16.01(c) requires a corporation 
to maintain a record of its current mem- 
bers in a form that allows preparation of 
an alphabetical list of members, their ad- 
dresses, by class, and an indication of the 
number of votes each member is entitled 
to cast. The records themselves do not 
have to be kept in this form. Sections 
16.02 through 16.05 deal with the circum- 
stances under which membership lists are 
available for inspection and copying. 

4, Form of Records 

Section 16.01(d) requires that corporate 
records be maintained in written form or 
another form capable of conversion into a 
written form within a reasonable time. 
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This allows nonprofit organizations to 
keep records on microfilm or microfiche, in 
computer memory or in any other appro- 
priate manner. The records must, how- 
ever, be kept in a form that allows the 
corporation to comply with members’ 
rights to obtain and inspect the records. 

5. Records Required at Principal 
Office 

Section 16.01(e) requires that specified 
corporate records be kept at the principal 
office of the corporation. For domestic cor- 
porations the principal office of the corpo- 
ration is defined in section 1.40(26) (§ 4- 
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33-140(27)) as an office in the state 
designated in the annual report filed pur- 
suant to section 16.22. Section 16.22 re- 
quires a corporation to designate annually 
the address of its principal office in the 
state. In some instances, particularly for 
small nonprofit corporations, the home of 
an officer or director may be the principal 
office of the corporation. 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 16.02* 


1. Automatic Access to Certain 
Records 

Section 16.02(a) gives each member the 
right to inspect and copy at a reasonable 
time and place the records described in 
section 16.01(e). This right is conditioned 
only upon the member giving the corpora- 
tion written notice of the demand at least 
five business days before the date on 
which the member wishes to inspect and 
copy the records and paying any reason- 
able charge the corporation may impose 
pursuant to section 16.03(c). The member 
does not have to show that the demand is 
made in good faith for a proper purpose. 
Nor does the member have to show the 
purpose for the request or that the records 
are directly connected with the member’s 
purpose. 

2. Limited Access’ to 
Records 

Section 16.01(b) allows members to copy 
and inspect specified records, but imposes 
more conditions than section 16.01(a). 
Members have the right to inspect the 
following types of records: 

(1) Excerpts of any meetings of the 
board, records of any action of a commit- 
tee of the board as authorized by section 
8.25 (§ 4-33-825) while acting in place of 
the board, minutes of any meeting of 
members and records of actions taken by 
members or directors without a meeting 
to the extent not subject to inspection 
under section 16.02(a). 

(2) The accounting records of the corpo- 
ration. See Official Comment to Section 
16.01 for a discussion of what accounting 
records the corporation must keep. 

(3) The membership list. See section 


Certain 


16.05 for limitations on use of the mem- 
bership list. Also see section 7.20 (§ 4-33- 
720) for the right members have to inspect 
membership lists beginning two business 
days after notice of the membership meet- 
ing is given and continuing through the 
meeting. 

A demand to copy and inspect records 
under section 16.01 (b) must be made in 
good faith for a proper purpose. See sec- 
tion 16.01(c). The proper purpose must 
reasonably relate to the member’s interest 
as a member, which may be broader than 
a shareholder’s interest in a business cor- 
poration. In addition, the member must 
describe with reasonable particularity the 
purpose and the records the member de- 
sires to inspect. The object of this require- 
ment is to inform the corporation in gen- 
eral terms of the object of the member, not 
to limit the purpose of the inspection 
rights. Thus, for example, a request to 
contact fellow members concerning the 
corporation or a request to examine 
records to determine whether improper 
transactions have occurred or a charitable 
trust breached states a proper purpose. 

3. Religious Corporations 

The articles or bylaws of religious cor- 
porations may limit or abolish the rights 
of inspection set forth in section 16.02. If 
no limit is placed on these rights, mem- 
bers of religious corporations have the 
same inspection rights under section 
16.02 as members of other nonprofit cor- 
porations. Even if the articles or bylaws 
limit the rights set forth in section 16.02, 
a member may still have other inspection 
rights. See section 16.02(d). 
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4, Additional Rights of Inspection 

The rights set forth in section 16.02 may 
not be abolished or limited by a public 
benefit or mutual benefit corporation. 
Moreover the rights set forth in section 
16.02 are not exclusive. Section 16.02(d) 
“provides that the right of inspection 
granted by section 16.02 is an indepen- 
dent right of inspection that is not a 
substitute for or in derogation of rights of 
inspection that may exist (1) under sec- 
tion 7.20, to inspect the [membership] list 
following the establishment of a record 
date for a meeting; (2) as part of a right of 
discovery that exists in connection with 
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litigation; and (3) as a ‘common law’ right 
of inspection, if any is found to exist by a 
court, to examine corporate records. Sec- 
tion [16.02(d)] simply preserves whatever 
independent right of inspection exists un- 
der these sources and does not create or 
recognize any rights, either expressly or 
by implication.” Official Comment to 
Model Business Corporation Act Section 
16.02 (§ 4-27-1602). 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 16.03* 


Section 16.03 allows a member’s agent 
and attorney to have the same inspection 
and copying rights as the member. These 
rights include the right, if reasonable, to 
receive copies made by photographic, xe- 
rographic or other means. In some in- 
stances corporations may keep records in 
bubble memories, computer disks or other 
nonprinted form. If reasonable, section 


16.03 requires corporations to make cop- 
ies of these records and charge the mem- 
ber for the cost of reproduction. The cost of 
reproduction includes the cost of prepar- 
ing the information for reproduction and 
reproducing the information. 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 16.04* 


1. Summary Procedure for Refusal 
to Comply with Section 16.02(a) 

Members have the right under section 
16.02(a) to inspect the records described 
in section 16.01(e) simply by showing that 
they are members of the corporation. If 
the corporation refuses to allow inspection 
of the records, the member or members 
may seek a summary order directing the 
corporation to allow inspection and copy- 
ing at the corporation’s expense. See sec- 
tion 16.02(e) for a list of the records that 
are subject to this summary procedure. 

2. Expedited Procedure for Refusal 
to Comply with Section 16.02(6) 

Members have the right to inspect and 
copy certain records under _ section 
16.02(b) and, depending on state law, the 
common law. Members seeking to enforce 
these rights, are entitled to a hearing on 
“an expedited basis.” However, a member 
must comply with the requirements of 
subsections 16.02(b) and (c) and, if appli- 
cable, section 16.05 prior to obtaining ac- 
cess to the records. Consequently the 
court procedure may take longer than the 
procedure to obtain records under section 
16.02(a). 


The Model Act (§ 4-33-101 et seq.) does 
not indicate who should pay for inspection 
and copying of records if it is necessary to 
obtain a court order to enforce section 
16.02(b) or common law rights. This mat- 
ter is left to the discretion of the court. 

3. Payment of Costs Including Rea- 
sonable Counsel Fees 

If a court orders inspection and copying 
of records the corporation must pay the 
member’s costs “including reasonable 
counsel fees” incurred in obtaining the 
order unless the corporation proves that 
its refusal is in good faith because it had a 
reasonable basis for doubt about the mem- 
ber’s right to inspect the records. “This 
normally will involve reasonable doubt 
whether the [member] had the necessary 
good faith and proper purpose or whether 
the records demanded are directly con- 
nected to the [member’s] purpose. The 
phrase ‘in good faith because it had a 
reasonable basis for doubt’ establishes a 
partially objective standard, in that the 
corporation must be able to point to some 
objective basis for its doubt that the 
[member] was acting in good faith or had 
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a purpose that was proper. For example, a 
corporation may point to earlier conduct of 
the [member] involving improper use of 
information obtained from the corporation 
in the past as indicating that reasonable 
doubt existed as to his present purpose. A 
corporation may not avoid the imposition 
of costs under this section merely by show- 
ing it had no information one way or the 
other about the issues in controversy.” 
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Official Comment to Model Business Cor- 
poration Act Section 16.04 (§ 4-27-1604). 
See section 16.05 for limitations on the 
uses to which membership lists can be 
put. 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 16.05* 


A nonprofit corporation’s membership 
list is a valuable asset. For public benefit 
and religious corporations, the member- 
ship list may represent a list of contribu- 
tors. For mutual benefit corporations the 
list may represent a list of members of a 
trade association, social club, political or- 
ganization or other significant group. Sec- 
tion 16.05 sets forth the basic premise 
that a membership list may not be ob- 
tained or used by any person for any 
purpose unrelated to a member’s interest 
as a member. It then provides that a 
membership list may not be used in any of 
the following three purposes without the 
board’s consent: 

(1) The solicitation of money or prop- 
erty unless such money or property will be 
used solely to solicit the votes of members 
in an election held by the corporation. A 
membership list therefore cannot be used 
by members who in good faith believe the 
organization has strayed from its pur- 
poses and want to solicit the members to 
contribute to a competitive organization 
that is carrying out the true purposes of 
the corporation whose membership list is 
sought. Nor can members use a member- 
ship list to solicit contributions for a non- 
competitive organization, even if the non- 
competitive organization has laudable 
purposes. 

(2) Used for any commercial purpose. 
Commercial organizations frequently de- 


sire to use membership lists of nonprofit 
organizations to contact members. Such 
use is only allowed if approved by the 
board of directors of the nonprofit corpo- 
ration. 

(3) Sold to or purchased by any person. 
Members of a nonprofit organization do 
not have the right to sell a membership 
list to any person. Nor may a person 
seeking a membership list purchase it 
except from the corporation with the ap- 
proval of the board of directors. 

A corporation must have some factual 
basis for believing that the members seek- 
ing the membership list will violate the 
provisions of section 16.05 to deny inspec- 
tion rights pursuant to section 16.05. Ifa 
corporation has a legitimate doubt as to 
the purposes for which a member seeks a 
membership list, the matter can be heard 
by a court pursuant to section 16.04. The 
court should closely scrutinize the trans- 
action to determine whether a member 
has a legitimate purpose or whether the 
corporation was simply using section 
16.05 as a ruse to prevent and frustrate a 
member’s rights. See Official Comment to 
Section 16.04 for the circumstances in 
which a court may order the corporation 
to pay attorney fees and costs. 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 16.20* 


Nonprofit organizations are not re- 
quired to mail annual financial state- 
ments to any member unless the member 
makes a written demand for the latest 
financial statements. The cost of an auto- 
matic mailing to all members would be 
prohibitive for some nonprofit organiza- 


tions. In many instances, the only finan- 
cial report that members receive is an oral 
report at an annual meeting. While the 
bylaws of some organizations require that 
annual financial statements be delivered 
to all members, section 16.20 only re- 
quires that the latest annual financial 
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statement be furnished to a member upon 
written demand of that member. In addi- 
tion, members have the right to receive a 
report on the financial condition of the 
corporation at the annual meeting. Sec- 
tion 7.01(c) (§ 4-33-701(c)). 

Because there is so much diversity in 
nonprofit organizations and because ac- 
counting treatment of nonprofit corpora- 
tions is in a transition state, section 16.20 
does not require that financial statements 
be prepared on the basis of generally ac- 
cepted accounting principles. However, if 
the corporation prepares financial state- 
ments on the basis of generally accepted 
accounting principles, the annual finan- 
cial statements must also be prepared on 
that basis. 

There is no requirement that the an- 
nual financial statements be audited. 
Where, however, they are audited, the 
accountant’s report must accompany the 
statement. 

“Section 16.20 refers to a ‘public accoun- 
tant.’ The same terminology is used in 
section 8.30 (standards of conduct for di- 
rectors) of the Model Act. In various 
states, different terms are employed to 
identify those persons who are permitted 
under the state licensing requirements to 
act as professional accountants. Phrases 
like ‘independent public accountant,’ ‘cer- 
tified public accountant,’ ‘public accoun- 
tant,’ and others may be used. In adopting 
the term ‘public accountant,’ the Model 
Act uses the words in a general sense to 
refer to any class or classes of persons 
who, under the applicable requirements of 
a particular jurisdiction, are profession- 
ally entitled to practice accountancy.” Of- 
ficial Comment to Model Business Corpo- 
ration Act Section 16.20 (§ 4-27-1620). 

If the financial statements are not re- 
ported upon by an accountant, they must 
be accompanied by a report of the presi- 
dent or other person in charge of the 
corporation’s financial accounting records. 


NONPROFIT CORPORATION ACT 


The object of the report is to describe the 
basis upon which the financial statements 
were prepared so the members will have a 
basis for evaluating them. The report 
must: 

(1) indicate the reporting person’s rea- 
sonable belief as to whether the state- 
ments were prepared on the basis of gen- 
erally accepted accounting principles. If 
not, the report should describe the basis 
on which the statements were prepared. 
The financial statements may, for exam- 
ple, be prepared on a cash basis. If so, the 
report should so indicate. 

In some circumstances, the financial 
records of the organization may be in a 
state of disarray. If so, this fact should be 
disclosed. The report should indicate how 
the statements were prepared. If appro- 
priate, the report may have to state that 
the financial statements do not fairly re- 
flect the condition and operations of the 
corporation. 

(2) describe any respects in which the 
financial statements were not prepared on 
a basis consistent with the statements 
prepared for the preceding year. Members 
are entitled to know whether the financial 
statements were prepared on a consistent 
basis so they can determine whether a 
year-to-year comparison of financial re- 
ports will yield comparable figures. 

Business and nonprofit corporations 
control subsidiaries through stock owner- 
ship. Nonprofit corporations control other 
nonprofit corporations by holding all or a 
majority of their memberships or through 
article or bylaw provisions. The term “af- 
filiates” in section 16.20 refers to corpora- 
tions controlled by nonprofit corporations 
regardless of whether control is exercised 
through memberships, or articles or bylaw 
provisions. 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 16.21* 


Section 16.21 requires that members be 
notified of indemnification of directors un- 
der sections 8.51, 8.52 and 8.54 (§§ 4-33- 
851, 4-33-852 and 4-33-854) and advances 
for expenses under section 8.53 (§ 4-33- 
853). The report must be made only if the 
payment or advances were made in a 


derivative action. The report must be 
made with or before the notice of the next 
members’ meeting. 


*This section was not enacted by Arkan- 
sas. 
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Official Comment to Section 16.22* 


Domestic and foreign corporations qual- 
ified to transact business in a state must 
file an annual report at the times indi- 
cated in section 16.22(c). The report must 
contain the information required by sec- 
tion 16.22(a). 

The annual report is a public document 
open to inspection by members, the gen- 
eral public, the attorney general and other 
state officials. It is a convenient way to 
locate a corporation and its directors and 
principal officers. The exact form will be 
prescribed by the secretary of state pursu- 
ant to section 1.21 (§ 4-33-121). In the 
normal instance it will call for the name, 
and business or residence address of those 
corporate officers who serve as presiding 
officer of the board, president, or chief 
executive officer, secretary, and treasurer. 


Nonprofit corporations may provide differ- 
ent names or titles for officers carrying out 
these functions. However, information 
concerning the officer carrying out the 
designated function should be set forth in 
the annual report. 

If a domestic corporation fails to file the 
annual report, it is subject to administra- 
tive dissolution. See section 14.20 (§ 4-33- 
1420). If a foreign corporation qualified to 
transact business in a state fails to file an 
annual report, it is subject to revocation of 
its certificate of authority. See section 
15.30 (§ 4-33-1530). 


*This section was not enacted by Arkan- 
sas. 


Official Comment to Section 17.01 (A.C.A. § 4-33-1701)* 


The underlying concept of the Model Act 
(§ 4-33-101 et seq.) is that it applies to all 
or substantially all nonprofit corporations 
organized in a state. Many states have a 
general nonprofit corporation statute and 
special laws for particular types or cate- 
gories of nonprofit corporations. The 
Model Act (§ 4-33-101 et seq.) provides an 
opportunity to adopt a unified, consistent 
and understandable law applicable to all 
or substantially all nonprofit organiza- 
tions in a state. States adopting the Model 
Act (§ 4-33-101 et seq.) should specify the 
statutes it replaces. 

The concept of a uniform law is en- 
hanced by the mandate of section 17.01 
(§ 4-33-1701) that the Model Act (§ 4-33- 
101 et seq.) is applicable on its effective 
date to all corporations subject to its pro- 
visions. See section 17.06 (§ 4-33-1706) 
for provisions relating to the effective 
date. 

Section 17.01 (§ 4-33-1701) applies to 
corporations formed under statutes that 
have reserved the right to amend or re- 
peal their provisions. The Model Act (§ 4- 


33-101 et seq.) may therefore be made 
applicable to all corporations to which it 
can be constitutionally applied. As most 
statutes adopted in this century have a 
“reservation of power” clause the Act (§ 4- 
33-101 et seq.) will have general applica- 
bility to most nonprofit corporations. 

Some states may wish to adopt optional 
subsection (b) (not enacted by Arkansas) 
which allows a few nonprofit corporations 
to decide whether or not to be governed by 
the provisions of the Model Act (§ 4-33- 
101 et seq.). Usually these corporations 
would be corporations formed under old 
statutes or charters that did not reserve 
the power of amendment, or religious cor- 
porations formed under some special stat- 
ute. These corporations might prefer the 
Model Act (§ 4-33-101 et seq.) and should 
be given the opportunity to come under its 
provisions in whole or in part. 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 17.02 (A.C.A. § 4-33-1702)* 


Foreign corporations are subject to the 
Model Act (§ 4-33-101 et seq.) as of its 


effective date. See section 17.06 (§ 4-33- 
1706). However as a result of section 17.02 
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(§ 4-33-1702), it is not necessary for for- 
eign corporations to obtain a new certifi- 
cate of authority to transact business. 


NONPROFIT CORPORATION ACT 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


Official Comment to Section 17.03 (A.C.A. § 4-33-1703) 


Section 17.03 (§ 4-33-1703) is derived 
from section 25 of the Uniform Statutory 
Construction Act adopted by the National 


Conference of Commissioners on Uniform 
State Laws in 1965. 


Official Comment to Section 17.04 (A.C.A. § 4-33-1704) 


Section 17.04 (§ 4-33-1704) is a stan- 
dard severability provision. 


Official Comment to Section 17.05 (A.C.A. § 4-33-1705) 


The Model Act (§ 4-33-101 et seq.) is a 
statute of general applicability. Therefore, 
existing statutes should be repealed upon 
enactment of the Model Act (§ 4-33-101 et 
seq.). 

Numerous states have statutes apply- 
ing to special categories of nonprofit cor- 
porations. These statutes should be exam- 
ined to determine whether there is any 
rationale for their continued existence. In 
general, multiple statutes lead to confu- 
sion and uncertainty. In some instances, 
the officers of nonprofit corporations may 
not be aware of these special statutes and 
may incorrectly assume that their non- 


profit corporations are subject to the gen- 
eral nonprofit law of the state. 

In some instances, it is necessary to 
continue statutes for specific types of non- 
profit corporations. These statutes may 
incorporate particular provisions of the 
general nonprofit law or apply the non- 
profit law “except as otherwise provided” 
or “except as inconsistent with” the gen- 
eral law. If these laws are not repealed, 
the references should be amended to refer 
to the revised Model Act (§ 4-33-101 et 
seq.) and not to the statute or statutes it 
replaces. 


Official Comment to Section 17.06 (A.C.A. § 4-33-1706) 


Section 17.06 (§ 4-33-1706) provides a 
uniform effective date for the Model Act 
(§ 4-33-101 et seq.). Section 17.06 (§ 4- 
33-1706) should be read in connection 
with the provisions contained in section 
17.03 (§ 4-33-1703). As a result of section 
17.03 (§ 4-33-1703) certain actions com- 
menced prior to the effective date of the 
Act (§ 4-33-101 et seq.) are valid if they 
conform to the prior law. 

The effective date of the Model Act (§ 4- 
33-101 et seq.) should be at least a year 
after its adoption. This will allow time for 
nonprofit corporations to become aware of 
the new law and make any changes that 
may be necessary or desirable to comply 
with its provisions. 

The following optional provision may be 
added to section 17.06* (§ 4-33-1706): 


except that the provisions of sections 

8.50-8.58 shall be applicable to acts or 

omissions occurring prior to 
[fill in ef- 
fective date of Act]. 

If the optional provision of section 17.06 
(§ 4-33-1706) relating to indemnification 
is adopted, the indemnification provisions 
of the Model Act (§ 4-33-101 et seq.) will 
apply to acts or omissions occurring prior 
to its effective date. Many states do not 
have comprehensive indemnification pro- 
visions for officers and directors. The ef- 
fect of adopting the optional provision of 
section 17.06 (§ 4-33-1706) is to allow a 
corporation to indemnify its officers and 
directors after the effective date of the 
Model Act (§ 4-33-101 et seq.) based on 
the provisions contained in sections 8.50 
through 8.58 (§§ 4-33-850 — 4-33-858) 


COMMENTARIES 


even though the indemnified act or omis- 
sion occurred prior to the effective date. [A 
very few states may have indemnification 
provisions that are broader than those 
contained in the Model Act (§ 4-33-101 et 
seq.). These states should seriously con- 
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sider the effect of adopting the optional 
provision. | 


“Arkansas did not enact the optional pro- 
vision. 


Official Comment to Section 17.07 (A.C.A. § 4-33-1707)* 


Section 17.07 (§ 4-33-1707) sets forth 
the rules for determining whether non- 
profit corporations existing on the effec- 
tive date of the Model Act (§ 4-33-101 et 
seq.) are public benefit, mutual benefit or 
religious corporations. 

Subsection (1) (§ 4-83-1707 (1)) pro- 
vides that corporations may be designated 
by a statute other than the Model Act 
(§ 4-33-101 et seq.) as public benefit, mu- 
tual benefit or religious corporations. 
Health maintenance organizations or 
other corporations may feel that the type 
of corporation they would be required to 
be under subsections (2)-(5) (§ 4-33- 
1707(2) — (5)) is inappropriate. If so, they 
can be designated as a public benefit, 
mutual benefit or religious corporation 
under a law other than the Model Act 
(§ 4-33-101 et seq.). 

A corporation not covered by subsection 
(1) (§ 4-33-1707(1)) that is organized pri- 
marily or exclusively for religious pur- 
poses is a religious corporation. 

Under section (3) (§ 4-33-1707(3)) a cor- 
poration not falling within subsections (1) 
or (2) (§ 4-33-1707(1) or (2)) that is recog- 
nized as exempt under section 501(c)(3) of 
the Internal Revenue Code, or any succes- 
sor section, is a public benefit corporation. 
A corporation obtains the tax benefits of 
section 501(c)(3) by holding itself out as 
operating for a public or charitable pur- 
pose and not for the private benefit of its 
officers, directors, members or controlling 
persons. Its entire reason for being 1s to 
operate in the public interest. Conse- 
quently the Model Act (§ 4-33-101 et seq.) 
requires it to be a public benefit corpora- 
tion. See Introduction to Model Nonprofit 
Corporation Act (§ 4-33-101 et seq.) for a 
discussion of public benefit corporations. 

Subsection (4) (§ 4-33-1707(4)) provides 
that any corporation not falling under 
subsection (1), (2), or (3) (§ 4-33-1707(1), 
(2), or (3)) is a public benefit corporation if: 
(i) it is organized for a public or charitable 
purpose; and (ii) upon dissolution its as- 


sets must be distributed to the United 
States, a public benefit corporation, a 
state or a section 501(c)(3) organization. 
Because corporations described by subsec- 
tion (4) (§ 4-33-1707(4)) have the same 
objectives as public benefit corporations 
and their members have no economic in- 
terest in their assets, they are in effect 
and the Model Act (§ 4-33-101 et seq.) 
treats them as public benefit corporations. 
The Sierra Club or some other organiza- 
tions holding themselves out as operating 
for a public purpose, but that have lost or 
never obtained section 501(c)(3) tax status 
because of political activities would fall 
within the provision of subsection (4) (§ 4- 
33-1707(4)) if their assets must be distrib- 
uted to a public benefit corporation, 
the United States, a state or a section 
501(c)(3) organization. 

A corporation that exists on the effective 
date of the Model Act (§ 4-33-101 et seq.) 
may consider itself to be a public benefit 
corporation, but not have the dissolution 
clause described in subsection (4) (§ 4-33- 
1707(4)). If it wishes to become a public 
benefit corporation, it should amend its 
articles to insert an appropriate dissolu- 
tion clause. 

Subsection (5) (§ 4-33-1707(5)) is a 
catch-all provision. Any corporation not 
otherwise covered by subsections (1) 
through (4) (§ 4-33-1707(1) — (4)) is 
treated as a mutual benefit corporation by 
subsection (5) (§ 4-33-1707(5)). The mem- 
bers of many of these corporations have an 
economic interest in the corporate assets 
upon dissolution. Country clubs and social 
organizations typically fall within this 
category. Some corporations may be 
formed for the private benefit of their 
members, but must distribute their assets 
on dissolution to a section 501(c)(3) orga- 
nization. They would be treated as mutual 
benefit corporations by subsection (5) 
(§ 4-33-1707(5)). 


*The version of this section enacted by 
Arkansas differs from the Model Act. 


UNIFORM PARTNERSHIP ACT 
(§ 4-42-101 ET SEQ.) 


Commissioners’ Prefatory Note 


The subject of a uniform law on partner- 
ship was taken up by the Conference of 
Commissioners on Uniform State Laws in 
1902, and the Committee on Commercial 
Law was instructed to employ an expert 
and prepare a draft to be submitted to the 
next annual Conference. (See Am. Bar 
Assn. Report for 1902, p. 477.) At the 
meeting in «903 the committee reported 
that it had secured the services of James 
Barr Ames, Dean of the Law School of 
Harvard University, as expert to draft the 
act. (See Am. Bar Assn. Report for 1903, p. 
501.) 

In 1905 the Committee on Commercial 
Law reported progress on this subject, and 
a resolution was passed by the Confer- 
ence, directing that a draft be prepared 
upon the mercantile theory. (See Am. Bar 
Assn. Reports, 1905, pp. 731-738.) And in 
1909 the committee reported that it had in 
its hands a draft of an act on this subject, 
which draft was recommuitted to the com- 
mittee for revision and amendment, with 
directions to report to the next Conference 
for discussion and action. (See Report, C. 
U.S. L., 1906, p. 40.) 

In 1907 the matter was brought before 
the Conference and postponed until the 
1908 meeting. (See Report, C. U. S. L., 
1907, p. 93.) In 1908 the matter was 
discussed by the Conference. (See Am. Sar 
Assn. Reports, 1908, pp. 983, 1048.) And 
in 1909 the Second Tentative Draft of the 
Partnership Act was introc iced and dis- 
cussed. (See p. 1081 of Am. Bar Assn. 
Reports for 1909.) 

In 1910 the committee reported tnat on 
account of the death of Dean Ames no 
progress had been made, but. that Dr. Wm. 
Draper Lewis, then Deana now Profes- 
sor of Law at the Law . hool of the 
University of Pennsylvania, and Mr. 
James B. Lichtenberger, of the Philadel- 
phia Bar, had prepared a draft of a part- 
nership act on the so-called entity idea, 
with the aid of the various drafts and 
notes of Dean Ames, and that they had 
also submitted a draft of a proposed uni- 
form act, embodying the theory that a 


partnership is an aggregate of individuals 
associated in business, which is that at 
present accepted in nearly all the states of 
the Union. (See Report, C. U. 8S. L., 1910, 
p. 142.) Dean Lewis expressed his belief 
that with certain modifications the aggre- 
gate or common law theory should be 
adopted. A resolution was passed by the 
Conference that any action that might 
have theretofore been adopted by it, tend- 
ing to limit the Committee on Commercial 
Law in its consideration of the partner- 
ship law to what is known as the entity 
theory, be rescinded and that the commit- 
tee be allowed and directed to consider the 
subject of partnership at large as though 
no such resolution had been adopted by 
the Conference. (See p. 52.) 

In the fall of 1910 the committee invited 
to a Conference, held in Philadelphia, all 
the teachers of, and writers on, partner- 
ships, besides several other lawyers 
known to have made a special study of the 
subject. There was a large attendance. For 
two days the members of the committee 
and their guests discussed the theory on 
which the proposed act should be drawn. 
At the conclusion of the discussion the 
experts present recommended that the act 
be drawn on the aggregate or common law 
theory, with the modification that the 
partners be treated as owners of partner- 
ship property holding by a special tenancy 
which should be called tenancy in partner- 
ship. (See section 25 of the act recom- 
mended.) Accordingly, at the meeting of 
the Conference in the summer of 1911, the 
committee reported that, after hearing 
the discussion of experts, it had voted that 
Dean Lewis be requested to prepare a 
draft of a partnership act on the so-called 
common law theory. (See Report, C. U. S. 
L., 1911, p. 149.) 

The committee reported another draft 
of the act to the Conference at its session 
in 1912, drawn on the aggregate or com- 
mon law theory, with the modification 
referred to. At this session the Conference 
spent several days in the discussion of the 
act, again referring it to the Committee on 


650 


COMMENTARIES 


Commercial Law for their further consid- 
eration. (See Report, C. U. S. L., 1912, p. 
67.) 

The Committee on Commercial Law 
held a meeting in New York on March 29, 
1913, and took up the draft of the act 
referred back to it by the Conference, and 
after careful consideration of the amend- 
ments suggested by the Conference, pre- 
pared their seventh draft, which was, at 
their annual session in the summer of 
1913, submitted to the Conference. The 
Conference again spent several days in 
discussing the act and again referred it to 
the Committee on Commercial Law, this 
time mainly for protection in form. 

The Committee on Commercial Law as- 
sembled in the City of New York, Septem- 
ber 21, 1914, and had before them a new 
draft of the act, which had been carefully 
prepared by Dr. Wm. Draper Lewis with 
valuable suggestions submitted by 
Charles E. Shepard, Esq., one of the com- 
missioners from the State of Washington, 
and others interested in the subject. The 
committee reported the Eighth Draft to 
the Conference which, on October 14, 
1914, passed a resolution recommending 
the act for adoption to the legislatures of 
all the states. 

Uniformity of the law of partnerships is 
constantly becoming more important, as 
the number of firms increases which not 
only carry on business in more than one 
state, but have among the members resi- 
dents of different states. 

It is however, proper here to emphasize 
the fact that there are other reasons, in 
addition to the advantages which will re- 
sult from uniformity, for the adoption of 
the act now issued by the Commissioners. 
There is probably no other subject con- 
nected with our business law in which a 
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greater number of instances can be found 
where, in matters of almost daily occur- 
rence, the law is uncertain. This uncer- 
tainty is due, not only to conflict between 
the decisions of different states, but more 
to the general lack of consistency in legal 
theory. In several of the sections, but es- 
pecially in those which relate to the rights 
of the partner and his separate creditors 
in partnership property, and to the rights 
of firm creditors where the personnel of 
the partnership has been changed without 
liquidation of partnership affairs, there 
exists an almost hopeless confusion of 
theory and practice, making the actual 
administration of the law difficult and 
often inequitable. 

Another difficulty of the present part- 
nership law is the scarcity of authority on 
matters of considerable importance in the 
daily conduct and in the winding up of 
partnership affairs. In any one state it is 
often impossible to find an authority on a 
matter of comparatively frequent occur- 
rence, while not infrequently an exhaus- 
tive research of the reports of the deci- 
sions of all the states and the federal 
courts fails to reveal a single authority 
throwing light on the question. The exist- 
ence of a statute stating in detail the 
rights of the partners inter se during the 
carrying on of the partnership business, 
and on the winding up of partnership 
affairs, will be a real practical advantage 
of moment to the business world. 

The notes which are printed in connec- 
tion with this edition of the act were 
prepared by Dr. Wm. Draper Lewis, the 
draftsman. They are designed to point out 
the few changes in the law which the 
adoption of the act will effect, and many of 
the confusions and uncertainties which it 
will end. 


Official Comment to Section 2 (A.C.A. § 4-42-102) 


The words “unless the contrary inten- 
tion appears,” found in many different 
sections, are omitted from [opening para- 
graph of] this section because throughout 


this act the words defined in this section 
are not used in any other than the sense in 
which they are here defined. 
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Official Comment to Section 3 (A.C.A. § 4-42-103) 


The word “notice” in judicial opinions 
and in other legal writings is often used 
when “knowledge” as here defined is in- 
tended. This has led to a great deal of 
confusion, of which the extraordinary ex- 
pression “constructive notice” is evidence. 
To avoid this confusion the word “notice” 
as here defined designates definite things 
only, which, if proved to have been done, 
enable the person doing them to assert 
that notice has been had and claim the 
benefit thereof, irrespective of whether 
the person charged has had knowledge or 
not. By adhering strictly to this concep- 
tion throughout the act, the things which 
a person must do in order to be confident 
that he can claim the benefit of “notice” 
are made plain. 

A definition of the word “knowledge” 
enables it to be indicated clearly when 
“knowledge” as distinguished from “no- 
tice” must be had. 

The present law in regard to that which 
must be done by the person who desired to 
be in a position to claim the benefit of 
“notice” is in considerable confusion. Un- 
der our case law, as a rule, in ordinary 
transactions, except those which relate to 
commercial paper, no one has had “notice” 
until he has “knowledge”; though, of 
course, “notice” to an agent is notice to a 
principal. Whether the delivery of a letter 
containing a “statement of a fact” would or 
would not be sufficient if the addressee did 
not read the letter is doubtful. The court 
might well hold that the addressee, by his 
neglect to read the statement, was es- 
topped from denying that he had “notice.” 
The change in the law, if it is a change, 
which the present section as now drawn 
effects, is, it is submitted, in the right 
direction. The section does not go to the 
extent of saying that the mere deposit of a 
“written statement of the fact” in the mail 
is enough to charge the addressee with 
“notice.” The addressor by selecting the 
post-office, telegraph or other public ser- 
vice corporation, as the method by which 
the letter shall be transferred, makes 
them his agents, not the agents of the 
addressee. On the other hand the section 


does go to the extent of declaring that if 
such written statement is received at the 
residence or place of business of the ad- 
dressee in the usual way, the addressor, 
having done all that was reasonably pos- 
sible to do to give the addressee “knowl- 
edge,” should have the benefit of his dili- 
gence. 

The section as drawn, in dealing with 
the character of the “statement of fact,” 
where the statement is not a verbal state- 
ment merely requires a “written state- 
ment.” The omission of the word “printed” 
is after deliberation. To insert the word 
“printed” might raise a doubt as to the 
effect of the delivery of a newspaper con- 
taining a “statement of the fact.” There 
ought to be no doubt that this is an insuf- 
ficient statement. Unquestionably, such 
delivery is not a delivery of a “written 
statement of fact;” but, on the other hand, 
if a printed or typewritten statement of 
the fact — as the dissolution of the part- 
nership — is made on a separate card 
which is enclosed in an envelope and 
given to the addressee, there would ap- 
pear to be no doubt that any court would 
hold that “a written statement of the fact” 
had been delivered to such person. The 
principle is clear. Nothing should be re- 
garded as “a written statement of the fact” 
which is not so prepared as to cause the 
one to whom it is addressed, as a reason- 
ably prudent man, to read it. An exact 
definition of the character of the state- 
ment which is to be made is practically 
impossible; neither do we believe it to be 
desirable. The words employed, “written 
statement of the fact,” do not preclude the 
statement from being typewritten or 
printed but they do emphasize — that 
which it is necessary to emphasize — that 
the statement must be a separate state- 
ment of the fact made to the addressee, 
and not a general statement for all the 
world to read or not as fancy dictates. 

The notes to section 4 (A.C.A. § 4-42- 
104), infra, in regard to “estoppel” and 
“agency,” will perhaps answer some ques- 
tions which may arise in connection with 
the present section. 
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Official Comment to Section 4 (A.C.A § 4-42-104) 


Subdivision (1) (A.C.A. § 4-42-104(1)). 
This provision is customary in American 
Codes [Cal.C.C., section 4; 1 Ala. Code 
(1907), section 12; 1 Idaho Rev.Codes, sec- 
tion 4]. 

Subdivision (2) (A.C.A. § 4-42-104(2)). 
This paragraph, applying to the whole act, 
obviates the necessity of constant repeti- 
tion of the principle. Its necessity is illus- 
trated in the provisions relating to “no- 
tice,” section 3(2) (A.C.A. § 4-42-103(2)), 
supra. A “written statement” may be de- 
livered in such a way as to induce the 
person to whom it is delivered to abstain 
from reading it. No one who has thus 
delivered a written statement should be 
permitted to claim the benefit of the no- 
tice. This result might be attained by 
inserting after the word “deliverers,” sec- 
tion 3(2)(b) (A.C.A. § 4-42-103(2)(b)), su- 
pra, the words “in good faith;” but these 
words would not provide for the case 
where the person who has delivered a 
written notice in good faith, changes his 
mind, and in bad faith reacquires the 
writing before it is read. 

Subdivision (3) (A.C.A. § 4-42-104(3)). 
This act is a partnership act and not an 
act relating to agency or any branch 
thereof. One of the causes of the present 
confused use of the word notice is due to 
the attempt to mix two distinct things: 
what is notice to a person of a fact, and 


how far notice to an agent is notice to a 
principal. The second question is wholly a 
question of the law of agency; the first has 
nothing to do with the law of agency. The 
first is dealt with in section 3 (A.C.A. 
§ 4-42-103), supra; the second is not a 
question within the scope of a partnership 
act. 

This paragraph also avoids constant 
reference throughout the act to agents. 
For instance, in section 9 (A.C.A. § 4-42- 
301), infra, there is provision that a part- 
ner cannot bind the partnership where 
the person dealing with him has knowl- 
edge that the partner with whom he deals 
has no authority to bind the partnership. 
The knowledge of an authorized agent of 
such person should, of course, be effectual. 
This paragraph in regard to the law of 
agency avoids any possibility of a different 
construction, and renders unnecessary 
the insertion of the words “or authorized 
agent” after the word “person” in the sec- 
tion referred to and other similar sections. 

Subdivision (5) (A.C.A. § 4-42-104(5)). 
The wording is based on the American 
Codes. [Idaho Rev.Codes, section 4; 
Cal.C.C., section 4; Rev. Stat. of Colo. 
(1908), sections 467, 468; Gen. Stat. of 
Kan. (1905), 1633; 1 Burns Anno.Ind.Stat. 
(1908), sections 240, 241, 1356, 1359; 
Cobbey’s Rev. Stat. Neb. 11, 363; 2S. Dak. 
Comp. Laws (1908), 313, 316, 318.] 


Official Comment to Section 6 (A.C.A. § 4-42-201) 


Subdivision (1) (A.C.A. § 4-42-201(1)). 
Explanation of the Reason for the Words 
Employed in the Definition. The first in- 
quiry is, Why say a partnership is “an 
association of two or more persons”? In 
view of the fact that the word “association” 
implies the acting together of two or more 
persons, why not merely say that a part- 
nership is an association to carry on busi- 
ness in which the members are co-owners 
of the business? The word person in- 
cludes, as stated in section 2 (A.C.A. § 4- 
42-102), supra, “individuals, partner- 
ships, corporations, and other 
associations.” The definition as worded 
thus asserts, what would be doubtful if 
the words “of two or more persons” were 
omitted, namely, that any one of these 
associations may become members of a 
partnership. It is true that if two or more 


corporations attempt to form a partner- 
ship the contract may be ultra vires as to 
both (Boyd v. American Carbon Black Co., 
(1897) 37 Atl. 937, 182 Pa.St. 206); but the 
capacity of corporations to contract is a 
question of corporation law. Under the 
present law it appears that a partnership 
can, as such, be a member of another 
partnership, if that was the intent of the 
parties. [Raymond v. Putnam, (1862) 44 
N.H. 160; Cheap v. Cramond, (1821) 4 
Barn. & Ald. 663, 6 E.C.L. 645; In re 
Hamilton, (1880) 1 Fed. 800; Riddle v. 
Whitehill, (1890) 10 S.Ct. 924, 1385 U.S. 
621, 34 U.S. (L.Ed.) 282.] 

The words “to carry on as co-owners a 
business” remove any doubt in the follow- 
ing case: A and B sign partnership articles 
and make their agreed contributions to 
the common fund. A refuses to carry on 
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business as agreed. Is there a partnership 
to be wound up in accordance with the 
provisions of Part VI (A.C.A. § 4-42-601 et 
seq.) “Dissolution and Winding-up”? The 
words quoted require an affirmative an- 
swer to this question. If the words “carry- 
ing on business” had been used, in the 
case given, no partnership would exist, 
and Part VI (A.C.A. § 4-42-601 et seq.) 
would not apply. 

The definition asserts that the associ- 
ates are “co-owners” of the business. This 
distinguishes a partnership from an 
agency — an association of principal and 
agent. A business is a series of acts di- 
rected toward an end. Ownership involves 
the power of ultimate control. To state 
that partners are co-owners of a business 
is to state that they each have the power 
of ultimate control. 

Lastly, the definition asserts that the 
business is for profit. Partnership is a 
branch of our commercial law; it has de- 
veloped in connection with a particular 
business association, and it is, therefore, 
essential that the operation of the act 
should be confined to associations orga- 
nized for profit. 

In view of the many definitions of a 
partnership which have been proposed, it 
is desirable to note the reasons for the 
omission of certain ideas expressed in 
some of the definitions cited by Lindley in 
his work on Partnership, pp. 11, 12. 

It is not indicated that the association 
must be a voluntary one. In the domain of 
private law the term association necessar- 
ily involves the idea that the association is 
voluntary. 

To say that the association must be 
created by contract is not only unneces- 
sary, but in view of the varied use of the 
word “contract” in our law, if the word is 
used an explanation would have to be 
made as to whether the contract could be 
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implied, and if so, whether it could be 
implied in law or only implied as a fact. By 
merely saying that it is an association 
these difficulties are avoided. 

Again, it is not said that the business 
must be lawful business. The effect of the 
unlawfulness of the business is dealt with 
under Part VI (A.C.A. § 4-42-601 et seq.) 
“Dissolution and Winding-up.” Section 
31(3) (A.C.A. § 4-42-603(2)), infra, pro- 
vides that dissolution is produced “By any 
event which makes it unlawful for the 
business of the partnership to be carried 
on or for the members to carry it on in 
partnership.” If the business is wholly 
unlawful, then the partnership is dis- 
solved the moment it is created. The omis- 
sion of the word “lawful” in the definition 
does not prevent this result. Very often, 
however, a business may be in part lawful 
and in part unlawful. Hotelkeepers may 
run a “dive.” Placing the word “lawful” 
before the word business in the definition 
would tend to throw a doubt on the pro- 
priety of the orderly winding up on such a 
business as a partnership. 

Subdivision (2) (A.C.A. § 4-42-201(2)). 
The reason for not following the English 
act and attempting to enumerate the as- 
sociations which are excluded because 
formed under special statutes, is because 
such an enumeration is unnecessary, and 
because the paragraph would have to be 
differently worded for each state. The 
paragraph as drawn makes any associa- 
tion formed under a statute a partnership 
if it would have been a partnership in the 
state if the act had not been adopted. If 
the association would not have been a 
partnership had the act not been adopted, 
the adoption of the act does not make it a 
partnership. In short, the adoption of the 
act does not change the legal status in the 
state of any association formed under a 
statute. 


Official Comment to Section 8 (A.C.A. § 4-42-203) 


Paragraphs (3) (A.C.A. § 4-42-203(3)), 
(4) (A.C.A. § 4-42-203(4)), in connection 
with section 10 (A.C.A. § 4-42-302), infra, 
do away with existing confusions where 
there has been a conveyance to a partner- 
ship in the partnership name, or a convey- 
ance by a partner in the partnership 


name. At present such conveyance may 
convey an equitable, but does not convey a 
legal title. To this extent paragraph (3) 
(A.C.A. § 4-42-203(3)) of this section and 
section 10(1) (A.C.A. § 4-42-302(1)), infra, 
change existing law. 
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Official Comment to Section 9 (A.C.A. § 4-42-301) 


The words “including the execution in 
the partnership name of any instrument” 
[in subdivision (1) (A.C.A. § 4-42-301(1))] 
avoid any possible doubt as to whether a 
partner has the authority, in the ordinary 


course of business, to enter into formal 
contracts for his partnership, or to convey 
partnership property when the convey- 
ance is the result of a sale in the ordinary 
course of partnership business. 


Official Comment to Section 10 (A.C.A. § 4-42-302) 


The adoption of this section does away 
with the existing uncertainty surrounding 


the subject of the conveyance of real prop- 
erty belonging to a partnership. 


Official Comment to Section 11 (A.C.A. § 4-42-303) 


Admissions before dissolution concern- 
ing a particular matter should bind the 
partnership only where the partner has 
authority to act in a particular matter; 
and after dissolution only if necessary to 
wind up the business. Where the partner 
has no authority to act and the person 
with whom he is dealing knows he has no 


authority, or where the admission is made 
after dissolution and is not for the wind- 
ing up of partnership affairs, it should not 
affect the partnership. Ifit is not the act of 
the partnership then it should not be 
evidence against it. The words “within the 
scope of his authority as conferred by this 
act” produce this result. 


Official Comment to Section 12 (A.C.A. § 4-42-304) 


At present, there is no confusion in the 
law when the “notice” is given to the 
partner while he is a partner. In such 
cases the effect is the same as if notice was 
had by all the partners. Where the knowl- 
edge or notice has been received by the 
partner before he became a partner, and 
his partners are ignorant of this, and he is 
not the partner acting in the particular 
matter, there is no doubt that there has 
been neither knowledge of nor notice to 
the partnership. Where, however, the 
partner acting in the particular matter 
acquired knowledge before he became a 
partner, and the knowledge is then 
present in his mind, the weight of author- 
ity, and, it is submitted, of reason, appears 
to be that the partnership should be 
charged with knowledge. (Mechem on 
Agency, page 721). The words “acquired 
while a partner or then present to his 
mind” effect the result desired. 


It is not clear what the present law is 
when “knowledge,” which is not the 
knowledge that may come from notice, has 
been obtained by a partner after the for- 
mation of the partnership, but the partner 
having such “knowledge” is not the one 
acting in the particular matter. It seems 
clear that in this case the partnership 
should be charged only when the partner 
having “knowledge” had reason to believe 
that the fact related to a matter which had 
some possibility of being the subject of 
partnership business, and then only if he 
was so situated that he could communi- 
cate it to the partner acting in the partic- 
ular matter before such partner gives 
binding effect to his act. The words “who 
reasonably could and should have commu- 
nicated it to the acting partner” accom- 
plish this result. 


Official Comment to Section 15 (A.C.A. § 4-42-307) 


The actual condition of the American 
statute law affecting the nature of part- 
nership liability is as follows: 

In the following states by specific decla- 
ration of statutes all partnership liability 


is made both joint and several: [Miss.Code 
(1906), par. 2683; Mo.Stat. Anno. (1906), 
pars. 889, 892; 2 Ala. Code, par. 2506; 
N.Mex.Comp.L. (1897), pars. 2894, 2895, 
2942, 2943; Md.Gen.Law (1904), p. 1357; 


656 


W.Va.Code (1906), pars. 1996, 3467, 3787; 
D.C.Code (1889), par. 1205; Iowa (1897), 
pars. 3465, 3468; Gen.Stat. Kansas 
(1900), par. 1641; Minn.Rev.Laws (1905), 
pars. 4282, 4283; N.C.Rev.Laws (1905), 
par. 413; Ark.Statutes, Kirby (1904), pars. 
4420, 4422]. In some of these states the 
liability is merely “deemed to be joint and 
several for the purpose of the suit.” In 
some of the states referred to the statutes 
are general; that is, they include all joint 
liability; while in others, there is the gen- 
eral statement followed by specific enu- 
meration of partnership liability. But in 
all the states referred to the statutes, 
taken as a whole, effect, not only partner- 
ship liability, but also all joint liability. 

In Illinois the court refused to interpret 
a general statute making all liability joint 
and several so as to include partnership 
liability. [Fleming v. Ross, (1907) 225 III. 
149, 80 N.E. 92, 8 Ann.Cas. 314]; also the 
courts of Colorado [Erskine v. Russell, 
(1908) 43 Colo. 449, 453, 96 Pac. 249]. In 
New York, though the statute apparently 
made partners liable jointly and severally 
(3 Cons.L., p. 2522, par. 6), the court 
refused so to interpret the act [Seligman v. 
Friedlander, (1910) 138 App.Div. 784, 123 
NeYb. 05a]: 

In Texas, Oklahoma, Montana, Penn- 
sylvania, New York, Colorado, Illinois, 
North Dakota, South Dakota, Ohio, Mas- 
sachusetts, New Jersey, Georgia, Ver- 
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mont, Virginia, Rhode Island, Kentucky, 
Michigan, Maine, Connecticut, Idaho and 
Indiana, partnership liability is joint. In 
many of these states, however, the results 
of joint liability as known to the common - 
law have been modified by statute and 
decision. The extent of the modification 
varies. In some each partner must be sued 
severally or all jointly, an election being 
required. In some the partnership may be 
sued in the partnership name, and there- 
after the partners separately until satis- 
faction is had. In all the estate of the 
deceased partner is subject to liability, but 
in some only after action first had against 
the survivors; in others proof of no part- 
nership property must first be made; in 
others proceedings may be first had 
against the estate. 

The purpose of the statutes in those 
states which have made the liability joint 
and several was to effect certain proce- 
dural results, rather than to affect the 
substantive law. Where, therefore, a state 
has already declared the liability to be 
joint and several, then the principle of 
uniformity would not be affected by that 
state so altering this paragraph as to 
make the liability joint and several, as 
this change would affect only the proce- 
dural law and this act is one to make 
uniform the substantive law of partner- 
ship. 


Official Comment to Section 16 (A.C.A. § 4-42-308) 


The section clears several doubts and 
confusions of our existing case law. It has 
been held that a person is liable if he has 
been held out as a partner and knows that 
he is being held out, unless he prevents 
such holding out, even if to do so he has to 
take legal action. (Fletcher v. Pullen, 
(1889) 16 Atl. 887, 70 Md. 205, 14 
Am.St.Rep. 355; Tanner, etc., Engine Co. 
v. Hall (1888) 5 So. 584, 86 Ala. 305; 
Rittenhouse v. Leigh, (1850) 57 Miss. 697; 
Speer v. Bishop, (1874) 24 Ohio St. 598; 
Prof. Burdick in 30 Cyc. 393.) On the other 
hand, the weight of authority is to the 
effect that to be held as a partner he must 
consent to the holding and that consent is 
a matter of fact. The act as drafted follows 
this weight of authority and better reason- 
ing. Morgan v. Farrell, (1890) 20 Atl. 614, 
58 Conn. 413, 18 Am.St.Rep. 282; Bishop 
v. Georgeson, (1871) 60 Ill. 484; Thompson 


v. Toledo First Nat. Bank, (1884) 4 S.Ct. 
689, 111 U.S. 529, 28 U.S. (L.Ed.) 507; 
Fisher v. A. Y. McDonald Co., (1899) 85 
Ill.App. 653; Ihmsen v. Lathrop, (1883) 
104 Pa.St. 365. 

Another confusion of our existing case 
law arises when A is held out with his 
consent as a partner of B who is in busi- 
ness by himself. Here no partnership in 
fact exists. Can anyone who relies on the 
representation have priority on the prop- 
erty in the business over those creditors of 
B who trusted only B and not A and B? 
The case of Thayer v. Humphrey, (1895) 64 
N.W. 1007, 91 Wis. 276, 51 Am.St.Rep. 
887, 30 L.R.A. 549 answers this question 
in the affirmative. Other cases have 
reached an opposite conclusion. Burdick, 
Partnership, p. 16 et seq. Clause (b) af- 
firms this opposite conclusion. In the case 
put A and B would be liable jointly, but as 
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there was in fact no partnership fund, the 
creditors who thought there was in fact no 
partnership fund, the creditors who 
thought there was a firm of A and B would 
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have no priority on the assets which B had 
in his business as distinguished from his 
other assets. 


Official Comment to Section 17 (A.C.A. § 4-42-309) 


The present section eliminates the dif- 
ficulty which arises when a new partner is 
admitted without liquidation of firm 
debts. The present theory of the common 
law is that a new partnership is formed; 
all the property of the partnership which 
existed up to the moment of the entrance 
of the new partner being transferred to 
the new partnership. The result of this 
theory is that if the business fails, the 
creditors who have extended credit after 
the admission of the new partner have a 
prior claim on the assets in the business. 
The inequitable character of this result 
has led to the courts, where no notice of 
the change of membership is had by the 
creditors, to be diligent in finding an as- 
sumption of liability on the part of the 
new partnership of the debts of the old 
partnership. 

Though this section changes the formal 
statement of the law, which is to the effect 
that an incoming partner is not liable for 
debts contracted before his admission, as 
a matter of fact the section as worded 
conforms to the actual decisions of the 
courts, which however, are arrived at by 
making every effort to impress an as- 
sumption of liability on the part of the 
new partnership, formed as a result of the 
admission of the new partner, of the debts 
of the old partnership. 

The difficulty, which is overcome by this 
section as worded, is illustrated by the 
common case where all the property of the 
existing partnership is taken over, with- 
out notice of any break in the conduct of 
the business, by the new partnership com- 
posed of all the members of the existing 
partnership and the incoming partner; 
thereby depriving the existing partner- 
ship of all its property. Both the existing 
and the subsequent creditors may believe 
it is one and the same partnership, but, as 


stated, such would not be the case under 
the present law. There is no peculiar qual- 
ity in the subsequent creditors giving 
them a right to be preferred, as against 
the property employed in the business, to 
the existing creditors. The incoming part- 
ner partakes of the benefit of the partner- 
ship property and an established busi- 
ness. He has every means of obtaining full 
knowledge and protecting himself, be- 
cause he may insist on the liquidation or 
settlement of existing partnership debts. 
The creditors have no means of protecting 
themselves. So as to preserve the present 
law as nearly as possible it is declared 
that the liability of the incoming partner 
shall be satisfied only out of partnership 
property. It, therefore, results that exist- 
ing and subsequent creditors have equal 
rights as against partnership property 
and the separate property of all the previ- 
ously existing members of the partner- 
ship, while only the subsequent creditors 
have rights against the separate estate of 
the newly admitted partner. 

The section should be read in connec- 
tion with section 41 (A.C.A. § 4-42-613), 
infra. Both sections are based on the prin- 
ciple that where there has been one con- 
tinuous business the fact that A has been 
admitted to the business, or C ceased to be 
connected with it, should not be allowed to 
cause, as at present, endless confusion as 
to the claims of the creditors on the prop- 
erty employed in the business; but that all 
creditors of the business, irrespective of 
the times when they became creditors and 
the exact combinations of persons then 
owning the business, should have equal 
rights in such property. The recognition of 
this principle solves one of the most per- 
plexing problems of present partnership 
law. 
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Official Comment to Section 21 (A.C.A. § 4-42-404) 


Subdivision (1) (A.C.A. § 4-42-404(1)) 
removes a doubt in the existing law. At 
present it is not clear whether the obliga- 
tion to account where the partner has 
money or other property in his hands, is or 
is not an obligation in the nature of a 
trust. For instance: A, B and C are part- 
ners; A, as a result of a transaction con- 
nected with the conduct of the partner- 
ship, has in his hands, so that it may be 


traced, a specific sum of money or other 
property. A is insolvent. Is the claim 
against A a claim against him as an ordi- 
nary creditor, or is it a claim to the specific 
property or money in his hands? The 
words “and hold as trustee for the part- 
nership any profits” indicate clearly that 
the partnership can claim as their own 
any property or money that can be traced. 


Official Comment to Section 22 (A.C.A. § 4-42-405) 


Ordinarily a partner is not entitled to a 
formal account, except on dissolution. He 
has equal access with his partners to the 
partnership books, and there is no reason 
why they should constantly render to him 
accounts in the formal sense of the word, 
which is the sense in which it is here used. 
When, however, he is excluded from the 
business or the possession of partnership 
property, without any express agreement 
authorizing such exclusion, he should 
have the right to demand a formal account 
from his partners, without necessarily re- 
quiring him to dissolve the partnership. 

The reason for clause (d) is that there 


frequently arises circumstances which im- 
pose on one or more of the partners the 
duty of rendering a formal account to the 
co-partner, as where one partner is trav- 
eling for a long period of time on partner- 
ship business, and the other partners are 
in possession of the partnership books. 
These various circumstances cannot be 
detailed in any act. In view of the wording 
of clause (d), the total effect of this section 
is to emphasize the fact, that a partner, 
the partnership not being dissolved, has 
not, necessarily the right to demand for- 
mal accounts, except at particular times 
and under particular circumstances. 


Official Comment to Section 25 (A.C.A. § 4-42-502) 


Subdivision (1) (A.C.A. § 4-42-502(1)). 
One of the present principal difficulties in 
the administration of the law of partner- 
ships arises out of the difficulty of deter- 
mining the exact nature of the rights of a 
partner in specific partnership property. 
That the partners are co-owners of part- 
nership property is clear; but the legal 
incidents attached to the right of each 
partner as co-owner are not clear. When 
the English courts in the seventeenth cen- 
tury first began to discuss the legal inci- 
dents of this co-ownership, they were al- 
ready familiar with two other kinds of 
co-ownership, joint tenancy and tenancy 
in common. In joint tenancy on the death 
of one owner his right in the property 
passes to the other co-owners. This is 
known as the right of survivorship. The 
incident of survivorship fits in with the 
necessities of partnership. On the death of 
a partner, the other partners and not the 
executors of the deceased partner should 


have the right to wind up partnership 
affairs. (See clause (d), infra.) The early 
courts, therefore, declared that partners 
were joint tenants of partnership prop- 
erty, the consequence being that all the 
other legal incidents of joint tenancy were 
applied to partnership co-ownership. 
Many of these incidents, however, do not 
apply to the necessities of the partnership 
relation and produce most inequitable re- 
sults. This is not to be wondered at be- 
cause the legal incidents of joint tenancy 
grew out of a co-ownership of land not 
held for the purposes of business. The 
attempt of our courts to escape the ineq- 
uitable results of applying the legal inci- 
dents of joint tenancy to partnership has 
produced very great confusion. Practically 
this confusion has had more unfortunate 
effect on substantive rights when the sep- 
arate creditors of a partner attempt to 
attach and sell specific partnership prop- 
erty than when a partner attempts to 
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assign specific partnership property not 
for a partnership purpose but for his own 
purposes. 

The Commissioners, however, believe 
that the proper way to end the confusion 
which has arisen out of the attempt to 
treat partners as joint tenants, is to rec- 
ognize the fact that the rights of a partner 
as co-owner with his partners of specific 
partnership property should depend on 
the necessities of the partnership relation. 
In short, that the legal incidents of the 
tenancy in partnership are not necessarily 
those of any other co-ownership. 

In the clauses of this section these inci- 
dents of tenancy in partnership are stated 
with several practical results of value. In 
the first place the law is greatly simplified 
in expression. In the second place the 
danger of the courts reaching an inequita- 
ble conclusion by refusing to modify the 
results of applying the legal incidents of 
joint tenancy to the partnership relation 
is done away with. Finally, ground is laid 
for the simplification of a procedure in 
those cases where the separate creditor 
desires to secure satisfaction out of his 
debtor’s interest in the partnership. (Com- 
pare clause (c) (A.C.A. § 4-42-502(2)(c)) 
with section 28(1) (A.C.A. § 4-42-505(1)).) 

Subdivision (2-b) (A.C.A. § 4-42- 
502(2)(b)). Clause (b) asserts that the 
right of a partner as co-owner in specific 
partnership property is not separately as- 
signable. This peculiarity of tenancy in 
partnership is a necessary consequence of 
the partnership relation. If A and B are 
partners and A attempts to assign all his 
right in partnership property, say a par- 
ticular chattel, to C, and the law recog- 
nizes the possibility of such a transfer, C 
would pro tanto become a partner with B; 
for the rights of A in the chattel are to 
possess the chattel for a partnership pur- 
pose. But partnership is a voluntary rela- 
tion. B cannot have a partner thrust upon 
him by A without his, B’s, consent. 

A cannot confer on C his, A’s, right to 
possess and deal with the chattel for a 
partnership purpose. Neither can he con- 
fer any other rights which he has in the 
property. A partner has a beneficial inter- 
est in a partnership property considered 
as a whole. As profits accrue, he has a 
right to be paid on his proportion, and on 
the winding up of the business, after the 
obligations due third persons have been 
met, he has a right to be paid in cash his 
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share of what remains of the partnership 
property. These rights considered as a 
whole are his interest in the partnership; 
and this beneficial interest he may assign 
in whole or fractional part, as is indicated 
in section 27 (A.C.A. § 4-42-504), infra. In 
a sense, each partner, having thus a ben- 
eficial interest in the partnership property 
considered as a whole, has a beneficial 
interest in each part, and such beneficial 
interest might be regarded as assignable 
if it were not impossible, except by purely 
arbitrary and artificial rules, to measure a 
partner’s beneficial interest in a specific 
chattel belonging to the partnership, or 
any other specific portion of partnership 
property. 

A single illustration will make clear the 
impossibility of determining a partner’s 
beneficial interest in any single piece of 
partnership property. Let us suppose A 
and B are partners. The value of partner- 
ship property is $100,000; the liabilities 
amount to $50,000. A has contributed 
$15,000 and has a three-fourths interest 
in the profits; B $10,000 and has one- 
fourth interest in the profits. A attempts 
to assign his interest in certain definite 
chattels belonging to the partnership, the 
value of these chattels being $5,000. The 
chattels themselves must still be used for 
partnership purposes. On dissolution, if 
still part of the partnership property, they 
must be sold. If A conveyed anything, it 
was not a right in these chattels, but in a 
fractional part of his interest in the part- 
nership. But how is it to be determined 
what fractional part of his interest in the 
partnership A intended to assign? Did he 
intend to give B a lien for $5,000 on his 
interest; or a lien on his interest for three- 
fourths — his share of profits — of $5,000? 
Or did he intend to give him a lien on his 
interest in the partnership which in 
amount should bear the same proportion 
to the total value of the chattel, $5,000, as 
the amount which he would receive should 
the partnership be liquidated, bears to the 
total of the present partnership property? 
It is impossible to answer these questions. 
If the assigning partner did not intend to 
dissolve the partnership it is even impos- 
sible to analyze the possible intentions. Of 
course, in practice, a partner who assigns 
his “interest in particular partnership 
chattels,” has only the vaguest notion of 
what he intends. 

Clause (b) (A.C.A. § 4-42-502(2)(b)) not 
only states a principle theoretically sound, 
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it expresses almost the unbroken current 
of authority if we confine our investigation 
to cases relating to attempted voluntary 
assignments, as distinguished from invol- 
untary assignment, the result of adverse 
proceedings by a separate creditor of a 
partner. 

Thus in Cayton v. Hardy, (1858) 27 Mo. 
536, two were partners in a farm. One, 
without the consent of the other, sold two 
yoke of oxen, the property of the partner- 
ship used in the work of the farm. He 
delivered the oxen to the purchaser. The 
co-partner brought an action against the 
purchaser and recovered possession. In 
Drake v. Thyng, (1881) 37 Ark. 228, the 
co-partners, after an assignment by one of 
his interest in a partnership chattel, re- 
covered possession by a proceeding in eq- 
uity, and in McNair v. Wilcox, (1881) 15 
Atl. 575, 121 Pa. St. 437, 6 Am.St.Rep. 
799, the co-partners recovered in an ac- 
tion of trover and conversion against a 
purchaser who refused to return the prop- 
erty. In Freeman v. Abramson, (1899) 61 
N.Y.S. 839, 30 Misc. 101, the court held 
that a partner who had “assigned the 
partnership stock” was a necessary party 
in a suit for the replevin of the goods 
brought by the other partners, as the 
assignment did not deprive the assignee of 
any interest in the property. These cases 
are direct authority for the proposition 
that the attempted assignment of a part- 
nership chattel by a partner, or of his 
interest in the chattel, does not make the 
purchaser and the other partners joint 
tenants or tenants in common of the chat- 
tel, for one joint tenant or one tenant in 
common cannot recover possession from 
his co-tenant. 

An assignment, by way of mortgage, of 
specific partnership property, the assign- 
ment not being an act within the power of 
the partner creating the mortgage, confers 
no rights of possession on the mortgagee. 
Wilcox v. Jackson, (1884) 4 Pac. 966, 7 
Colo. 521. Nor can such mortgagee pre- 
vent the property from being applied to 
the payment of partnership debts, though 
thereby all the mortgagee’s rights, if any, 
are destroyed. McGrath v. Cowen, (1898) 
49 N.E. 338, 57 Ohio St. 385; Osborne v. 
Barge, (1887) 29 Fed. 725. There are, 
indeed at least two cases which have re- 
garded the partner assigning, by way of 
mortgage, his interest in specific partner- 
ship property as mortgaging something: 
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Arnold v. Stevenson, (1866) 2 Nev. 234; 
Sutlive v. Jones, (1878) 61 Ga. 676; but in 
neither case did the court indicate how the 
value of the interest of the partner could 
be determined. 

After an attempted assignment by a 
partner, invalid as against his copartner, 
of all the partnership property, it has been 
held that both partners, as partners, have 
an insurable interest in the property. 
Kimball v. Hamilton F. Ins. Co., (1861) 8 
Bosw. (N.Y.) 495. 

Of course, an attempted assignment of 
all the partnership property, void as an 
assignment of the rights of either of the 
partners in the property, or an attempted 
assignment by one partner of his rights in 
all the partnership property, may be re- 
garded as a valid assignment of the part- 
ner’s interest in the partnership. For in- 
stance, in Nicoll v. Mumford, (1820) 4 
Johns.Ch. (N.Y.) 522, the entire property 
of the partnership was the brig Phoenix 
and her cargo. One partner assigned “all 
his estate real and personal,” according to 
a schedule annexed to the deed of assign- 
ment, the schedule including the brig 
Phoenix and her cargo. Chancellor Kent 
regarded the deed as assigning the part- 
ner’s interest in the partnership. What- 
ever the merits of this decision, it is not 
authority for the proposition that a part- 
ner’s right in one or more of the chattels of 
the partnership may be separately as- 
signed. It merely stands for the proposi- 
tion that a particular act — the attempted 
assignment of the partnership property — 
was, under the circumstances of that case, 
an assignment, not of the chattels, the 
brig and her cargo, but of the interest of 
the assignor in the partnership. Compare 
Horton’s Appeal, (1850) 13 Pa.St. 67. In 
Miller v. Brigham, (1875) 50 Cal. 615, A 
and B were partners. A “sold and con- 
veyed” to C “all his (A’s) one undivided 
one-half interest in the property.” The 
court was of the opinion, though the ques- 
tion was not directly before them, that A 
had assigned to C his interest in the 
partnership. The case does decide that C 
had no right to possess any of the partner- 
ship property. 

Against this uniform current of author- 
ity we know of only one case where the 
voluntary assignment by a partner of a 
chattel belonging to partnership, not be- 
ing valid as a collective assignment of the 
rights of all the partners in the property, 
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nevertheless vested rights in the chattels 
in the assignee. The case is Blaker v. 
Sands, (1883) 29 Kan. 551. A and B were 
partners; the business being the improve- 
ment of a flock of sheep. In the temporary 
absence of B, A sold and delivered all the 
sheep to C. As the partnership was for the 
improvement, not for the sale of the sheep, 
their sale was beyond the scope of A as 
partner. A died, and B brought an action 
against C for the possession of the sheep. 
The trial court refused to admit C’s offer of 
the bill of sale of the sheep, and a verdict 
in favor of B was given. On appeal a new 
trial was awarded on the theory, that 
while C’s assignment did not transfer the 
rights of B in the sheep, it made B and C 
tenants in common, and, therefore, the 
bill of sale was a defense to B’s action and 
should have been admitted in evidence. 
The practical result of the decision was to 
deny to the surviving partner the right to 
obtain possession of partnership property, 
though of course he was liable for all the 
partnership debts. The adoption of clause 
(b) as drafted would make such a decision 
impossible. 

It will be noted that this clause deals 
with what may be called the quality of 
assignability. It asserts that the right in 
specific partnership property is assignable 
collectively with the rights of the other 
partners; or to put the matter in another 
way, it is possible to assign the rights of all 
the partners — the rights of the partner- 
ship — in partnership property, but it is 
not possible to assign separately the right 
of an individual partner. 

It is important to note that the clause 
does not deal with the person or persons 
who may make an assignment of partner- 
ship property, or with the acts necessary 
to a conveyance of title. Indeed, the act as 
a whole, except in the case of a conveyance 
of land belonging to a partnership (see 
section 11, paragraphs 2, 3, 4, 5, 6)*, does 
not attempt to deal with any question 
pertaining to the transfer of title. The act, 
however, does deal in section 9(1) (A.C.A. 
§ 4-42-301(1)) with the authority of a 
partner to bind the partnership. Clause 
(b) (A.C.A. § 4-42-502(2)(b)) asserts that 
partnership property as assignable, while 
section 9(1) (A.C.A. § 4-42-301(1)) indi- 
cates when a partner has authority to 
make an assignment of partnership prop- 
erty; but neither tells us what the partner, 
in view of what we may call the rules of 
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conveyancing, must do in order to transfer 
the title to a stranger, or even whether in 
view of those rules, it is possible for him, 
acting alone, to transfer title. For in- 
stance, A and B are partners in the retail 
dry goods business. In the course of the 
business A sells and delivers to C part of 
the stock in trade. Clause (b) (A.C.A. § 4- 
42-502(2)(b)) indicates that the rights of A 
and B in the goods are collectively assign- 
able: section 11(1)* that A had the author- 
ity to make the sale and deliver the goods. 
But whether a good title has, by the sale 
and delivery, been vested in C is a ques- 
tion pertaining to the transfer of title to 
chattels. Delivery passes the title of the 
owner when the delivery is by the owner 
or with his consent. C, therefore, in the 
case put, obtains a good title. It is no part 
of the business of a partnership act, how- 
ever, to deal with such a question; unless, 
as in the case of land, it is considered 
desirable to introduce a new method of 
transfer of title, or to make clear confu- 
sions in the law, which confusions exist 
only in cases connected with property held 
by a partnership. In all other cases, as in 
the illustration given, the requirements of 
a partnership act are satisfied if the co- 
ownership of partnership property is 
stated, the collective assignability of the 
rights of all the partners emphasized, and 
the extent of the agency of the partner to 
act for his co-partners indicated. 

The importance of seeing clearly the 
exact scope of clause (b) (A.C.A. § 4-42- 
502(2)(b)) warrants two additional illus- 
trations. If A, in the case above put, in- 
stead of selling and delivering part of the 
stock, should attempt to sell and should 
deliver a counter or table on which the 
goods were sold, would the purchaser ob- 
tain a good title? Clause (b) (A.C.A. § 4- 
42-502(2)(b)) does not answer this ques- 
tion. It merely states that the table being 
partnership property, the rights of all the 
partners in it are subject to collective 
assignment. This is what A has attempted 
to do. But the clause does not tell us 
whether A had, under the circumstances, 
power to make the assignment or 
whether, having the power he has done so. 
Neither does section 11(1)* answer either 
of these questions. Section 11(1)* tells us 
that A has, under the circumstances, no 
authority to bind the partners, as the act 
is not an act for apparently carrying on in 
the usual way the business of the partner- 
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ship. But whether A has the power to 
make the conveyance depends on the law 
of transfer of title to chattels — a subject 
beyond the scope of the act. Under ordi- 
nary circumstance, C would obtain no title 
to B’s rights, as it is a fundamental rule 
pertaining to the transfer of titles to chat- 
tels that the right of the true owner is not 
transferred by the sale and delivery of an 
agent in possession, unless the owner has 
done something to clothe the agent with 
the apparent power of sale, the delivery of 
the chattel by the owner to the agent or 
bailee not being considered such an act. 

Finally, suppose A and B are in partner- 
ship, the business of the partnership be- 
ing the buying and selling of land. The 
title to a particular tract is in A and B.A 
sells X to C, giving C a deed signed by A 
but not by B. The land being partnership 
property the rights of A and B are collec- 
tively assignable. A has attempted to 
make such an assignment. The business 
of the partnership being “trading in land” 
the sale was an act which the partner had 
authority to do. But whether the deed 
signed by one partner only in his own 
name conveyed to B title is again a ques- 
tion of conveyancing, and normally out- 
side the province of a partnership act. In 
this case, however, section 11(4)* does 
deal with the transfer of the equitable 
title, declaring that it is, under the cir- 
cumstances, vested in C. 

Subdivision (2-c) (A.C.A. § 4-42- 
502(2)(c)). Compare this clause with sec- 
tion 28(1) (A.C.A. § 4-42-505(1)). 

The first sentence in this clause is sim- 
ilar to section 23(1) (A.C.A. § 4-42-406(1)) 
of the English Act. It is a logical conse- 
quence of clause (b) (A.C.A. § 4-42- 
502(2)(b)). If a partner’s right in specific 
partnership property is not assignable by 
voluntary assignment for a separate pur- 
pose of the assignment partner, his sepa- 
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rate creditors should not be able to force 
an involuntary assignment. The beneficial 
rights of the separate creditors of a part- 
ner in partnership property should be no 
greater than the beneficial rights of their 
debtor. The confusion of the subject of this 
clause in the decisions is well known to all 
students of the law of partnership. For all 
practical purposes, while the reasoning of 
the courts is more or less conflicting, the 
net result of the remedial law, as worked 
out in law and at equity, is that a judg- 
ment creditor of a separate partner may 
attach and sell his debtor’s interest in 
partnership property as that interest is 
defined in section 26 (A.C.A. § 4-42-503) 
(see section 28 (A.C.A. § 4-42-505)); but 
he cannot sell so as to affect in any way 
the rights of the partnership specific part- 
nership property. [See Heydon v. Heydon, 
(1693) 1 Salk. 392; Eddie v. Davidson, 
(1781) 2 Dougl. 650; Taylor v. Fields, 
(1799) 4 Ves.Jr. 396; Lord v. Baldwin, 
(1828) 6 Pick. (Mass.) 348; Doner v. 
Stauffer, (1829) 1 Pen. & W. (Pa.) 198, 21 
Am.Dec. 370; Tappen v. Blaisdell, (1830) 5 
N.H. 190; Phillips v. Cook, (1840) 24 
Wend. (N.Y.) 389; Washburn v. Bellows 
Falls Bank, (1847) 19 Vt. 278; Nixon v. 
Nash, (1861) 12 Ohio St. 647, 80 Am.Dec. 
390; Cooper’s Appeal, (1856) 26 Pa.St. 
262; Menagh v. Whitwell, (1873) 52 N.Y. 
146, 11 Am.Rep. 683; Case v. Beauregard, 
(1878) 99 U.S. 119, 25 U.S. (L.Ed.) 370.] 

The second sentence in the paragraph 
apparently expresses the weight of au- 
thority. (See Burdick 111-113, 299.) A part- 
ner has right to claim exemption if his 
interest in the partnership is attached for 
his separate debts. [See section 28(3) 
(A.C.A. § 4-42-505(3)), infra. ] 


*Incorrect reference since § 11 does not 
have numbered paragraphs. 


Official Comment to Section 27 (A.C.A. § 4-42-504) 


In re the subject of this paragraph 
[subd. 1 (A.C.A. § 4-42-504(1))] see 
[George, 153; Beale’s Parsons, sections 
106, 305, 306; Story, sections 272, 377, 
308; Bates, sections 158-168, 931-933; 
Lindley, 397 et seq., 620; Jas. Parsons, 
section 175; Collyer 151, 161; Kent, 59]. 
These authorities on the whole state that 
the mere assignment dissolves the part- 


nership. Many such assignments, how- 
ever, are merely by way of collateral secu- 
rity for a loan, the assigning partner in no 
wise intending to end the partnership 
relation. If he neglects his personal rela- 
tion the other partners may dissolve the 
partnership under section 31 (A.C.A. § 4- 
42-603) of this act. But the mere fact of 
assignment without more should not be 
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said in all cases to be an act of dissolution. 
The change in the existing law follows a 
similar change of the English law embod- 
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ied in section 31 of the English Partner- 
ship Act. 


Official Comment to Section 28 (A.C.A. § 4-42-505) 


This provision [subdivision (1) (A.C.A. 
§ 4-42-505(1))] is taken from section 23(2) 
of the English Partnership Act. The oper- 
ation of the provision has given great 
satisfaction. The judgment creditor does 
not acquire any greater rights than the 


debtor is entitled to for his own benefit. 
[Sutton v. English, etc., Produce Co., 
[1902] 2 Ch. 502; Howard v. Sadler, [1893] 
1 Q.B. 1; Cooper v. Griffin, [1892] 1 Q.B. 
740; Scott v. Hastings, (1858) 4 Kay & J. 
633]. 


Official Comment to Section 29 (A.C.A. § 4-42-601) 


As used by the legal profession the term 
“dissolution” designates, not only the sin- 
gle act of the termination of the actual 
conduct of the ordinary business, but also 
often the series of acts thereafter until the 
final settlement of all partnership affairs. 
It is also frequently said that dissolution, 
although the word is used to designate 
only the termination of ordinary business 
relations, terminates the partnership, it 
being at the same time explained that the 
partnership thereafter continues to exist 


for the purpose of suing and being sued in 
the process of winding up partnership 
affairs. Certainty demands that this con- 
fusion should be removed if possible. In 
this act dissolution designates the point in 
time when the partners cease to carry on 
the business together; termination is the 
point in time when all the partnership 
affairs are wound up; winding up, the 
process of settling partnership affairs af- 
ter dissolution. 


Official Comment to Section 31 (A.C.A. § 4-42-603) 


Paragraph (2)* will settle a matter on 
which at present considerable confusion 
and uncertainty exists. The paragraph as 
drawn allows a partner to dissolve a part- 
nership in contravention of the agreement 
between the partners. This is supported 
by the weight of authority. [Cal.Civ.Code, 
section 2417; S.Dak.Civ. Code, section 
1736; Okla.C.C., section 4850; 
No.Dak.C.C., section 5848; Mont.C.C., 
section 3262; Ga.C.C., section 2633; Skin- 
ner v. Dayton, (1822) 19 Johns. (N.Y.) 513, 
537, 10 Am.Dec. 286; Mason v. Connell, 
(1836) 1 Whart. (Pa.) 381, 388; Monroe v. 
Conner, (1838) 15 Me. 178, 32 Am.Dec. 
148; Cape Sable Co.’s Case, (1832) 3 Bland 
(Md.) 606, 674; Slemmer’s Appeal, (1868) 
58 Pa.St. 168, 176, 98 Am.Dec. 255; 
Solomon v. Kirkwood, (1884) 21 N.W. 336, 
55 Mich. 256; Carr v. Hertz, (1895) 33 Atl. 
194, 54 N.J.Eq. 127; Moore v. Price, (1896) 
22 So. 531, 116 Ala. 247; Karrick v. 
Hannaman, (1897) 18 S.Ct. 135, 168 U.S. 
328, 334, 442 U.S. (L.Ed.) 484; Lapenta v. 
Lettieri (1899) 44 Atl. 730, 72 Conn. 377, 


77 Am.St.Rep. 315; Clements v. Norris 
(1878) 8 Ch.D. 129, 133. The English law 
is opposed to this view. Lindley 601; 
Crawshay v. Maule, (1818) 1 Swanst. 495, 
509; Featherstonhaugh v. Fenwick, (1810) 
17 Ves.Jr. 298; Peacock v. Peacock, (1809) 
16 Ves.J. 49; Ferrero v. Buhlmeyer, (1867) 
34 How.Pr. (N.Y.) 33; Story, section 275.] 

The relation of partners is one of agency. 
The agency is such a personal one that 
equity cannot enforce it even where the 
agreement provides that the partnership 
shall continue for a definite time. The 
power of any partner to terminate the 
relation, even though in doing so he 
breaks a contract, should, it is submitted, 
be recognized. 

The rights of the parties upon a disso- 
lution in contravention of the agreement 
are safeguarded by section 38(2) (A.C.A. 
§ 4-42-610(2)), infra. 


*Language adopted in the Arkansas Code 
is different from the Uniform Act. 
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Official Comment to Section 34 (A.C.A. § 4-42-606). 


This section relates only to a partner’s 
liability to his co-partner, where a co- 
partner, after dissolution, caused by the 
act of one of the parties or by the death or 
bankruptcy of a partner, makes a contract 
in the course of partnership business. 

As worded, where the dissolution has 
been caused by the act of one of the 
parties, if the partner acting is subject toa 
hability to third persons, he can call on his 
co-partners to contribute towards this lia- 
bility to the same extent as if there had 
been no dissolution, provided he had no 
knowledge of the dissolution, at the time 
of the act. Mere notice not producing 
knowledge, would not be sufficient. This 
provision makes certain that which is now 
uncertain. Thus A, B and C are partners. 
A, in accordance with his right, or in 
contravention of the agreement between 
the partners, declared a dissolution of the 
partnership. B, subsequently, makes a 
contract for the partnership in ignorance 
of the dissolution. B under this act would 
have the right to call upon A and C to 
assume their share of the burden. The 
Commissioners believe that to relieve A 
and C of this duty to B, B ought to have 
more than “notice” as “notice” is defined in 
section 3 (A.C.A. § 4-42-103), supra. “No- 
tice” should be, it is submitted, sufficient 
in all cases where the fact to be notified is 
an ordinary business fact, as notice to 
third persons of the dissolution of a part- 
nership. But it is not customary for part- 
ners to dissolve a partnership at a time 
not previously specified, without consulta- 
tion with their co-partners. Such dissolu- 
tion may or may not amount to a breach of 
partnership contract; but in any event, if 
done without consultation, it is out of the 
ordinary course. This fact should not de- 
prive the partner of a right to terminate a 
relationship which must necessarily de- 
pend on mutual good will and confidence; 
but if the partner so terminating wishes to 
show that he should not be required by his 
partners to be liable for his share of the 
loss due to a partnership contract there- 
after made by them, he should be able to 
prove that they had “knowledge” that he 
had dissolved the partnership at the time 
they made the contract. 

Clause (b) (A.C.A. § 4-42-606(b)) makes 
a change in the law. [Beale’s Parsons, 


sections 309, 310, 318, 342, 343, 351; 
Mechem, sections 245, 258, 259, 260, 261, 
266; Collyer, sections 102, 103; 30 Cyc. 
653, 670; Story, sections 265 et seq., 319, 
334, 336; Bates, 570 et seq.; Conyngton, 
sections 53, 72; Burdick, 56; Shumaker, 
sections 119, 120; 3 Kent. Comm. 53.] At 
present where the partnership is termi- 
nated by operation of law, i.e., by death, 
bankruptcy, by being unlawful, or by de- 
cree of court, every person “must take” 
notice of such facts. This statement is 
made generally and includes the partners. 
As to the partners, to whom only this 
provision relates, the Commissioners 
agree that they must not expect relief if 
the partnership or the business is unlaw- 
ful, or if they have actual knowledge or 
notice of dissolution by decree of court; but 
the Commissioners do not believe that the 
partners do have actual knowledge or 
should “take notice” of the death or of the 
bankruptcy of any one partner. In the case 
of death to hold that a partner acting for 
the partnership bona fide in ignorance of 
the death of one of his co-partners must 
assume the entire liability, even though 
all other partners are ignorant of the 
death of the partner, and even though 
such deceased partner was entirely inac- 
tive and may have resided at any distance 
from the actual place of business, is en- 
tirely unjust to the acting partner or part- 
ners. The rule of the common law has been 
modified as to the law of agency. [Story on 
Agency, (1882) 598; Cassiday v. McKenzie, 
(1842) 4 Watts & S.(Pa.) 282, 39 Am.Dec. 
76, section 185; Cal.C.C., section 2356; 
Dak.C.C., sections 1150, Va ba Fe 
Md.Rev.Code, (1878) 388 art. 44, section 
31; Saunder’s Rev.Civ.Code of La., (1909) 
section 3032; S.C.Gen.Stat., (1882) section 
1302; Kent. Comm. 646; Mechem on 
Agency, section 245; Blackwood Wright 
(2d Ed.Eng.) on Principal and Agent, 332 
et seq.; English Conveyancing Act, (1881) 
section 47; English Bankruptcy Act, 
(1883) section 38. See Lindley, 240 et seq.] 
The Commissioners believe that the part- 
nership law should follow this modifica- 
tion. . 

What has been said of the death of a 
partner applies also to the bankruptcy of a 
partner. If there are a number of partners, 
and one of them becomes bankrupt, and 
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another having no knowledge or notice of 
this fact makes a contract in the ordinary 
course of business, there appears no rea- 
son why he should not be able to call on 
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his other partners, not bankrupt or de- 
ceased, to contribute towards any loss 
which his separate estate may sustain on 
account of the contract. 


Official Comment to Section 35 (A.C.A. § 4-42-607) 


At present in most jurisdictions it is 
doubtful whether, under the circum- 
stances set forth in (b), “the other party” 
can bind the partnership where such 
party has no knowledge or notice of the 
dissolution and has had business transac- 
tions with the partnership before the dis- 
solution, but these business transactions 
have not involved any extension of credit 
to the partnership. 

In support of the provision, as written, 
see Beale’s Parsons, section 319; Mechem, 
section 262; Burdick, 57; 2 Bates, sections 
613, 614; 30 Cyc. 671; Cal.C.C., section 


2453. There is also authority for merely 
requiring that “the other party” shall have 
had business transactions with the part- 
nership. James Parsons, sections 179, 
180, 181; Lindley, 249; Pollock, 98; 3 Kent. 
Comm., 67; Collyer, 163n; Shumaker, sec- 
tion 121; Mechem, 261, 262; Bates 612, 
613. 

The practical impossibility of the part- 
ners knowing, by any feasible system of 
bookkeeping, all the persons with whom 
they have had dealings, unless credit has 
been extended, supports the wording 
adopted by the Commissioners. 


Official Comment to Section 38 (A.C.A. § 4-42-610) 


The right given to each partner, where 
no agreement to the contrary has been 
made, to have his share of the surplus 
paid to him in cash makes certain an 
existing uncertainty. At present it is not 


certain whether a partner may or may not 
insist on a physical partition of the prop- 
erty remaining after third persons have 
been paid. 


Official Comment to Section 40 (A.C.A. § 4-42-612) 


The adoption of this clause [subd. (a) IT 
(A.C.A. § 4-42-612(a)(ID)] will end the 
present confusion as to whether the con- 
tribution of the partners towards the 
losses of the partnership are partnership 
assets or not. [See In re Bertenshaw, 
(1907) 157 Fed. 363, 85 C.C.A. 61, 13 
Ann.Cas. 986, 17 L.R.A.(N.S.) 886; In re 
Forbes, (1904) 128 Fed. 137; Barry v. 
Foyles, (1828) 1 Pet. 311, 7 U.S. (L.Ed.) 


157; George M. West Co. v. Lea, (1899) 19 
S.Ct. 836, 174 U.S. 590, 43 U.S. (L.Ed.) 
1098; Vaccaro v. Security Bank, (1900) 103 
Fed. 436, 43 C.C.A. 279; In re Mercur, 
(1903) 122 Fed. 384, 58 C.C.A. 472.] The 
Commissioners believe that the opinion 
that such contributions are assets is sup- 
ported by the better reasoning. See In re 
Forbes. 


Official Comment to Section 41 (A.C.A. § 4-42-613) 


Subdivision (1) (A.C.A. § 4-42-613(1)). 
As originally passed by the Conference, 
paragraph 1 of section 41 reads as follows: 

“When any partner retires and assigns 
(or the representative of a deceased part- 
ner assigns) his rights in partnership 
property to two or more of the partners, or 
to one or more of the partners and one or 
more third persons, who continue the 
business without liquidation of the part- 
nership affairs, creditors of the dissolved 


partnership are also creditors of the part- 
nership so continuing the business.” 

It was subsequently pointed out that 
section 41 did not cover the situation 
which arises when a partnership is dis- 
solved and a new partnership formed by 
the introduction of a new partner into the 
business without the liquidation of the 
affairs of the first partnership, and that it 
would be best not to rely on section 17 
(A.C.A. § 4-42-309), supra, to take care of 
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the situation. The paragraph, reworded as 
now printed, was submitted to the Com- 
missioners present at the last Conference 
and they have signified their approval of 
the change. 

The section as a whole deals primarily 
with the rights of creditors when a new 
partner is admitted or a partner retires, is 
expelled or dies, and the business is con- 
tinued without liquidation of the debts of 
the partnership dissolved by the change in 
personnel. 

At present the whole subject is in doubt 
and confusion. It is universally admitted 
that any change in membership dissolves 
a partnership, and creates a new partner- 
ship. This section as drafted does not alter 
that rule. Neither does it alter the rule 
that on any change of personnel the prop- 
erty of the dissolved partnership becomes 
the property of the partnership continuing 
the business. At present, however, credi- 
tors of the dissolved partnership do not 
become creditors of the new partnership. 
Thus, if A, B and C are partners and A 
assigns to B and C, who continue the 
business without any agreement to pay 
the partnership debts, under the present 
law the property of the first partnership 
becomes the property of the second part- 
nership, but the creditors of the first part- 
nership are not the creditors of the second 
partnership, though they are the creditors 
of all of the members of that partnership. 
Such creditors, therefore, are often unable 
to secure satisfaction of their claims, 
though at the time of the assignment the 
partnership was solvent, and the business 
may have been continued by the second 
partnership without any notification of 
the change in membership. On the other 
hand, the creditors of the second partner- 
ship may be paid in full out of the prop- 
erty. This inequitable result the courts 
have attempted, in not a few instances, to 
prevent, by declaring that the assignment 
of the property of the first partnership to 
the second partnership was a fraud on the 
creditors of the first partnership, though 
no fraud was intended, the result being 
that the creditors of the second partner- 
ship are postponed until the creditors of 
the first partnership are paid in full. 

The paragraph as drawn changes the 
law in the case supposed, and, thereby, 
does away with an injustice. In making 
the creditors of the first partnership cred- 
itors of the second it prevents such an 
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assignment from affecting the rights of 
partnership creditors in the property em- 
barked in the business. 

Again, in the case supposed, if B and C 
promise to pay the debts of the partner- 
ship of A, B and C, it is uncertain whether 
the court will hold that they promise as 
individuals or as a new partnership. If as 
individuals the old partnership creditors 
are not creditors of the new partnership. If 
A and B considered as promising as a new 
partnership, then, whether the old part- 


‘nership creditors can sue the new partner- 


ship as beneficiaries depends on the juris- 
diction. The paragraph as drawn ends this 
uncertainty. In every case the creditors of 
the first partnership become creditors of 
the second; though, of course, they do not 
cease to be creditors of the first partner- 
ship. As, however, the first partnership 
has assigned all its property, this is of 
little value to such creditors, unless the 
assignees have promised the retiring part- 
ner an additional consideration beyond 
the payment of the debts. The status of 
such additional consideration is treated in 
paragraph (8) (A.C.A. § 4-42-613(8)), in- 
fra. 

The paragraph as a whole, as well as 
this entire section, is based on the opinion 
that when there is a continuous business 
carried on first by A, B and C, and then by 
A, B, C and D, or by B or C, or by B and C, 
by B and D, or by C and D, or by B, C and 
D, without any liquidation of the affairs of 
A, B, C, both justice and business conve- 
nience require that all the creditors of the 
business, irrespective of the exact group- 
ing of the owners at the times their re- 
spective claims had their origin, should be 
treated alike, all being given an equal 
claim on the property embarked in the 
business. (Compare note to section 17 
(A.C.A. § 4-42-309), supra.) 

Subdivision (2) (A.C.A. § 4-42-613(2)). 
Where all the partners assign to one part- 
ner, the partnership creditors are, under 
this paragraph, the separate creditors of 
the partner continuing the business, 
where he continues the business alone, 
whether such partner promises to pay the 
debts of the dissolved partnership or not. 
If he takes one or more new partners and 
they continue the business with the prop- 
erty of the dissolved partnership, the cred- 
itors of the dissolved partnership are the 
creditors of the partnership continuing 
the business. This paragraph changes the 
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present law to the same extent as para- 
graph (1) (A.C.A. § 4-42-613(1)). 

Subdivision (3) (A.C.A. § 4-42-613(3)). 
The paragraph extends the principle of 
the first and second paragraphs of the 
section to the case where the business is 
continued by two or more of the partners, 
alone or with others, after the retirement 
or death of a partner without any formal 
assignment to them of the retired or de- 
ceased partner’s rights in partnership 
property. The neglect of the retiring part- 
ners or of the representatives of the de- 
ceased partner should not as at present 
create inexecrable confusion between the 
creditors of the first and second partner- 
ship in regard to their respective rights in 
the property employed in the business. 
Both classes of creditors should be ahead 
of the claim of such retired partner or the 
representative of the deceased partner, 
and both classes of creditors should also 
have equal rights in the property. This 
paragraph probably effects a change in 
the present law, though the same result is 
often now brought about by implying a 
promise to pay debts of the dissolved part- 
nership on the part of the person or part- 
nership continuing the business. 

Subdivision (4) (A.C.A. § 4-42-613(4)). 
The existing law in relation to the subject 
matter covered by this paragraph is so 
uncertain that it is not possible to say 
whether its adoption would modify the 
law. The paragraph does not apply to the 
case where the third person or persons do 
not promise to pay the debts of the dis- 
solved partnership. In that case the cred- 
itors of the dissolved partnership have no 
claim on the partnership continuing the 
business or its property unless the assign- 
ment can be set aside as a fraud on 
creditors, or is affected by a Sales in Bulk 
Act. Where, however, there has been a 
promise to pay the debts of the dissolved 
partnership, then, the creditors of the 
dissolved partnership are not only credi- 
tors of the promisor or promisors — 
which, in the United States, they would be 
as beneficiaries — but under this para- 
graph, if the business of the dissolved 
partnership is continued by a partnership, 
the creditors of the dissolved partnership 
become creditors of the partnership con- 
tinuing the business, not merely the sep- 
arate or joint creditors of the partners in 
such partnership. 
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Subdivision (7) (A.C.A. § 4-42-613(7)). 
The paragraph merely reiterates the prin- 
ciple of section 17 (A.C.A. § 4-42-309), 
supra, which is that an incoming partner 
should be liable for the existing debts of 
the partnership, but that this liability 
should be limited to his right in partner- 
ship property. Though in cases under this 
section the person who joins the business 
on the dissolution of the first partnership 
is not an incoming partner, because the 
first partnership is dissolved. Under the 
circumstances, his liability for the debts of 
the business contracted before his admis- 
sion should be the same as that in an 
mcoming partner, if confusion is to be 
avoided in respect to the rights in the 
property employed in the business, be- 
tween the creditors who were creditors 
before he joined the business and those 
who became creditors afterwards. 

Subdivision (8) (A.C.A. § 4-42-613(8)). 
Suppose A, B and C are partners and A 
retires, assigning his interest to B and C, 
who continue the business with the prop- 
erty of the dissolved partnership, promis- 
ing to pay A $2,000. On the subsequent 
failure of both partnerships under para- 
graph (1) (A.C.A. § 4-42-613(1)) of this 
section, the creditors of the first partner- 
ship would be also creditors of the second. 
By the assignment the property employed 
in the business would be the property of 
the second partnership. By this contract A 
would be a creditor of the second partner- 
ship for $2,000; but this claim, A being 
insolvent, would belong under the word- 
ing of this paragraph, not to A’s separate 
estate, but to the creditors of the first 
partnership. 

The uncertainty of existing law renders 
it impossible to say whether the adoption 
of this paragraph would change the law. 
The Commissioners believe that certainty 
of the law is essential, and that the rule 
stated in the paragraph is sound. A, in the 
case put, has sold his property rights in 
the partnership before settling with the 
creditors of the partnership, and there- 
fore, those creditors should have an equi- 
table lien on the consideration of the sale 
as against the separate creditors of the 
retiring partner, or as against the repre- 
sentatives of a deceased partner who have 
sold the rights of their decedent to the 
persons continuing the business. 


REVISED LIMITED PARTNERSHIP ACT (1987) 
WITH THE 1985 AMENDMENTS 
(A.C.A § 4-43-101 ET SEQ.) 


Prefatory Note 


In 1976, the National Conference of 
Commissioners on Uniform State Laws 
adopted the first revision of the Uniform 
Limited Partnership Act, originally pro- 
mulgated in 1916. The 1976 Act was in- 
tended to modernize the prior uniform law 
while retaining the special character of 
limited partnerships as compared with 
corporations. The draftsman of a limited 
partnership agreement has a degree of 
flexibility in defining the relationships 
among the partners that is not available 
in the corporate form. Moreover, the rela- 
tionship among partners is consensual, 
and under some circumstances may re- 
quire a general partner to seek approval of 
the other partners (sometimes unanimous 
approval) under circumstances that corpo- 
rate management would find unthinkable. 
The limited partnership was not intended 
to be an alternative in all cases where the 
corporate form is undesirable for tax or 
other reasons, and the 1976 Act was not 
intended to make it so. The 1976 Act 
clarified many ambiguities and filled in- 
terstices in the 1916 Act by adding more 
detailed language and mechanics. In ad- 
dition, it effected some important sub- 
stantive changes and additions from the 
prior uniform law. 

The Uniform Limited Partnership Act 
(1976) with the 1985 Amendments (the 
1985 Act) follows the 1976 Act very closely 
in most respects. It makes almost no 
change in the basic structure of the 1976 
Act. It does, however, differ from the 1976 
Act in certain significant respects for the 
purpose of more effectively modernizing, 
improving, and establishing uniformity in 
the law of limited partnerships. The 1985 
Act accomplishes this, without impairing 
the basic philosophy or values underlying 
the 1976 Act, by incorporating into the 
structure, framework, and text of the 1976 
Act the best and most important improve- 
ments that have emerged in the limited 
partnership acts enacted recently by cer- 
tain states. Most of those improvements 
were considered by the draftsmen of the 


1976 Act but were not included in it be- 
cause of uncertainties as to the possible 
consequences of such inclusion under ap- 
plicable Federal income tax laws. Those 
uncertainties have since been resolved 
satisfactorily, and no impediment to incor- 
porating them in the 1985 Act remains at 
this time. 

Article 1 (A.C.A. § 4-43-101 et seq.) 
provides a list of all of the definitions used 
in the Act, integrates the use of limited 
partnership names with corporate names 
and provides for an office and agent for 
service of process in the state of organiza- 
tion. All of these provisions were innova- 
tions in the 1976 Act and were carried 
over from the 1976 Act to the 1985 Act. 
Article 2 (A.C.A. § 4-43-201 et seq.) col- 
lects in one place all provisions dealing 
with execution and filing of certificates of 
limited partnership and certificates of 
amendment and _ cancellation. When 
adopted in 1976, Articles 1 and 2 (A.C.A. 
§ 4-43-101 et seq. and § 4-43-201 et seq.) 
reflected an important change in the prior 
statutory scheme: recognition that the ba- 
sic document in any partnership, includ- 
ing a limited partnership, is the partner- 
ship agreement. The certificate of limited 
partnership is not a constitutive docu- 
ment (except in the sense that it is a 
statutory prerequisite to creation of the 
limited partnership), and merely reflects 
the most basic matters as to which gov- 
ernment officials, creditors, and others 
dealing or considering dealing with the 
partnership should be put on notice. This 
principle is further implemented by the 
1985 Act’s elimination of the requirement, 
carried from the original 1916 Act into the 
1976 Act, that the certificate of limited 
partnership set out the name, address, 
and capital contribution of each limited 
partner and certain other details relating 
to the operation of the partnership and 
the respective rights of the partners. The 
former requirement served no significant 
practical purpose while it imposed on lim- 
ited partnerships (particularly those hav- 


668 


COMMENTARIES 


ing large numbers of partners or doing 
business in more than one state) inordi- 
nate administrative and logistical bur- 
dens and expenses connected with filing 
and amending their certificates of limited 
partnership. Many of the other changes 
made by the 1985 Act merely reflect the 
elimination of that requirement. 

Article 3 (A.C.A. § 4-43-301 et seq.) 
deals with the single most difficult issue 
facing lawyers who use the limited part- 
nership form of organization: the powers 
and potential liabilities of limited part- 
ners. Section 303 (A.C.A. § 4-43-3038) lists 
a number of activities in which a limited 
partner may engage without being held to 
have so significantly participated in the 
control of the business that he acquires 
the liability of a general partner. More- 
over, it goes on to confine the liability of a 
limited partner who merely participates 
in control to situations in which persons 
who actually know of that participation in 
control are misled thereby to their detri- 
ment into reasonably believing the limited 
partner to be a general partner. This “det- 
rimental reliance” test, together with an 
expansion of the “laundry list” of specific 
activities in which limited partners may 
participate without incurring liability, are 
among the principal innovations in the 
1985 Act. 

The provisions relating to general part- 
ners are collected in Article 4 (A.C.A. 
§ 4-43-401 et seq.). It differs little from 
the corresponding article in the 1976 Act, 
except that some of the 1976 Act’s refer- 
ences to the certificate of limited partner- 
ship have been changed to refer instead to 
the partnership agreement. This is in rec- 
ognition of the principle that the limited 
partnership agreement, not the certificate 
of limited partnership, is the primary con- 
stitutive, organizational, and governing 
document of a limited partnership. Article 
5 (A.C.A. § 4-43-501 et seq.), dealing with 
finance, differs in some important re- 
spects from Article 5 of the 1976 Act, 
which itself made some important 
changes from the 1916 Act. The 1976 Act 
explicitly permitted contributions to the 
partnership to be made in the form of the 
contribution of services and promises to 
contribute cash, property, or services, and 
provided that those who failed to perform 
promised services were required, in the 
absence of an agreement to the contrary, 
to pay the value of the services as stated 
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in the certificate of limited partnership. 
These important innovations of the 1976 
Act are retained in substance in the 1985 
Act. However, the 1985 Act substitutes the 
partnership agreement and the records of 
the limited partnership for the certificate 
of limited partnership as the place such 
agreements are to be set out and such 
information is to be kept. 

Article 6 of the 1976 Act*, dealing with 
distributions and with the withdrawal of 
partners from the partnership, made a 
number of changes from the 1916 Act. For 
example, Section 608** created a statute 
of limitations applicable to the right of a 
limited partnership to recover all or part 
of a contribution that had been returned 
to a limited partner, whether to satisfy 
creditors or otherwise. The 1985 Act re- 
tains these features of the 1976 Act with- 
out substantive change. 

In both the 1976 and the 1985 Acts, the 
assignability of partnership interests is 
dealt with in considerable detail in Article 
7 (A.C.A. § 4-43-701 et seq.), and the 
provisions relating to dissolution appear 
in Article 8 (A.C.A. § 4-43-801 et seq.). 
Article 8 of the 1976 Act established a new 
standard for seeking judicial dissolution 
of a limited partnership, which standard 
is carried forward into the 1985 Act. 

Article 9 (A.C.A. § 4-43-901 et seq.) of 
the 1976 and 1985 Acts deals with one of 
the thorniest questions for those who op- 
erate limited partnerships in more than 
one state, i.e., the status of the partner- 
ship in a state other than the state of its 
organization. Neither case law under the 
1916 Act nor administrative practice 
made it clear which state’s law governed 
the partnership or whether, in that other 
state, the limited partners continued to 
possess limited liability. Article 9 of the 
1976 Act dealt with this problem by pro- 
viding for registration of foreign limited 
partnerships and specifying choice-of-law 
rules. Article 9 (A.C.A. § 4-43-901 et seq.) 
of the 1985 Act retains all of those basic 
provisions and innovations of the 1976 
Act. 

Article 10 of the 1976 Act represented 
another significant innovation, by autho- 
rizing derivative actions to be brought by 
limited partners. The 1916 Act failed to 
address this entire concept. Article 10 
(A.C.A. § 4-43-1001 et seq.) of the 1985 
Act clarifies certain provisions of the 1976 
Act but does not make any substantive 
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changes in the corresponding provisions of 
the 1976 Act. 

Finally, Article 11 (A.C.A. § 4-43-1101 
et seq.) sets out a number of miscella- 
neous provisions, not the least of which 
are those dealing with the application of 
the new statute to limited partnerships in 
existence at the time of its enactment. 
Those provisions in the 1976 Act were 
expanded upon by the 1985 Act to give 
greater deference to the possible expecta- 
tions, some of which may have constitu- 
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tionally protected status, of partners in 
such limited partnerships concerning the 
continuing applicability to their partner- 
ships of the law in effect when they were 
organized. 


* Article 6 of the 1985 Act is codified as 
§ 4-43-601 et seq. 

** Section 608 of the 1985 Act is codified as 
§ 4-43-608. 


Comment to Section 101 (A.C.A. § 4-43-101) 


The definitions in this section clarify a 
number of uncertainties in the law exist- 
ing prior to the 1976 Act, and also make 
certain changes in such prior law. The 
1985 Act makes very few additional 
changes in Section 101 (A.C.A. § 4-48- 
101). 

Contribution: this definition makes it 
clear that a present contribution of ser- 
vices and a promise to make a future 
payment of cash, contribution of property 
or performance of services are permissible 
forms for a contribution. Section 502 
(A.C.A. § 4-43-502) of the 1985 Act pro- 
vides that a limited partner’s promise to 
make a contribution is enforceable only 
when set out in a writing signed by the 
limited partner. (This result is not dissim- 
ilar from that under the 1976 Act, which 
required all promises of future contribu- 
tions to be described in the certificate of 
limited partnership, which was to be 
signed by, among others, the partners 
making such promises). The property or 
services contributed presently or prom- 
ised to be contributed in the future must 
be accorded a value in the partnership 
agreement or the partnership records re- 
quired to be kept pursuant to Section 105 
(A.C.A. § 4-43-105), and, in the case of a 
promise, that value may determine the 
liability of a partner who fails to honor his 
agreement (Section 502) (A.C.A. § 4-43- 
502). Section 3 of the 1916 Act did not 
permit a limited partner’s contribution to 
be in the form of services, although that 
inhibition did not apply to general part- 
ners. 

Foreign limited partnership: the Act 
only deals with foreign limited partner- 
ships formed under the laws of another 
“state” of the United States (see subdivi- 


sion 12 of Section 101) (A.C.A. § 4-43- 
101(12)), and any adopting state that de- 
sires to deal by statute with the status of 
entities formed under the laws of foreign 
countries must make appropriate changes 
throughout the Act. The exclusion of such 
entities from the Act was not intended to 
suggest that their “limited partners” 
should not be accorded limited liability by 
the courts of a state adopting the Act. 
That question would be resolved by the 
choice-of-law rules of the forum state. 

General partner: this definition recog- 
nizes the separate functions of the part- 
nership agreement and the certificate of 
limited partnership. The partnership 
agreement establishes the basic grant of 
management power to the persons named 
as general partners; but because of the 
passive role played by the limited part- 
ners, the separate, formal step of memo- 
rializing that grant of power in the certif- 
icate of limited partnership has been 
preserved to emphasize its importance 
and to provide notice of the identity of the 
partnership’s general partners to persons 
dealing with the partnership. 

Limited partner: unlike the definition of 
general partners, this definition provides 
for admission of limited partners through 
the partnership agreement alone and does 
not require identification of any limited 
partner in the certificate of limited part- 
nership (Section 201) (A.C.A. § 4-43-201). 
Under the 1916 and the 1976 Acts, being 
named as a limited partner in the certifi- 
cate of limited partnership was a statu- 
tory requirement and, in most if not all 
cases, probably also a prerequisite to lim- 
ited partner status. By eliminating the 
requirement that the certificate of limited 
partnership contain the name, address, 
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and capital contribution of each limited 
partner, the 1985 Act all but eliminates 
any risk that a person intended to be a 
limited partner may be exposed to liability 
as a general partner as a result of the 
inadvertent omission of any of that infor- 
mation from the certificate of limited part- 
nership, and also dispenses with the need 
to amend the certificate of limited part- 
nership upon the admission or with- 
drawal of, transfer of an interest by, or 
change in the address or capital contribu- 
tion of, any limited partner. 

Partnership agreement: the 1916 Act 
did not refer to the partnership agree- 
ment, assuming that all important mat- 
ters affecting limited partners would be 
set forth in the certificate of limited part- 
nership. Under modern practice, however, 
it has been common for the partners to 
enter into a comprehensive partnership 
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agreement, only part of which was re- 
quired to be included or summarized in 
the certificate of limited partnership. As 
reflected in Section 201 (A.C.A. § 4-43- 
201) of the 1985 Act, the certificate of 
limited partnership is confined principally 
to matters respecting the partnership it- 
self and the identity of general partners, 
and other important issues are left to the 
partnership agreement. Most of the infor- 
mation formerly provided by, but no 
longer required to be included in, the 
certificate of limited partnership is now 
required to be kept in the partnership 
records (Section 105) (A.C.A. § 4-43-105). 

Partnership interest: this definition 
first appeared in the 1976 Act and is 
intended to define what it is that is trans- 
ferred when a partnership interest is as- 
signed. 


Comment to Section 102 (A.C.A § 4-43-102) 


Subdivision (2) of Section 102 (A.C.A. 
§ 4-43-102(2)) has been carried over from 
Section 5 of the 1916 Act with certain 
editorial changes. The remainder of Sec- 
tion 102 (A.C.A. § 4-43-102) first ap- 
peared in the 1976 Act and primarily 
reflects the intention to integrate the reg- 
istration of limited partnership names 
with that of corporate names. Accordingly, 
Section 201 (A.C.A. § 4-43-201) provides 
for central, state-wide filing of certificates 
of limited partnership, and subdivisions 
(3) (A.C.A. § 4-43-102(3)) and (4)* of Sec- 
tion 102 (A.C.A. § 4-43-102) contain stan- 
dards to be applied by the filing officer in 


determining whether the _ certificate 
should be filed. Subdivision (1) (A.C.A. 
§ 4-43-102(1)) requires that the proper 
name of a limited partnership contain the 
words “limited partnership” in full. Subdi- 
vision (3) of the 1976 Act has been deleted, 
to reflect the deletion from Section 201 
(A.C.A. § 4-43-201) of any requirement 
that the certificate of limited partnership 
describe the partnership’s purposes or the 
character of its business. 


* Arkansas has not adopted subdivision 


(4). 


Comment to Section 103 (A.C.A. § 4-43-103) 


Section 103 (A.C.A. § 4-43-103) first 
appeared in the 1976 Act. The 1916 Act 
did not provide for registration of names. 


Comment to Section 104 (A.C.A. § 4-43-104) 


Section 104 (A.C.A. § 4-43-104) first 
appeared in the 1976 Act. It requires that 
a limited partnership have certain mini- 
mum contacts with its State of organiza- 


tion, i.e., an office at which the constitu- 
tive documents and basic financial 
information is kept and an agent for ser- 
vice of process. 
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Comment to Section 105 (A.C.A. § 4-43-105) 


Section 105 (A.C.A. § 4-43-105) first 
appeared in the 1976 Act. In view of the 
passive nature of the limited partner’s 
position, it has been widely felt that lim- 
ited partners are entitled to access to 
certain basic documents and information, 
including the certificate of limited part- 
nership, any partnership agreement, and 
a writing setting out certain important 
matters which, under the 1916 and 1976 
Acts, were required to be set out in the 


Comment to Section 


Section 106 (A.C.A. § 4-43-106) is iden- 
tical to Section 3 of the 1916 Act. Many 
states require that certain regulated in- 
dustries, such as banking, may be carried 
on only by entities organized pursuant to 


certificate of limited partnership. In view 
of the great diversity among limited part- 
nerships, it was thought inappropriate to 
require a standard form of financial re- 
port, and Section 105 (A.C.A. § 4-43-105) 
does no more than require retention of tax 
returns and any other financial state- 
ments that are prepared. The names and 
addresses of the general partners are 
made available to the general public in 
the certificate of limited partnership. 


106 (A.C.A. § 4-43-106) 


special statutes, and it is contemplated 
that the prohibited activities would be 
confined to the matters covered by those 
statutes. 


Comment to Section 107 (A.C.A. § 4-43-107) 


Section 107 (A.C.A. § 4-43-107) makes 
a number of important changes in Section 
13 of the 1916 Act. Section 13, in effect, 
created a special fraudulent conveyance 
provision applicable to the making of se- 
cured loans by limited partners and the 
repayment by limited partnerships of 
loans from limited partners. Section 107 
(A.C.A. § 4-43-107) leaves that question 
to a state’s general fraudulent conveyance 


statute. In addition, Section 107 (A.C.A. 
§ 4-43-107) eliminates the prohibition in 
Section 13 against a general partner’s 
sharing pro rata with general creditors in 
the case of an unsecured loan. Of course, 
other doctrines developed under bank- 
ruptcy and insolvency laws may require 
the subordination of loans by partners 
under appropriate circumstances. 


Comment to Section 201 (A.C.A. § 4-43-201) 


The 1985 Act requires far fewer matters 
to be set forth in the certificate of limited 
partnership than did Section 2 of the 1916 
Act and Section 201 of the 1976 Act. This 
is in recognition of the fact that the part- 
nership agreement, not the certificate of 
limited partnership, has become the au- 
thoritative and comprehensive document 
for most limited partnerships, and that 
creditors and potential creditors of the 
partnership do and should refer to the 
partnership agreement and to other infor- 
mation furnished to them directly by the 


partnership and by others, not to the 
certificate of limited partnership, to ob- 
tain facts concerning the capital and fi- 
nances of the partnership and other mat- 
ters of concern. Subparagraph (b) (A.C.A. 
§ 4-43-201(b)), which is based upon the 
1916 Act, has been retained to make it 
clear that the existence of the limited 
partnership depends only upon compli- 
ance with this section. Its continued exist- 
ence is not dependent upon compliance 
with other provisions of this Act. 
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Comment to Section 202 (A.C.A. § 4-43-202) 


Section 202 of the 1976 Act made sub- 
stantial changes in Section 24 of the 1916 
Act. Further changes in this section are 
made by the 1985 Act. Paragraph (b) 
(A.C.A. § 4-43-202(b)) lists the basic 
events—the addition or withdrawal of a 
general partner—that are so central to 
the function of the certificate of limited 
partnership that they require prompt 
amendment. With the elimination of the 
requirement that the certificate of limited 
partnership include the names of all lim- 
ited partners and the amount and charac- 
ter of all capital contributions, the re- 
quirement of the 1916 and 1976 Acts that 
the certificate be amended upon the ad- 
mission or withdrawal of limited partners 
or on any change in the partnership capi- 
tal must also be eliminated. This change 
should greatly reduce the frequency and 
complexity of amendments to the certifi- 
cate of limited partnership. Paragraph (c) 
(A.C.A. § 4-43-202(c)) makes it clear, as it 
was not clear under Section 24(2)(g) of the 
1916 Act, that the certificate of limited 
partnership is intended to be an accurate 
description of the facts to which it relates 
at all times and does not speak merely as 
of the date it is executed. 

Paragraph (e) (A.C.A. § 4-43-202(e)) 
provides a “safe harbor” against claims of 
creditors or others who assert that they 
have been misled by the failure to amend 
the certificate of limited partnership to 
reflect changes in any of the important 
facts referred to in paragraph (b) (A.C.A. 
§ 4-43-202(b)); if the certificate of limited 
partnership is amended within 30 days of 
the occurrence of the event, no creditor or 
other person can recover for damages sus- 
tained during the interim. Additional pro- 


tection is afforded by the provisions of 
Section 304 (A.C.A. § 4-43-304). The elim- 
ination of the requirement that the certif- 
icate of limited partnership identify all 
limited partners and their respective cap- 
ital contributions may have rendered 
paragraph (e) (A.C.A. § 4-48-202(e)) an 
obsolete and unnecessary vestige. The 
principal, if not the sole, purpose of para- 
graph (e) in the 1976 Act was to protect 
limited partners newly admitted to a part- 
nership from being held liable as general 
partners when an amendment to the cer- 
tificate identifying them as limited part- 
ners and describing their contributions 
was not filed contemporaneously with 
their admission to the partnership. Such 
liability cannot arise under the 1985 Act 
because such information is not required 
to be stated in the certificate. Neverthe- 
less, the 1985 Act retains paragraph (e) 
(A.C.A. § 4-43-202(e)) because it is protec- 
tive of partners, shielding them from lia- 
bility to the extent its provisions apply, 
and does not create or impose any liability. 

Paragraph (f) (A.C.A. § 4-43-202(f)) is 
added in the 1985 Act to provide explicit 
statutory recognition of the common prac- 
tice of restating an amended certificate of 
limited partnership. While a limited part- 
nership seeking to amend its certificate of 
limited partnership may do so by record- 
ing a restated certificate which incorpo- 
rates the amendment, that is by no means 
the only purpose or function of a restated 
certificate, which may be filed for the sole 
purpose of restating in a single integrated 
instrument all the provisions of a limited 
partnership’s certificate of limited part- 
nership which are then in effect. 


Comment to Section 203 (A.C.A. § 4-43-203) 


Section 203 (A.C.A. § 4-438-203) 
changes Section 24 of the 1916 Act by 
making it clear that the certificate of can- 
cellation should be filed upon the com- 


mencement of winding up of the limited 
partnership. Section 24 provided for can- 
cellation “when the partnership is dis- 
solved.” 
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Comment to Section 204 (A.C.A. § 4-43-204) 


Section 204 (A.C.A. § 4-43-204) collects 
in one place the formal requirements for 
the execution of certificates which were 
set forth in Sections 2 and 25 of the 1916 
Act. Those sections required that each 
certificate be signed by all partners, and 
there developed an unnecessarily cumber- 
some practice of having each limited part- 
ner sign powers of attorney to authorize 
the general partners to execute certifi- 
cates of amendment on their behalf. The 
1976 Act, while simplifying the execution 
requirements, nevertheless required that 
an original certificate of limited partner- 
ship be signed by all partners and a cer- 
tificate of amendment by all new partners 
being admitted to the limited partnership. 
However, the certificate of limited part- 
nership is no longer required to include 
the name or capital contribution of any 


limited partner. Therefore, while the 1985 
Act still requires all general partners to 
sign the original certificate of limited 
partnership, no limited partner is re- 
quired to sign any certificate. Certificates 
of amendment are required to be signed 
by only one general partner and all gen- 
eral partners must sign certificates of can- 
cellation. The requirement in the 1916 Act 
that all certificates be sworn was deleted 
in the 1976 and 1985 Acts as potentially 
an unfair trap for the unwary (see, e.g., 
Wisniewski v. Johnson, 223 Va. 141, 286 
S.E.2d 223 (1982)); in its place, paragraph 
(c) (A.C.A. § 4-43-204(c)) now provides, as 
a matter of law, that the execution of a 
certificate by a general partner subjects 
him to the penalties of perjury for inaccu- 
racies in the certificate. 


Comment to Section 205 (A.C.A. § 4-43-205) 


Section 205 of the 1976 Act changed 
subdivisions (3) and (4) of Section 25 of the 
1916 Act by confining the persons who 
have standing to seek judicial interven- 
tion to partners and to those assignees 
who were adversely affected by the failure 
or refusal of the appropriate persons to file 
a certificate of amendment or cancella- 


tion. Section 205 (A.C.A. § 4-43-205) of 
the 1985 Act reverses that restriction, and 
provides that any person adversely af- 
fected by a failure or refusal to file any 
certificate (not only a certificate of cancel- 
lation or amendment) has standing to 
seek judicial intervention. 


Comment to Section 206 (A.C.A. § 4-43-206) 


Section 206 (A.C.A. § 4-43-206) first 
appeared in the 1976 Act. In addition to 
providing mechanics for the central filing 
system, the second sentence of this section 
does away with the requirement, formerly 
imposed by some local filing officers, that 
persons who have executed certificates 
under a power of attorney exhibit exe- 


cuted copies of the power of attorney itself. 
Paragraph (b) (A.C.A. § 4-43-206(b)) 
changes subdivision (5) of Section 25 of 
the 1916 Act by providing that certificates 
of cancellation are effective upon their 
effective date under Section 203 (A.C.A. 
§ 4-43-203). 


Comment to Section 207 (A.C.A. § 4-43-207) 


Section 207 (A.C.A. § 4-438-207) 
changes Section 6 of the 1916 Act by 
providing explicitly for the liability of per- 
sons who sign a certificate as agent under 


a power of attorney and by confining the 
obligation to amend a certificate of limited 
partnership in light of future events to 
general partners. 
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Comment to Section 208 (A.C.A § 4-43-208) 


Section 208 (A.C.A. § 4-43-208) first 
appeared in the 1976 Act, and referred to 
the certificate’s providing constructive no- 
tice of the status as limited partners of 
those so identified therein. The 1985 Act’s 
deletion of any requirement that the cer- 
tificate name limited partners required 
that Section 208 (A.C.A. § 4-43-208) be 
modified accordingly. 

By stating that the filing of a certificate 
of limited partnership only results in no- 
tice of the general liability of the general 


partners, Section 208 (A.C.A. § 4-43-208) 
obviates the concern that third parties 
may be held to have notice of special 
provisions set forth in the certificate. 
While this section (A.C.A. § 4-43-208) is 
designed to preserve by implication the 
limited liability of limited partners, the 
implicit protection provided is not in- 
tended to change any liability of a limited 
partner which may be created by his ac- 
tion or inaction under the law of estoppel, 
agency, fraud, or the like. 


Comment to Section 209 (A.C.A. § 4-43-209) 


This section (A.C.A. § 4-43-209) first 
appeared in the 1976 Act. 


Comment to Section 301 (A.C.A. § 4-43-301) 


Section 301(a) (A.C.A. § 4-43-301(a)) is 
new; no counterpart was found in the 
1916 or 1976 Acts. This section (A.C.A. 
§ 4-43-301) imposes on the partnership 
an obligation to maintain in its records 
the date each limited partner becomes a 
limited partner. Under the 1976 Act, one 
could not become a limited partner until 
an appropriate certificate reflecting his 
status as such was filed with the Secre- 
tary of State. Because the 1985 Act elim- 
inates the need to name limited partners 
in the certificate of limited partnership, 
an alternative mechanism had to be es- 
tablished to evidence the fact and date of a 
limited partner’s admission. The partner- 
ship records required to be maintained 


under Section 105 (A.C.A. § 4-43-105) 
now serve that function, subject to the 
limitation that no person may become a 
limited partner before the partnership is 
formed (Section 201(b)) (A.C.A. § 4-43- 
201(b)). 

Subdivision (1) of Section 301(b) (A.C.A. 
§ 4-43-301(b)(1)) adds to Section 8 of the 
1916 Act an explicit recognition of the fact 
that unanimous consent of all partners is 
required for admission of new limited 
partners unless the partnership agree- 
ment provides otherwise. Subdivision (2) 
(A.C.A. § 4-43-301(b)(2)) is derived from 
Section 19 of the 1916 Act but abandons 
the former terminology of “substituted 
limited partner.” 


Comment to Section 302 (A.C.A. § 4-43-302) 


Section 302 (A.C.A. § 4-43-302) first 
appeared in the 1976 Act, and must be 
read together with subdivision (b)(6) of 
Section 303 (A.C.A. § 4-43-303(b)(6)). Al- 
though the 1916 Act did not speak specif- 
ically of the voting powers of limited part- 
ners, it was not uncommon for 
partnership agreements to grant such 
powers to limited partners. Section 302 
(A.C.A. § 4-43-302) is designed only to 
make it clear that the partnership agree- 
ment may grant such power to limited 
partners. If such powers are granted to 


limited partners beyond the “safe harbor” 
of subdivision (6) or (8) of Section 303(b) 
(A.C.A. §§ 4-43-303(b)(6) and (8)), a court 
may (but of course need not) hold that, 
under the circumstances, the limited part- 
ners have participated in “control of the 
business” within the meaning of Section 
303(a) (A.C.A. § 4-43-303(a)). Section 
303(c) (A.C.A. § 4-43-303(c)) makes clear 
that the exercise of powers beyond the 
ambit of Section 303(b) (A.C.A. § 4-43- 
303(b)) is not ipso facto to be taken as 
taking part in the control of the business. 
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Comment to Section 303 (A.C.A. § 4-43-303) 


Section 303 (A.C.A. § 4-43-303) makes 
several important changes in Section 7 of 
the 1916 Act. The first sentence of Section 
303(a) (A.C.A. § 4-43-303(a)) differs from 
the text of Section 7 of the 1916 Act in that 
it speaks of participating (rather than 
taking part) in the control of the business; 
this was done for the sake of consistency 
with the second sentence of Section 303(a) 
(A.C.A. § 4-43-303(a)), not to change the 
meaning of the text. It is intended that 
judicial decisions interpreting the phrase 
“takes part in the control of the business” 
under the prior uniform law will remain 
applicable to the extent that a different 
result is not called for by other provisions 
of Section 303 (A.C.A. § 4-43-303) and 
other provisions of the Act. The second 
sentence of Section 303(a) (A.C.A. § 4-43- 
303(a)) reflects a wholly new concept in 
the 1976 Act that has been further modi- 
fied in the 1985 Act. It was adopted partly 
because of the difficulty of determining 
when the “control” line has been over- 
stepped, but also (and more importantly) 
because of a determination that it is not 


sound public policy to hold a limited part- 
ner who is not also a general partner 
liable for the obligations of the partner- 
ship except to persons who have done 
business with the limited partnership rea- 
sonably believing, based on the limited 
partner’s conduct, that he is a general 
partner. Paragraph (b) (A.C.A. § 4-43- 
303(b)) is intended to provide a “safe har- 
bor” by enumerating certain activities 
which a limited partner may carry on for 
the partnership without being deemed to 
have taken part in control of the business. 
This “safe harbor” list has been expanded 
beyond that set out in the 1976 Act to 
reflect case law and statutory develop- 
ments and more clearly to assure that 
limited partners are not subjected to gen- 
eral liability where such liability is inap- 
propriate. Paragraph (d) (A.C.A. § 4-43- 
303(d)) is derived from Section 5 of the 
1916 Act, but adds as a condition to the 
limited partner’s liability the requirement 
that a limited partner must have know- 
ingly permitted his name to be used in the 
name of the limited partnership. 


Comment to Section 304 (A.C.A. § 4-43-304) 


Section 304 (A.C.A. § 4-43-304) is de- 
rived from Section 11 of the 1916 Act. The 
“good faith” requirement has been added 
in the first sentence of Section 304(a) 
(A.C.A. § 4-43-304(a)). The provisions of 
subdivision (2) of Section 304(a) (A.C.A. 
§ 4-43-304(a)(2)) are intended to clarify 
an ambiguity in the prior law by providing 
that a person who chooses to withdraw 
from the enterprise in order to protect 
himself from liability is not required to 
renounce any of his then current interest 
in the enterprise so long as he has no 
further participation as an equity partici- 
pant. Paragraph (b) (A.C.A. § 4-43- 
304(b)) preserves the liability of the equity 
participant prior to withdrawal by such 
person from the limited partnership or 
amendment to the certificate demonstrat- 


ing that such person is not a general 


partner to any third party who has trans- 
acted business with the person believing 


in good faith that he was a general part- 
ner. 

Evidence strongly suggests that Section 
11 of the 1916 Act and Section 304 of the 
1976 Act were rarely used, and one might 
expect that Section 304 (A.C.A. § 4-43- 
304) of the 1985 Act may never have to be 
used. Section 11 of the 1916 Act and Sec- 
tion 304 of the 1976 Act could have been 
used by a person who invested in a limited 
partnership believing he would be a lim- 
ited partner but who was not identified as 
a limited partner in the certificate of lim- 
ited partnership. However, because the 
1985 Act does not require limited partners 
to be named in the certificate, the only 
situation to which Section 304 (A.C.A. 
§ 4-43-304) would now appear to be appli- 
cable is one in which a person intending to 
be a limited partner was erroneously iden- 
tified as a general partner in the certifi- 
cate. 
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Comment to Section 305 (A.C.A. § 4-43-305) 


Section 305 (ACA. § 4-43-305) 
changes and restates the rights of limited 
partners to information about the part- 
nership formerly provided by Section 10 of 
the 1916 Act. Its importance has increased 
as a result of the 1985 Act’s substituting 
the records of the partnership for the 
certificate of limited partnership as the 
place where certain categories of informa- 
tion are to be kept. 

Section 305 (A.C.A. § 4-43-305), which 
should be read together with Section 
105(b) (A.C.A. § 4-43-105(b)), provides a 


mechanism for limited partners to obtain 
information about the partnership useful 
to them in making decisions concerning 
the partnership and their investments in 
it. Its purpose is not to provide a mecha- 
nism for competitors of the partnership or 
others having interests or agendas ad- 
verse to the partnership’s to subvert the 
partnership’s business. It is assumed that 
courts will protect limited partnerships 
from abuses and attempts to misuse Sec- 
tion 305 (A.C.A. § 4-43-305) for improper 
purposes. 


Comment to Section 401 (A.C.A. § 4-43-401) 


Section 401 (A.C.A. § 4-43-401) is de- 
rived from, but represents a significant 
departure from, Section 9(1)(e) of the 1916 
Act and Section 401 of the 1976 Act, which 
required, as a condition to the admission 
of an additional general partner, that all 
limited partners consent and that such 
consent specifically identify the general 
partner involved. Section 401 (A.C.A. § 4- 


43-401) of the 1985 Act provides that the 
written partnership agreement deter- 
mines the procedure for authorizing the 
admission of additional general partners, 
and that the written consent of all part- 
ners is required only when the partner- 
ship agreement fails to address the ques- 
tion. 


Comment to Section 402 (A.C.A. § 4-43-402) 


Section 402 (A.C.A. § 4-43-402) ex- 
pands considerably the provisions of Sec- 
tion 20 of the 1916 Act, which provided for 
dissolution in the event of the retirement, 
death or insanity of a general partner. 
Subdivisions (1), (2) and (3) (A.C.A. § 4- 
43-402(1), (2), and (3)) recognize that the 
general partner’s agency relationship is 
terminable at will, although it may result 
in a breach of the partnership agreement 
giving rise to an action for damages. Sub- 
divisions (4) and (5) (A.C.A. § 4-43-402(4) 
and (5)) reflect a judgment that, unless 
the limited partners agree otherwise, they 
ought to have the power to rid themselves 
of a general partner who is in such dire 
financial straits that he is the subject of 
proceedings under the National Bank- 
ruptcy Code or a similar provision of law. 
Subdivisions (6) through (10) (A.C.A. § 4- 


43-402(6) — (10)) simply elaborate on the 
notion of death in the case of a general 
partner who is not a natural person. Sub- 
divisions (4) and (5) (A.C.A. § 4-43-402(4) 
and (5)) differ from their counterparts in 
the 1976 Act, reflecting the policy under- 
lying the 1985 revision of Section 201 
(A.C.A. § 4-43-201), that the partnership 
agreement, not the certificate of limited 
partnership, is the appropriate document 
for setting out most provisions relating to 
the respective powers, rights and obliga- 
tions of the partners inter se. Although 
the partnership agreement need not be 
written, the 1985 Act provides that, to 
protect the partners from fraud, these and 
certain other particularly significant pro- 
visions must be set out in a written part- 
nership agreement to be effective for the 
purposes described in the Act. 
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Comment to Section 403 (A.C.A. § 4-43-403) 


Section 403 (A.C.A. § 4-43-403) is de- 
rived from Section 9(1) of the 1916 Act. 


Comment to Section 404 (A.C.A. § 4-43-404) 


Section 404 (A.C.A. § 4-43-404) is de- 
rived from Section 12 of the 1916 Act and 
makes clear that the partnership agree- 


ment may provide that a general partner 
who is also a limited partner may exercise 
all of the powers of a limited partner. 


Comment to Section 405 (A.C.A. § 4-43-405) 


Section 405 (A.C.A. § 4-43-405) first 
appeared in the 1976 Act and is intended 
to make it clear that the Act does not 


require that the limited partners have any 
right to vote on matters as a separate 
class. 


Comment to Section 501 (A.C.A. § 4-43-501) 


As noted in the comment to Section 101 
(A.C.A. § 4-43-101), the explicit permis- 


sion to make contributions of services ex- 
pands Section 4 of the 1916 Act. 


Comment to Section 502 (A.C.A. § 4-43-502) 


Section 502(a) (A.C.A. § 4-43-502(a)) is 
new; it has no counterpart in the 1916 or 
1976 Act. Because, unlike the prior uni- 
form acts, the 1985 Act does not require 
that promises to contribute cash, property, 
or services be described in the limited 
partnership certificate, to protect against 
fraud it requires instead that such impor- 
tant promises be in a signed writing. 

Although Section 17(1) of the 1916 Act 
required a partner to fulfill his promise to 
make contributions, the addition of contri- 


butions in the form of a promise to render 
services means that a partner who is 
unable to perform those services because 
of death or disability as well as because of 
an intentional default is required to pay 
the cash value of the services unless the 
partnership agreement provides other- 
wise. 

Subdivision (c) (A.C.A. § 4-43-502(c)) is 
derived from, but expands upon, Section 
17(3) of the 1916 Act. 


Comment to Section 503 (A.C.A. § 4-43-503) 


Section 503 (A.C.A. § 4-43-503) first 
appeared in the 1976 Act. The 1916 Act 
did not provide the basis on which part- 
ners would share profits and losses in the 
absence of agreement. The 1985 Act dif- 
fers from its counterpart in the 1976 Act 
by requiring that, to be effective, the part- 


nership agreement provisions concerning 
allocation of profits and losses be in writ- 
ing, and by its reference to records re- 
quired to be kept pursuant to Section 105 
(A.C.A. § 4-43-105), the latter reflecting 
the 1986 changes in Section 201 (A.C.A. 
§ 4-43-201). 


Comment to Section 504 (A.C.A. § 4-43-504) 


Section 504 (A.C.A. § 4-43-504) first 
appeared in the 1976 Act. The 1916 Act 
did not provide the basis on which part- 
ners would share distributions in the ab- 
sence of agreement. Section 504 (A.C.A. 
§ 4-43-504) also differs from its counter- 
part in the 1976 Act by requiring that, to 


be effective, the partnership agreement 
provisions concerning allocation of distri- 
butions be in writing, and in its reference 
to records required to be kept pursuant to 
Section 105 (A.C.A. § 4-43-105), the latter 
reflecting the 1985 changes in Section 201 
(A.C.A. § 4-43-201). This section also rec- 
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in distributions on a basis different from 
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that on which they share in profits and 
losses. 


Comment to Section 601 (A.C.A. § 4-43-601) 


Section 601 (A.C.A. § 4-43-601) first 
appeared in the 1976 Act. The 1976 Act 
provisions have been modified to reflect 


the 1985 changes made in Section 201 
(A.C.A. § 4-43-201). 


Comment to Section 602 (A.C.A. § 4-43-602) 


Section 602 (A.C.A. § 4-43-602) first 
appeared in the 1976 Act, but is generally 


derived from Section 38 of the Uniform 
Partnership Act. 


Comment to Section 603 (A.C.A. § 4-43-603) 


Section 603 (A.C.A. § 4-43-603) is de- 
rived from Section 16 of the 1916 Act. The 
1976 Act provision has been modified to 
reflect the 1985 changes made in Section 
201 (A.C.A. § 4-43-201). This section ad- 
ditionally reflects the policy determina- 
tion, also embodied in certain other sec- 
tions of the 1985 Act, that to avoid fraud, 


agreements concerning certain matters of 
substantial importance to the partners 
will be enforceable only if in writing. If the 
partnership agreement does provide, in 
writing, whether a limited partner may 
withdraw and, if he may, when and on 
what terms and conditions, those provi- 
sions will control. 


Comment to Section 604 (A.C.A. § 4-43-604) 


Section 604 (A.C.A. § 4-43-604) first 
appeared in the 1976 Act. It fixes the 
distributive share of a withdrawing part- 


ner in the absence of an agreement among 
the partners. 


Comment to Section 605 (A.C.A. § 4-43-605) 


The first sentence of Section 605 (A.C.A. 
§ 4-43-605) is derived from Section 16(3) 
of the 1916 Act; it also differs from its 
counterpart in the 1976 Act, reflecting the 
1985 changes made in Section 201 (A.C.A. 
§ 4-43-201). The second sentence first ap- 


peared in the 1976 Act, and is intended to 
protect a limited partner (and the remain- 
ing partners) against a distribution in 
kind of more than his share of particular 
assets. 


Comment to Section 606 (A.C.A. § 4-43-606) 


Section 606 (A.C.A. § 4-43-606) first 
appeared in the 1976 Act, and is intended 
to make it clear that the right of a partner 
to receive a distribution, as between the 
partners, is not subject to the equity risks 
of the enterprise. On the other hand, since 
partners entitled to distributions have 
creditor status, there did not seem to be a 


need for the extraordinary remedy of Sec- 
tion 16(4)(a) of the 1916 Act, which 
granted a limited partner the right to seek 
dissolution of the partnership if he was 
unsuccessful in demanding the return of 
his contribution. It is more appropriate for 
the partner to simply sue as an ordinary 
creditor and obtain a judgment. 
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Comment to Section 607 (A.C.A. § 4-43-607) 


Section 607 (A.C.A. § 4-43-607) is de- 
rived from Section 16(1)(a) of the 1916 
Act. 


Comment to Section 608 (A.C.A. § 4-43-608) 


Paragraph (a) (A.C.A. § 4-43-608(a)) is 
derived from Section 17(4) of the 1916 Act, 
but the one year statute of limitations has 
been added. Paragraph (b) (A.C.A. § 4-43- 
608(b)) is derived from Section 17(2)(b) of 
the 1916 Act but, again, a statute of limi- 
tations has been added. 

Paragraph (c) (A.C.A. § 4-43-608(c)) 
first appeared in the 1976 Act. The provi- 


sions of former Section 17(2) that referred 
to the partner holding as “trustee” any 
money or specific property wrongfully re- 
turned to him have been eliminated. Para- 
graph (c) (A.C.A. § 4-43-608(c)) in the 
1985 Act also differs from its counterpart 
in the 1976 Act to reflect the 1985 changes 
made in Sections 105 and 201 (A.C.A. 
§§ 4-43-105 and 4-43-201). 


Comment to Section 701 (A.C.A. § 4-43-701) 


This section is derived from Section 18 
of the 1916 Act. 


Comment to Section 702 (A.C.A. § 4-43-702) 


Section 19(1) of the 1916 Act provided 
simply that “a limited partner’s interest is 
assignable”, raising a question whether 
any limitations on the right of assignment 
were permitted. While the first sentence 
of Section 702 (A.C.A. § 4-43-702) recog- 
nizes that the power to assign may be 
restricted in the partnership agreement, 


there was no intention to affect in any way 
the usual rules regarding restraints on 
alienation of personal property. The sec- 
ond and third sentences of Section 702 
(A.C.A. § 4-43-702) are derived from Sec- 
tion 19(3) of the 1916 Act. The last sen- 
tence first appeared in the 1976 Act. 


Comment to Section 703 (A.C.A. § 4-43-703) 


Section 703 (A.C.A. § 4-43-703) is de- 
rived from Section 22 of the 1916 Act but 
has not carried over some provisions that 
were thought to be superfluous. For exam- 
ple, references in Section 22(1) to specific 
remedies have been omitted, as has a 


prohibition in Section 22(2) against dis- 
charge of the lien with partnership prop- 
erty. Ordinary rules governing the reme- 
dies available to a creditor and the 
fiduciary obligations of general partners 
will determine those matters. 


Comment to Section 704 (A.C.A. § 4-43-704) 


Section 704 (A.C.A. § 4-43-704) is de- 
rived from Section 19 of the 1916 Act, but 
paragraph (b) (A.C.A. § 4-43-704(b)) de- 
fines more narrowly than Section 19 the 
obligations of the assignor that are auto- 


matically assumed by the assignee. Sec- 
tion 704 (A.C.A. § 4-43-704) of the 1985 
Act also differs from the 1976 Act to reflect 
the 1985 changes made in Section 201 
(A.C.A. § 4-43-201). 
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Comment to Section 705 (A.C.A. § 4-43-705) 


Section 705 (A.C.A. § 4-43-705) is de- 
rived from Section 21(1) of the 1916 Act. 
Former Section 21(2), making a deceased 
limited partner’s estate liable for his lia- 


bilities as a limited partner was deleted as 
superfluous, with no intention of changing 
the liability of the estate. 


Comment to Section 801 (A.C.A. § 4-43-801) 


Section 801 (A.C.A. § 4-43-801) merely 
collects in one place all of the events 
causing dissolution. Paragraph (3)* is de- 
rived from Sections 9(1)(g) and 20 of the 
1916 Act, but adds the 90-day grace pe- 
riod. Section 801 (A.C.A. § 4-43-801) also 
differs from its counterpart in the 1976 
Act to reflect the 1985 changes made in 
Section 201 (A.C.A. § 4-43-201). 


*This reference does not reflect the 
changes in the 1985 Act which redesig- 
nated Section 801(3) of the 1976 Act as 
Section 801(4) (A.C.A. § 4-43-801(4)). 


Comment to Section 802 (A.C.A. § 4-43-802) 


Section 802 (A.C.A. § 4-43-802) first 
appeared in the 1976 Act. 


Comment to Section 803 (A.C.A. § 4-43-803) 


Section 803 (A.C.A. § 4-43-803) first 
appeared in the 1976 Act, and is derived 


in part from Section 37 of the Uniform 
Partnership Act. 


Comment to Section 804 (A.C.A. § 4-43-804) 


Section 804 (A.C.A. § 4-43-804) revises 
Section 23 of the 1916 Act by providing 
that (1) to the extent partners are also 
creditors, other than in respect of their 
interests in the partnership, they share 
with other creditors, (2) once the partner- 
ship’s obligation to make a distribution 


accrues, it must be paid before any other 
distributions of an “equity” nature are 
made, and (3) general and limited part- 
ners rank on the same level except as 
otherwise provided in the partnership 
agreement. 


Comment to Section 901 (A.C.A. § 4-43-901) 


Section 901 (A.C.A. § 4-43-901) first 
appeared in the 1976 Act. 


Comment to Section 902 (A.C.A. § 4-43-902) 


Section 902 (A.C.A. § 4-43-902) first 
appeared in the 1976 Act. It was thought 
that requiring a full copy of the certificate 
of limited partnership and all amend- 
ments thereto to be filed in each state in 
which the partnership does business 
would impose an unreasonable burden on 
interstate limited partnerships and that 
the information Section 902 (A.C.A. § 4- 
43-902) required to be filed would be suf- 


ficient to tell interested persons where 
they could write to obtain copies of those 
basic documents. Subdivision (3) of the 
1976 Act has been omitted, and subdivi- 
sions (6) and (7) (A.C.A. § 4-43-902(6) and 
(7)) differ from their counterparts in the 
1976 Act, to conform these provisions re- 
lating to the registration of foreign limited 
partnerships to the corresponding 
changes made by the Act in the provisions 
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relating to domestic limited partnerships. 
The requirement that an application for 
registration be sworn to by a general part- 
ner is simply intended to produce the 
same result as is provided for in Section 
204(c) (A.C.A. § 4-43-204(c)) with respect 
to certificates of domestic limited partner- 
ships; the acceptance and endorsement by 
the Secretary of State (or equivalent au- 
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thority) of an application which was not 
sworn by a general partner should be 
deemed a mere technical and insubstan- 
tial shortcoming, and should not result in 
the limited partners’ being subjected to 
general liability for the obligations of the 
foreign limited partnership (See Section 
907(c)) (A.C.A. § 4-43-907(c)). 


Comment to Section 903 (A.C.A. § 4-43-903) 


Section 903 (A.C.A. § 4-43-903) first 
appeared in the 1976 Act. 


Comment to Section 904 (A.C.A. § 4-43-904) 


Section 904 (A.C.A. § 4-43-9004) first 
appeared in the 1976 Act. 


Comment to Section 905 (A.C.A § 4-43-905) 


Section 905 (A.C.A. § 4-43-905) first 
appeared in the 1976 Act. It corresponds 
to the provisions of Section 202(c) (A.C.A. 


§ 4-43-202(c)) relating to domestic limited 
partnerships. 


Comment to Section 906 (A.C.A. § 4-43-906) 


Section 906 (A.C.A. § 4-43-906) first 
appeared in the 1976 Act. 


Comment to Section 907 (A.C.A. § 4-43-907) 


Section 907 (A.C.A. § 4-43-907) first 
appeared in the 1976 Act. 


Comment to Section 908 (A.C.A. § 4-43-908) 


Section 908 (A.C.A. § 4-43-908) first 
appeared in the 1976 Act. 


Comment to Section 1001 (A.C.A. § 4-43-1001) 


Section 1001 (A.C.A. § 4-43-1001) first 
appeared in the 1976 Act. 


Comment to Section 1002 (A.C.A. § 4-43-1002) 


Section 1002 (A.C.A. § 4-43-1002) first 
appeared in the 1976 Act. 
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Comment to Section 1003 (A.C.A § 4-43-1003) 


Section 1008 (A.C.A. § 4-43-1003) first 
appeared in the 1976 Act. 


Comment to Section 1004 (A.C.A. § 4-43-1004) 


Section 1004 (A.C.A. § 4-43-1004) first 
appeared in the 1976 Act. 


Comment to Section 1101 (A.C.A. § 4-43-1101) 


Because the principles set out in Sec- 
tions 28(1) and 29 of the 1916 Act have 
become so universally established, it was 
felt that the 1976 and 1985 Acts need not 


contain express provisions to the same 
effect. However, it is intended that the 
principles enunciated in those provisions 
of the 1916 Act also apply to this Act. 


Comment to Section 1104 (A.C.A. § 4-43-1104) * 


Subdivisions (6) and (7) did not appear 
in Section 1104 of the 1976 Act. They are 
included in the 1985 Act to ensure that the 
application of the Act to limited partner- 
ships formed and existing before the Act 
becomes effective would not violate consti- 
tutional prohibitions against the impair- 
ment of contracts. 


*The version adopted by the Arkansas 
General Assembly varies from this uni- 
form act. 


Comment to Section 1105 (A.C.A. § 4-43-1105) 


The result provided for in Section 1105 
(A.C.A. § 4-43-1107) would obtain even in 
its absence in a jurisdiction which had 


adopted the Uniform Partnership Act, by 
operation of Section 6 of that act. 


Comment to Section 1106 (A.C.A. § 4-43-1106) * 


Section 1106 did not appear in the 1976 
Act. It was included in the 1985 Act to 
ensure that the application of the Act to 
limited partnerships formed and existing 
before the Act becomes effective would not 
violate constitutional prohibitions against 
the impairment of contracts. 


*The version adopted by the Arkansas 
General Assembly varies from this uni- 
form act. 


UNIFORM FRAUDULENT TRANSFER ACT 
(§ 4-59-201 ET SEQ.) 


Prefatory Note 


The Uniform Fraudulent Conveyance 
Act was promulgated by the Conference of 
Commissioners on Uniform State Laws in 
1918. The Act has been adopted in 25 
jurisdictions, including the Virgin Islands. 
It has also been adopted in the sections of 
the Bankruptcy Act of 1938 and the Bank- 
ruptcy Reform Act of 1978 that deal with 
fraudulent transfers and obligations. 

The Uniform Act was a codification of 
the “better” decisions applying the Statute 
of 13 Elizabeth. See Analysis of H.R. 
12339, 74th Cong., 2d Sess. 213 (1936). 
The English statute was enacted in some 
form in many states, but, whether or not 
so enacted, the voidability of fraudulent 
transfer was part of the law of every 
American jurisdiction. Since the intent to 
hinder, delay, or defraud creditors is sel- 
dom susceptible of direct proof, courts 
have relied on badges of fraud. The weight 
given these badges varied greatly from 
jurisdiction, and the Conference sought to 
minimize or eliminate the diversity by 
providing that proof of certain fact combi- 
nations would conclusively establish 
fraud. In the absence of evidence of the 
existence of such facts, proof of a fraudu- 
lent transfer was to depend on the evi- 
dence of actual intent. An important re- 
form effected by the Uniform Act was the 
elimination of any requirement that a 
creditor have obtained a judgment or ex- 
ecution returned unsatisfied before bring- 
ing an action to avoid a transfer as fraud- 
ulent. See American Surety Co. v. Conner, 
251 N.Y. 1, 166 N.E. 783, 67 A.L.R. 244 
(1929) (per C.J. Cardozo). 

The Conference was persuaded in 1979 
to appoint a committee to undertake a 
study of the Uniform Act with a view to 
preparing the draft of a revision. The 
Conference was influenced by the follow- 
ing considerations: 

(1) The Bankruptcy Reform Act of 1978 
has made numerous changes in the sec- 
tion of that Act dealing with fraudulent 
transfers and obligations, thereby sub- 
stantially reducing the correspondence of 
the provisions of the federal bankruptcy 


law on fraudulent transfers with the Uni- 
form Act. 

(2) The Committee on Corporate Laws 
of the Section of Corporations, Banking & 
Business Law of the American Bar Asso- 
ciation, engaged in revising the Model 
Corporation Act, suggested that the Con- 
ference review provisions of the Uniform 
Act with a view to determining whether 
the Acts are consistent in respect to the 
treatment of dividend distributions. 

(3) The Uniform Commercial Code, en- 
acted at least in part by all 50 states, had 
substantially modified related rules of law 
regulating transfers of personal property, 
notable by facilitating the making and 
perfection of security transfers against 
attack by unsecured creditors. 

(4) Debtors and trustees in a number of 
cases have avoided foreclosure of security 
interests by invoking the fraudulent 
transfer section of the Bankruptcy Reform 
Act. 

(5) The Model Rules of Professional 
Conduct adopted by the House of Dele- 
gates of the American Bar Association on 
August 2, 1983, forbid a lawyer to counsel 
or to assist a client in conduct that the 
lawyer knows is fraudulent. 

The Drafting Committee appointed by 
the Conference held its first meeting in 
January of 1983. A first reading of a draft 
of the revision of the Uniform Fraudulent 
Conveyance Act was had at the Confer- 
ence’s meeting in Boca Raton, Florida, on 
July 27, 1983. The Committee held four 
meetings in addition to a meeting held in 
connection with the Conference meeting 
in Boca Raton. Meetings were also at- 
tended by the following representatives of 
interested organizations: 

Robert Rosenberg, Esq., of the Ameri- 
can Bar Association; 

Richard Cherin, Esq., of the Commer- 
cial Financial Services Committee of the 
Corporation, Banking and Business Law 
Section of the American Bar Association; 

Robert Zinman, Esq., of the American 
College of Real Estate Lawyers; 

Bruce Bernstein, Esq., of the National 
Commercial Finance Association; 
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Ernest E. Specks, Esq., of the Real 
Property, Probate and Trust Law Section 
of the American Bar Association. 

The Committee determined to rename 
the Act the Uniform Fraudulent Transfer 
Act in recognition of its applicability to 
transfers of personal property as well as 
real property, “conveyance” having a con- 
notation restricting it to a transfer of 
personal property. As noted in Comment 
(2) accompanying § 1(2) (A.C.A. § 4-59- 
201 (2)) and Comment 8 accompanying 
§ 4 (A.C.A. § 4-59-204), however, this 
Act, like the original Uniform Act, does 
not purport to cover the whole law of 
voidable transfers and obligations. The 
limited scope of the original Act did not 
impair its effectiveness in achieving uni- 
formity in the areas covered. See 
McLaughlin, Application of the Uniform 
Fraudulent Conveyance Act, 46 
Harv.L.Rev. 404, 405 (1933). 

The basic structure and approach of the 
Uniform Fraudulent Conveyance Act are 
preserved in the Uniform Fraudulent 
Transfer Act. There are two sections in the 
new Act delineating what transfers and 
obligations are fraudulent. Section 4(a) 
(A.C.A. § 4-59-204(a)) is an adaptation of 
three sections of the U.F.C.A.; § 5(a) 
(A.C.A. § 4-59-205(a)) is an adaptation of 
another section of the U.F.C.A.; and § 5(b) 
(A.C.A. § 4-59-205(b)) is new. One section 
of the U.F.C.A. (§ 8) is not carried forward 
into the new Act because deemed to be 
redundant in part and in part susceptible 
of inequitable application. Both Acts de- 
clare a transfer made or an obligation 
incurred with actual intent to hinder, de- 
lay, or defraud creditors to be fraudulent. 
Both Acts render a transfer made or obli- 
gation incurred without adequate consid- 
eration to be constructively fraudulent — 
i.e., without regard to the actual intent of 
the parties — under one of the following 
conditions: 

(1) the debtor was left by the transfer 
or obligation with unreasonably small as- 
sets for a transaction or the business in 
which he was engaged; 

(2) the debtor intended to incur, or be- 
lieved that he would incur, more debts 
than he would be able to pay; or 

(3) the debtor was insolvent at the time 
or as a result of the transfer or obligation. 
As under the original Uniform Fraudulent 
Conveyance Act a transfer or obligation 
that is constructively fraudulent because 
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insolvency concurs with or follows failure 
to receive adequate consideration is void- 
able only by a creditor in existence at the 
time the transfer occurs or the obligation 
is incurred. Either an existing or subse- 
quent creditor may avoid a transfer or 
obligation for inadequate consideration 
when accompanied by the financial condi- 
tion specified in § 4(a)(2)(i) (A.C.A. § 4- 
59-204(a)(2)(i)) or the mental state speci- 
fied in § 4(a)(2)Gi) (A.C.A. § 4-59- 
204(a)(2){ii)). 

Reasonably equivalent value is required 
in order to constitute adequate consider- 
ation under the revised Act. The revision 
follows the Bankruptcy Code in eliminat- 
ing good faith on the part of the transferee 
or obligee as an issue in the determination 
of whether adequate consideration is 
given by a transferee or obligee. The new 
Act, like the Bankruptcy Act, allows the 
transferee or the obligee to show good 
faith in defense after a creditor estab- 
lishes that a fraudulent transfer has been 
made or a fraudulent obligation has been 
incurred. Thus a showing by a defendant 
that a reasonable equivalent has been 
given in good faith for a transfer or obli- 
gation is a complete defense although the 
debtor is shown to have intended to 
hinder, delay, or defraud creditors. 

A good faith transferee or obligee who 
has given less than a reasonable equiva- 
lent is nevertheless allowed a reduction in 
a liability to the extent of the value given. 
The new Act, like the Bankruptcy Code, 
eliminates the provision of the Uniform 
Fraudulent Conveyance Act that enables 
a creditor to attack a security transfer on 
the ground that the value of the property 
transferred is disproportionate to the debt 
secured. The premise of the new Act is 
that the value of the interest transferred 
for security is measured by and thus cor- 
responds exactly to the debt secured. 
Foreclosure of a debtor’s interest by a 
regularly conducted, noncollusive sale on 
default under a mortgage or other security 
agreement may not be avoided under the 
Act as a transfer for less than a reason- 
ably equivalent value. 

The definition of insolvency under the 
Act is adapted from the definition of the 
term in the Bankruptcy Code. Insolvency 
is presumed from proof of a failure gener- 
ally to pay debts as they become due. 

The new Act adds a new category of 
fraudulent transfer, namely, a preferen- 
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tial transfer by an insolvent insider to a 
creditor who had reasonable cause to be- 
lieve the debtor to be insolvent. An insider 
is defined in much the same way as in the 
Bankruptcy Code and includes a relative, 
also defined as in the Bankruptcy Code, a 
director or officer of a corporate debtor, a 
partner, or a person in control of a debtor. 
This provision is available only to an ex- 
isting creditor. Its premise is that an in- 
solvent debtor is obliged to pay debts to 
creditors not related to him before paying 
those who are insiders. 

The new Act omits any provision di- 
rected particularly at transfers or obliga- 
tions of insolvent partnership debtors. 
Under § 8 of the Uniform Fraudulent 
Conveyance Act any transfer made or ob- 
ligation incurred by an insolvent partner- 
ship to a partner is fraudulent without 
regard to intent or adequacy of consider- 
ation. So categorical a condemnation of a 
partnership transaction with a partner 
may unfairly prejudice the interests of a 
partner’s separate creditors. The new Act 
also omits as redundant a provision in the 
original Act that makes fraudulent a 
transfer made or obligation incurred by an 
insolvent partnership for less than a fair 
consideration to the partnership. 

Section 7 (A.C.A. § 4-59-207) lists the 
remedies available to creditors under the 
new Act. It eliminates as unnecessary and 
confusing a differentiation made in the 
original Act between the remedies avail- 
able to holders of matured claims and 
those holding unmatured claims. Since 
promulgation of the Uniform Fraudulent 
Conveyance Act the Supreme Court has 
imposed restrictions on the availability 
and use of prejudgment remedies. As a 
result many states have amended their 
statutes and rules applicable to such rem- 
edies, and it is frequently unclear whether 
a state’s procedures include a prejudg- 
ment remedy against a fraudulent trans- 
fer or obligation. A bracketed paragraph is 
included in Section 7 (A.C.A. § 4-59-207) 
for adoption by those states that elect to 
make such a remedy available.* 
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Section 8 (A.C.A. § 4-59-208) prescribes 
the measure of liability of a transferee or 
obligee under the Act and enumerates 
defenses. Defenses against avoidance of a 
preferential transfer to an insider under 
§ 5(b) (A.C.A. § 4-59-205(b)) include an 
adaptation of defenses available under 
§ 547(c)\(2) and (4) of the Bankruptcy 
Code when such a transfer is sought to be 
avoided as a preference by the trustee in 
bankruptcy. In addition a_ preferential 
transfer may be justified when shown to 
be made pursuant to a good faith effort to 
stave off forced liquidation and rehabili- 
tate the debtor. Section 8 (A.C.A. § 4-59- 
208) also precludes avoidance, as a con- 
structively fraudulent transfer, of the 
termination of a lease on default or the 
enforcement of a security interest in com- 
pliance with Article 9 of the Uniform Com- 
mercial Code. 

The new Act includes a new section 
specifying when a transfer is made or an 
obligation is incurred. The section specify- 
ing the time when a transfer occurs is 
adapted from Section 548(d) of the Bank- 
ruptcy Code. Its premise is that if the law 
prescribes a mode for making the transfer 
a matter of public record or notice, it is not 
deemed to be made for any purpose under 
the Act until it has become such a matter 
of record or notice. 

The new Act also includes a statute of 
limitations that bars the right rather than 
the remedy on expiration of the statutory 
periods prescribed. The law governing 
limitations on actions to avoid fraudulent 
transfers among the states is unclear and 
full of diversity. The Act recognizes that 
laches and estoppel may operate to pre- 
clude a particular creditor from pursuing 
a remedy against a fraudulent transfer or 
obligation even though the statutory pe- 
riod of limitations has not run. 


* This paragraph was adopted by Arkan- 
sas as A.C.A. § 4-59-207(a)(2). 
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Comment to Section 1 (A.C.A. § 4-59-201) 


(1) The definition of “affiliate” is de- 
rived from § 101(2) of the Bankruptcy 
Code. 

(2) The definition of “asset” is substan- 
tially to the same effect as the definition of 
“assets” in § 1 of the Uniform Fraudulent 
Conveyance Act. The definition in this Act, 
unlike that in the earlier Act, does not, 
however, require a determination that the 
property is liable for the debts of the 
debtor. Thus, an unliquidated claim for 
damages resulting from personal injury or 
a contingent claim of a surety for reim- 
bursement, contribution, or subrogation 
may be counted as an asset for the pur- 
pose of determining whether the holder of 
the claim is solvent as a debtor under § 2 
(A.C.A. § 4-59-202) of this Act, although 
applicable law may not allow such an 
asset to be levied on and sold by a creditor. 
Cf. Manufacturers and Traders Trust Co. 
v. Goldman (In re Ollag Construction 
Equipment Corp.), 578 F.2d 904, 907-09 
(2d Cir. 1978). 

Subparagraphs (i) (A.C.A. § 4-59- 
201(2)G)), Gi) (A.C.A. § 4-59-201(2)(Gi1)) 
and (iii) (A.C.A. § 4-59-201(2)(i1)) provide 
clarification by excluding from the term 
not only generally exempt property but 
also an interest in a tenancy by the en- 
tirety in many states and an interest that 
is generally beyond reach by unsecured 
creditors because subject to a valid lien. 
This Act, like its predecessor and the 
Statute of 13 Elizabeth, declares rights 
and provides remedies for unsecured cred- 
itors against transfers that impede them 
in the collection of their claims. The laws 
protecting valid liens against impairment 
by levying creditors, exemption statutes, 
and the rules restricting levyability of 
interest in entireties property are limita- 
tions on the rights and remedies of unse- 
cured creditors, and it is therefore appro- 
priate to exclude property interests that 
are beyond the reach of unsecured credi- 
tors from the definition of “asset” for the 
purposes of this Act. 

A creditor of a joint tenant or tenant in 
common may ordinarily collect a judg- 
ment by process against the tenant’s in- 
terest, and in some states a creditor of a 
tenant by the entirety may likewise collect 
a judgment by process against the ten- 
ant’s interest. See 2 American Law of 


Property 10, 22, 28-32 (1952); Craig, An 
Analysis of Estates by the Entirety in 
Bankruptcy, 48 Am.Bankr.L.J. 255, 
258-59 (1974). The levyable interest of 
such a tenant is included as an asset 
under this Act. 

The definition of “assets” in the Uniform 
Fraudulent Conveyance Act excluded 
property that is exempt from liability for 
debts. The definition did not, however, 
exclude all property that cannot be 
reached by a creditor through judicial 
proceedings to collect a debt. Thus, it 


included the interest of a tenant by the 


entirety although in nearly half the states 
such an interest can not be subjected to 
liability for a debt unless it is an obliga- 
tion owned jointly by the debtor with his 
or her cotenant by the entirety. See 2 
American Law of Property 29 (1952); 
Craig, An Analysis of Estates by the En- 
tirety in Bankruptcy, 48 Am.Bankr.L.J. 
255, 258 (1974). The definition in this Act 
requires exclusion of interests in property 
held by tenants by the entirety that are 
not subject to collection process by a cred- 
itor without a right to proceed against 
both tenants by the entirety as joint debt- 
ors. 

The reference to “generally exempt” 
property in § 1(2)(4i) (A.C.A. § 4-59-201 
(2)(4i)) recognizes that all exemptions are 
subject to exceptions. Creditors having 
special rights against generally exempt 
property typically include claimants for 
alimony, taxes, wages, the purchase price 
of the property, and labor or materials 
that improve the property. See Uniform 
Exemptions Act § 10 and the accompany- 
ing Comment. The fact that a particular 
creditor may reach generally exempt 
property by resorting to judicial process 
does not warrant its inclusion as an asset 
in determining whether the debtor is in- 
solvent. 

Since this Act is not an exclusive law on 
the subject of voidable transfers and obli- 
gations (see Comment (8) to § 4 (A.C.A. 
§ 4-59-204), infra), it does not preclude 
the holder of a claim that may be collected 
by process against property generally ex- 
empt as to other creditors from obtaining 
relief from a transfer of such property that 
hinders, delays, or defrauds the holder of 
such a claim. Likewise the holder of an 
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unsecured claim enforceable against ten- 
ants by the entirety is not precluded by 
the Act from pursuing a remedy against a 
transfer of property held by the entirety 
that hinders, delays, or defrauds the 
holder of such a claim. 

Nonbankruptcy law is the law of a state 
or federal law that is not part of the 
Bankruptcy Code, Title 11 of the United 
States Code. The definition of an “asset” 
thus does not include property that would 
be subject to administration for the bene- 
fit of creditors under the Bankruptcy Code 
unless it is subject under other applicable 
law, state or federal, to process for the 
collection of a creditor’s claim against a 
single debtor. 

(3) The definition of “claim” is derived 
from § 101(4) of the Bankruptcy Code. 
Since the purpose of this Act is primarily 
to protect unsecured creditors against 
transfers and obligations injurious to 
their rights, the words “claim” and “debt” 
as used in the Act generally have refer- 
ence to an unsecured claim and debt. As 
the context may indicate, however, usage 
of the terms is not so restricted. See, e.g., 
§8§ 1(1)G)(B) (A.C.A. § 4-59-201(1)()(B)) 
and 1(8) (A.C.A. § 4-59-201(8)). 

(4) The definition of “creditor” in com- 
bination with the definition of “claim” has 
substantially the same effect as the defi- 
nition of “creditor” under § 1 of the Uni- 
form Fraudulent Conveyance Act. As un- 
der that Act, the holder of an unliquidated 
tort claim or a contingent claim may be a 
creditor protected by this Act. 

(5) The definition of “debt” is derived 
from § 101(11) of the Bankruptcy Code. 

(6) The definition of “debtor” is new. 

(7) The definition of “insider” is derived 
from § 101(28) of the Bankruptcy Code. 
The definition has been restricted in 
clauses (i)(C) (A.C.A. § 4-59-2010)(C)), 
Gi(E) (A.C.A. § 4-59-2010i)(E)), and 
(iii)(D) (A.C.A. § 4-59-201(ii1)(D)) to make 
clear that a partner is not an insider of an 
individual, corporation, or partnership if 
any of these latter three persons is only a 
limited partner. The definition of “insider” 
in the Bankruptcy Code does not purport 
to make a limited partner an insider of the 
partners or of the partnership with which 
the limited partner is associated, but it is 
susceptible of a contrary interpretation 
and one which would extend unduly the 
scope of the defined relationship when the 
limited partner is not a person in control 
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of the partnership. The definition of “in- 
sider” in this Act also differs from the 
definition in the Bankruptcy Code in omit- 
ting the reference in 11 U.S.C. 
§ 101(28)(D) to an elected official or rela- 
tive of such an official as an insider of a 
municipality. As in the Bankruptcy Code 
(see 11 U.S.C. § 102(3)), the word “in- 
cludes” is not limiting, however. Thus, a 
court may find a person living with an 
individual for an extended time in the 
same household or as a permanent com- 
panion to have the kind of close relation- 
ship intended to be covered by the term 
“insider.” Likewise, a trust may be found 
to be an insider of a beneficiary. 

(8) The definition of “lien” is derived 
from paragraphs (30), (31), (43), and (45) 
of § 101 of the Bankruptcy Code, which 
define “judicial lien,” “lien,” “security in- 
terest,” and “statutory lien” respectively. 

(9) The definition of “person” is adapted 
from paragraphs (28) and (30) of § 1-201 
of the Uniform Commercial Code, defining 
“organization” and “person” respectively. 

(10) The definition of “property” is de- 
rived from § 1-201(33) of the Uniform 
Probate Code. Property includes both real 
and personal property, whether tangible 
or intangible, and any interest in prop- 
erty, whether legal or equitable. 

(11) The definition of “relative” is de- 
rived from § 101(37) of the Bankruptcy 
Code but is explicit in its references to the 
spouse of a debtor in view of uncertainty 
as to whether the common law determines 
degrees of relationship by affinity. 

(12) The definition of “transfer” is de- 
rived principally from § 101(48) of the 
Bankruptcy Code. The definition of “con- 
veyance” in § 1 of the Uniform Fraudu- 
Jent Conveyance Act was similarly com- 
prehensive and the references in this Act 
to “payment of money, release, lease, and 
the creation of a lien or encumbrance” are 
derived from the Uniform Fraudulent 
Conveyance Act. While the definition in 
the Uniform Fraudulent Conveyance Act 
did not explicitly refer to an involuntary 
transfer, the decisions under that Act 
were generally consistent with an inter- 
pretation that covered such a transfer. 
See, e.g., Hearn, 45 St. Corp. v. Jano, 283 
N.Y. 139, 27 N.E.2d 814, 128 A.L.R. 1285 
(1940) (execution and foreclosure sales); 
Lefkowitz v. Finklestein Trading Corp., 14 
F.Supp. 898, 899 (S.D.N.Y. 1936) (execu- 
tion sale); Langan v. First Trust & Deposit 
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Co., 277 App.Div. 1090, 101 N.Y.S.2d 36 
(4th Dept. 1950), aff’d 302 N.Y. 932, 100 
N.E.2d 189 (1951) (mortgage foreclosure); 
Catabene v. Wallner, 16 N.J. Super. 597, 
602, 85 A.2d 300, 302 (1951) (mortgage 
foreclosure). 

(13) The definition of “valid lien” is new. 
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A valid lien includes an equitable lien that 
may not be defeated by a judicial lien 
creditor. See, e.g., Pearlman v. Reliance 
Insurance Co., 371 U.S. 132, 1386 (1962) 
(upholding a surety’s equitable lien in 
respect to a fund owing a bankrupt con- 
tractor). 


Comment to Section 2 (A.C.A. § 4-59-202) 


(1) Subsection (a) (A.C.A. § 4-59-202(a)) 
is derived from the definition of “insol- 
vent” in § 101(29)(A) of the Bankruptcy 
Code. The definition in subsection (a) 
(A.C.A. § 4-59-202(a)) and the correlated 
definition of partnership insolvency in 
subsection (c) (A.C.A. § 4-59-202(c)) con- 
template a fair valuation of the debts as 
well as the assets of the debtor. As under 
the definition of the same term in § 2 of 
the Uniform Fraudulent Conveyance Act 
exempt property is excluded from the com- 
putation of the value of the assets. See 
§ 1(2) (A.C.A. § 4-59-201(2)) supra. For 
similar reasons interests in valid spend- 
thrift trusts and interests in tenancies in 
the entireties that cannot be severed by a 
creditor of only one tenant are not in- 
cluded. See the Comment to § 1(2)(A.C.A. 
§ 4-59-201(2)) supra. Since a valid lien 
also precludes an unsecured creditor from 
collecting the creditor’s claim from the 
encumbered interest in a debtor’s prop- 
erty, both the encumbered interest and 
the debt secured thereby are excluded 
from the computation of insolvency under 
this Act. See § 1(2) (A.C.A. § 4-59-201(2)) 
supra and subsection (e) (A.C.A. § 4-59- 
202(e)) of this section. 

(2) Section 2(b) (A.C.A. § 4-59-202(b)) 
establishes a rebuttable presumption of 
insolvency from the fact of general non- 
payment of debts as they become due. 
Such general nonpayment is a ground for 
the filing of an involuntary petition under 
§ 303(h)(1) of the Bankruptcy Code. See 
also U.C.C. § 1-201(23), which declares a 
person to be “insolvent” who “has ceased 
to pay his debts in the ordinary course of 
business.” The presumption imposes on 
the party against whom the presumption 
is directed the burden of proving that the 
nonexistence of insolvency as defined in 
§ 2(a) (A.C.A. § 4-59-202(a)) is more 
probable than its existence. See Uniform 
Rules of Evidence (1974 Act), Rule 310(a). 
The 1974 Uniform Rule 301(a) conforms to 


the Final Draft of Federal Rule 301 as 
submitted to the United States Supreme 
Court by the Advisory Committee on Fed- 
eral Rules of Evidence. “The so-called 
‘bursting bubble’ theory, under which a 
presumption vanishes upon the introduc- 
tion of evidence which would support a 
finding of the nonexistence of the pre- 
sumed fact, even though not believed is 
rejected as according presumptions too 
‘slight and evanescent’ an effect.” Advisory 
Committee’s Note to Rule 301. See also 1 
J. Weinstein & M. Berger, Evidence 
{ 301[01] (1982). 

The presumption is established in rec- 
ognition of the difficulties typically im- 
posed on a creditor in proving insolvency 
in the bankruptcy sense, as provided in 
subsection (a) (A.C.A. § 4-59-202(a)). See 
generally Levit, The Archaic Concept of 
Balance-Sheet Insolvency, 47 
Am.Bankr.L.J. 215 (1973). Not only is the 
relevant information in the possession of a 
non-cooperative debtor, but the debtor’s 
records are more often than not incom- 
plete and inaccurate. As a practical mat- 
ter, insolvency is most cogently evidenced 
by a general cessation of payment of 
debts, as has long been recognized by the 
laws of other countries and is now re- 
flected in the Bankruptcy Code. See 
Honsberger, Failure to Pay One’s Debts 
Generally as They Become Due: The Ex- 
perience of France and Canada, 54 
Am.Bankr.L.J. 153 (1980); J. MacLachlan, 
Bankruptcy 13, 63-64, 436 (1956). In de- 
termining whether a debtor is paying its 
debts generally as they become due, the 
court should look at more than the 
amount and due dates of the indebted- 
ness. The court should also take into ac- 
count such factors as the number of the 
debtor’s debts, the proportion of those 
debts not being paid, the duration of the 
nonpayment, and the existence of bona 
fide disputes or other special circum- 
stances alleged to constitute an explana- 
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tion for the stoppage of payments. The 
court’s determination may be affected by a 
consideration of the debtor’s payment 
practices prior to the period of alleged 
nonpayment and the payment practices of 
the trade or industry in which the debtor 
is engaged. The case law that has devel- 
oped under § 303(h)(1) of the Bankruptcy 
Code has not required a showing that a 
debtor has failed or refused to pay a ma- 
jority in number and amount of his or her 
debts in order to prove general nonpay- 
ment of debts as they become due. See, 
e.g., Hill v. Cargill, Inc. (In re Hill), 8 B.R. 
779, 3 C.B.C.2d 920 (Bk.D.Minn.1981) 
(nonpayment of three largest debts held to 
constitute general nonpayment, although 
small debts were being paid); In re All 
Media Properties, Inc, 5 B.R. 126, 6 
B.C.D. 586, 2 C.B.C.2d 449 (Bk.S.D. 
Tex.1980) (missing significant number of 
payments or regularly missing payments 
significant in amount said to constitute 
general nonpayment; missing payments 
on more than 50% of aggregate of claims 
said not to be required to show general 
nonpayment; nonpayment for more than 
30 days after billing held to establish 
nonpayment of a debt when it is due); In 
re Kreidler Import Corp., 4 B.R. 256, 6 
B.C.D. 608, 2 C.B.C.2d 159 
(Bk.D.Md.1980) (nonpayment of one debt 
constituting 97% of debtor’s total indebt- 
edness held to constitute general nonpay- 
ment). A presumption of insolvency does 
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not arise from nonpayment of a debt as to 
which there is genuine bona fide dispute, 
even though the debt is a substantial part 
of the debtor’s indebtedness. Cf. 11 U.S.C. 
§ 303(h)(1), as amended by § 426(b) of 
Public Law No. 98-882, the Bankruptcy 
Amendments and Federal Judgeship Act 
of 1984. 

(3) Subsection (c) (A.C.A. § 4-59- 
202(c)) is derived from the definition of 
partnership insolvency in § 101(29)(B) of 
the Bankruptcy Code. The definition con- 
forms generally to the definition of the 
same term in § 2(2) of the Uniform 
Fraudulent Conveyance Act. 

(4) Subsection (d) (A.C.A. § 4-59- 
202(d)) follows the approach of the defini- 
tion of “insolvency” in § 101(29) of the 
Bankruptcy Code by excluding from the 
computation of the value of the debtor’s 
assets any value that can be realized only 
by avoiding a transfer of interest formerly 
held by the debtor or by discovery or 
pursuit of property that has been fraudu- 
lently concealed or removed. 

(5) Subsection (e) (A.C.A. § 4-59- 
202(e)) is new. It makes clear the purpose 
not to render a person insolvent under 
this section by counting as a debt an 
obligation secured by property of the 
debtor that is not counted as an asset. See 
also Comments to §§ 1(2) (A.C.A. § 4-59- 
201(2)) and 2(a) (A.C.A. § 4-59-202(a)) 
supra. 


Comment to Section 3 (A.C.A. § 4-59-203) 


(1) This section defines “value” as used 
in various contexts in this Act, frequently 
with a qualifying adjective. The word ap- 
pears in the following sections: 

A4(a)(2) (A.C.A. § 4-59-204(a)(2)) (“rea- 
sonably equivalent value”); 

A(b)(8) (A.C.A. § 4-59-204(b)(8)) (“val- 
ue,.. reasonably equivalent”); 

5(a) (A.C.A. § 4-59-205(a)) (“reasonably 
equivalent value”); 

5(b)* (“present, reasonably equivalent 
value”); 

8(a) (A.C.A. § 4-59-208(a)) (“reasonably 
equivalent value”); 

8(b) (A.C.A. § 4-59-208(b)), (c) (A.C.A. 
§ 4-59-208(c)), (d) (A.C.A. § 4-59-208(d)), 
and (e) (A.C.A. § 4-59-208(e)) (“value”); 

8(f)(1) (A.C.A. § 4-59-208(f(1)) (“new 
value”); and 


8(f)(3) (A.C.A. 
(“present value”). 

(2) Section 3(a) (A.C.A. § 4-59-203(a)) 
is adapted from § 548(d)(2)(A) of the 
Bankruptcy Code. See also § 3(a) of the 
Uniform Fraudulent Conveyance Act. The 
definition in Section 3 (A.C.A. § 4-59-203) 
is not exclusive. “Value” is to be deter- 
mined in light of the purpose of the Act to 
protect a debtor’s estate from being de- 
pleted to the prejudice of the debtor’s 
unsecured creditors. Consideration hav- 
ing no utility from a creditor’s viewpoint 
does not satisfy the statutory definition. 
The definition does not specify all the 
kinds of consideration that do not consti- 
tute value for the purposes of this Act — 
e.g., love and affection. See, e.g., United 
States v. West, 299 F.Supp. 661, 666 
(D.Del. 1969). 


§ 4-59-208(f)(3)) 
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(3) Section 3(a) (A.C.A. § 4-59-203(a)) 
does not indicate what is “reasonably 
equivalent value” for a transfer or obliga- 
tion. Under this Act, as under § 548 (a)(2) 
of the Bankruptcy Code, a transfer for 
security is ordinarily for a reasonably 
equivalent value notwithstanding a dis- 
crepancy between the value of the asset 
transferred and the debt secured, since 
the amount of the debt is the measure of 
the value of the interest in the asset that 
is transferred. See, e.g., Peoples-Pitts- 
burgh Trust Co. v. Holy Family Polish 
Nat’! Catholic Church, Carnegie, Pa., 341 
Pa. 390, 19 A.2d 360 (1941). If, however, a 
transfer purports to secure more than the 
debt actually incurred or to be incurred, it 
may be found to be for less than a reason- 
ably equivalent value. See, e.g., In re 
Peoria Braumeister Co., 138 F.2d 520, 523 
(7th Cir. 1943) (chattel mortgage securing 
a $3,000 note held to be fraudulent when 
the debt secured was only $2,500); Hart- 
ford Acc. & Indemnity Co. v. Jirasek, 254 
Mich. 131, 140, 235 N.W. 836, 839 (1931) 
(quitclaim deed given as mortgage held to 
be fraudulent to the extent the value of 
the property transferred exceeded the in- 
debtedness secured). If the debt is a fraud- 
ulent obligation under this Act, a transfer 
to secure it as well as the obligation would 
be vulnerable to attack as fraudulent. A 
transfer to satisfy or secure an antecedent 
debt owed an insider is also subject to 
avoidance under the conditions specified 
in Section 5(b)* (A.C.A. § 4-59-205(b)). 

(4) Section 3(a) of the Uniform Fraud- 
ulent Conveyance Act has been thought 
not to recognize that an unperformed 
promise could constitute fair consider- 
ation. See McLaughlin, Application of the 
Uniform Fraudulent Conveyance Act, 46 
Harv.L.Rev. 404, 414 (1933). Courts con- 
struing these provisions of the prior law 
nevertheless have held unperformed 
promises to constitute value in a variety of 
circumstances. See, e.g., Harper v. Lloyd’s 
Factors, Inc., 214 F.2d 662 (2d Cir. 1954) 
(transfer of money for promise of factor to 
discount transferor’s purchase-money 
notes given to fur dealer); Schlecht v. 
Schlecht, 168 Minn. 168, 176-77, 209 N.W. 
883, 886-87 (1926) (transfer for promise to 
make repairs and improvements on trans- 
feror’s homestead); Farmer’s Exchange 
Bank v. Oneida Motor Truck Co., 202 Wis. 
266, 232 N.W. 536 (1930) (transfer in 
consideration of assumption of certain of 
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the transferor’s liabilities); see also 
Hummel v. Cernocky, 161 F.2d 685 (7th 
Cir. 1947) (transfer in consideration of 
cash, assumption of a mortgage, payment 
of certain debts, and agreement to pay 
other debts). Likewise a transfer in con- 
sideration of a negotiable note discount- 
able at a commercial bank, or the pur- 
chase from an_ established, solvent 
institution of an insurance policy, annuity, 
or contract to provide care and accommo- 
dations clearly appears to be for value. On 
the other hand, a transfer for an unper- 
formed promise by an individual to sup- 
port a parent or other transferor has gen- 
erally been held voidable as a fraud on 


creditors of the transferor. See, e.g., 


Springfield Ins. Co. v. Fry, 267 F.Supp. 693 
(N.D. Okla. 1967); Sandler v. Parlapiano, 
236 App.Div. 70, 258 N.Y.Supp. 88 (1st 
Dep’t 1932); Warwick Municipal Employ- 
ees Credit Union v. Higham, 106 R.I. 363, 
259 A.2d 852 (1969); Hulsether v. Sanders, 
54 §.D. 412, 223 N.W. 335 (1929); Cooper 
v. Cooper, 22 Tenn.App. 473, 477, 124 
S.W.2d 264, 267 (1939); Note, Rights of 
Creditors in Property Conveyed in Con- 
sideration of Future Support, 45 Iowa 
L.Rev. 546, 550-62 (1960). This Act adopts 
the view taken in the cases cited in deter- 
mining whether an unperformed promise 
is value. 

(5) Subsection (b) (A.C.A. § 4-59- 
203(b))** rejects the rule of such cases as 
Durrett v. Washington Nat. Ins. Co., 621 
F.2d 201 (5th Cir. 1980) (nonjudicial fore- 
closure of a mortgage avoided as a fraud- 
ulent transfer when the property of an 
insolvent mortgagor was sold for less than 
70% of its fair value; and Abramson v. 
Lakewood Bank and Trust Co., 647 F.2d 
547 (5th Cir.1981), cert. denied, 454 U.S. 
1164 (1982) (nonjudicial foreclosure held 
to be fraudulent transfer if made without 
fair consideration). Subsection (b) (A.C.A. 
§ 4-59-203(b))** adopts the view taken in 
Lawyers Title Ins. Corp. v. Madrid (In re 
Madrid), 21 B.R. 424 (B.A.P. 9th Cir. 
1982), aff'd on another ground, 725 F.2d 
1197 (9th Cir.1984), that the price bid at a 
public foreclosure sale determines the fair 
value of the property sold. Subsection (b) 
(A.C.A. § 4-59-203(b))** prescribes the ef- 
fect of a sale meeting its requirements, 
whether the asset sold is personal or real 
property. The rule of this subsection ap- 
plies to a foreclosure by sale of the interest 
of a vendee under an installment land 
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contract in accordance with applicable law 
that requires or permits the foreclosure to 
be effected by a sale in the same manner 
as the foreclosure of a mortgage. See G. 
Osborne, G. Nelson, & D. Whitman, Real 
Estate Finance Law 83-84, 95-97 (1979). 
The premise of the subsection is that “a 
sale of the collateral by the secured party 
as the normal consequence of default ... 
[is] the safest way of establishing the fair 
value of the collateral ....” 2 G. Gilmore, 
Security Interests in Personal Property 
1227 (1965). 

If a lien given an insider for a present 
consideration is not perfected as against a 
subsequent bona fide purchaser or is so 
perfected after a delay following an exten- 
sion of credit secured by the lien, foreclo- 
sure of the lien may result in a transfer for 
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an antecedent debt that is voidable under 
Section 5(b) (A.C.A. § 4-59-205(b)) infra. 
Subsection (b) (A.C.A. § 4-59-203(b))** 
does not apply to an action under Section 
4(a)(1) (A.C.A. § 4-59-204(a)(1)) to avoid a 
transfer or obligation because made or 
incurred with actual intent to hinder, de- 
lay, or defraud any creditor. 

(6) Subsection (c) (A.C.A. § 4-59- 
203(c)) is an adaptation of § 547(c)(1) of 
the Bankruptcy Code. A transfer to an 
insider for an antecedent debt may be 
voidable under § 5(b) (A.C.A. § 4-59- 
205(b)) infra. 


* This language is not found in 5(b). 
** The version adopted in Arkansas is 
different from the Uniform Act. 


Comment to Section 4 (A.C.A. § 4-59-204) 


(1) Section 4(a)(1) (A.C.A. § 4-59- 
204(a)(1)) is derived from § 7 of the Uni- 
form Fraudulent Conveyance Act. Factors 
appropriate for consideration in determin- 
ing actual intent under paragraph (1) 
(A.C.A. § 4-59-204(a)(1)) are specified in 
subsection (b) (A.C.A. § 4-59-204(b)). 

(2) Section 4(a)(2) (A.C.A. § 4-59- 
204(a)(2)) is derived from §§ 5 and 6 of the 
Uniform Fraudulent Conveyance Act but 
substitutes “reasonably equivalent value” 
for “fair consideration.” The transferee’s 
good faith was an element of “fair consid- 
eration” as defined in § 3 of the Uniform 
Fraudulent Conveyance Act, and lack of 
fair consideration was one of the elements 
of a fraudulent transfer as defined in four 
sections of the Uniform Act. The transfer- 
ee’s good faith is irrelevant to a determi- 
nation of the adequacy of the consider- 
ation under this Act, but lack of good faith 
may be a basis for withholding protection 
of a transferee or obligee under § 8 
(A.C.A. § 4-59-208) infra. 

(3) Unlike the Uniform Fraudulent 
Conveyance Act as originally promul- 
gated, this Act does not prescribe different 
tests when a transfer is made for the 
purpose of security and when it is in- 
tended to be absolute. The premise of this 
Act is that when a transfer is for security 
only, the equity or value of the asset that 
exceeds the amount of the debt secured 
remains available to unsecured creditors 
and thus cannot be regarded as the sub- 


ject of a fraudulent transfer merely be- 
cause of the encumbrance resulting from 
an otherwise valid security transfer. Dis- 
proportion between the value of the asset 
securing the debt and the size of the debt 
secured does not, in the absence of circum- 
stances indicating a purpose to hinder, 
delay, or defraud creditors, constitute an 
impermissible hindrance to the enforce- 
ment of other creditors’ rights against the 
debtor-transferor. Cf. U.C.C. § 9-311. 

(4) Subparagraph (i) of § 4(a)(2) 
(A.C.A. § 4-59-204(a)(2)(i)) is an adapta- 
tion of § 5 of the Uniform Fraudulent 
Conveyance Act but substitutes “unrea- 
sonably small [assets] in relation to busi- 
ness or transaction” for “unreasonably 
small capital.” The reference to “capital” 
in the Uniform Act is ambiguous in that it 
may refer to net worth or to the par value 
of stock or to the consideration received 
for stock issued. The special meanings of 
“capital” in corporation law have no rele- 
vance in the law of fraudulent transfers. 
The subparagraph focuses attention on 
whether the amount of all the assets re- 
tained by the debtor was inadequate, i.e., 
unreasonably small, in light of the needs 
of the business or transaction in which the 
debtor was engaged or about to engage. 

(5) Subsection (b) (A.C.A. § 4-59- 
204(b)) is a nonexclusive catalogue of fac- 
tors appropriate for consideration by the 
court in determining whether the debtor 
had an actual intent to hinder, delay, or 
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defraud one or more creditors. Proof of the 
existence of any one or more of the factors 
enumerated in subsection (b) (A.C.A. § 4- 
59-204(b)) may be relevant evidence as to 
the debtor’s actual intent but does not 
create a presumption that the debtor has 
made a fraudulent transfer or incurred a 
fraudulent obligation. The list of factors 
includes most of the badges of fraud that 
have been recognized by the courts in 
construing and applying the Statute of 13 
Elizabeth and § 7 of the Uniform Fraud- 
ulent Conveyance Act. Proof of the pres- 
ence of certain badges in combination es- 
tablishes fraud conclusively — i.e., 
without regard to the actual intent of the 
parties — when they concur as provided in 
§ 4(a)(2) (A.C.A. § 4-59-204(a)(2)) or in 
§ 5 (A.C.A. § 4-59-205). The fact that a 
transfer has been made to a relative or to 
an affiliated corporation has not been re- 
garded as a badge of fraud sufficient to 
warrant avoidance when unaccompanied 
by any other evidence of fraud. The courts 
have uniformly recognized, however, that 
a transfer to a closely related person war- 
rants close scrutiny of the other circum- 
stances, including the nature and extent 
of the consideration exchanged. See 1 G. 
Glenn, Fraudulent Conveyances and Pref- 
erences § 307 (Rev. ed. 1940). The second, 
third, fourth, and fifth factors listed are 
all adapted from the classic catalogue of 
badges of fraud provided by Lord Coke in 
Twyne’s Case, 3 Coke 80b, 76 Eng.Rep. 
809 (Star Chamber 1601). Lord Coke also 
included the use of a trust and the recita- 
tion in the instrument of transfer that it 
“was made honestly, truly, and bona fide,” 
but the use of the trust is fraudulent only 
when accompanied by elements or badges 
specified in this Act, and recitals of “good 
faith” can no longer be regarded as signif- 
icant evidence of a fraudulent intent. 
(6) In considering the factors listed in 
§ 4(b) (A.C.A. § 4-59-204(b)) a court 
should evaluate all the relevant circum- 
stances involving a challenged transfer or 
obligation. Thus the court may appropri- 
ately take into account all indicia negativ- 
ing as well as those suggesting fraud, as 
illustrated in the following reported cases: 
(a) Whether the transfer or obliga- 
tion was to an insider: Salomon v. Kai- 
ser (In re Kaiser), 722 F.2d 1574, 
1582-83 (2d Cir. 1983) (insolvent debt- 
or’s purchase of two residences in the 
name of his spouse and the creation of a 


dummy corporation for the purpose of 
concealing assets held to evidence 
fraudulent intent); Banner Construc- 
tion Corp. v. Arnold, 128 So.2d 893 
(Fla.Dist. App. 1961) (assignment by 
one corporation to another having iden- 
tical directors stockholders constituted 
a badge of fraud); Travelers Indemnity 
Co. v. Cormaney, 258 Iowa 237, 138 
N.W.2d 50 (1965) (transfer between 
spouses said to be a circumstance that 
shed suspicion on the transfer and that 
with other circumstances warranted 
avoidance); Hatheway v. Hanson, 230 
Iowa 386, 297 N.W. 824 (1941) (transfer 
from parent to child said to require a 
critical examination of surrounding cir- 
cumstances, which together with other 
indicia of fraud, warranted avoidance); 
Lumpkins v. McPhee, 59 N.M. 442, 286 
P.2d 299 (1955) (transfer from daughter 
to mother said to be indicative of fraud 
but transfer held not to be fraudulent 
due to adequacy of consideration and 
delivery of possession by transferor). 

(b) Whether the transferor retained 
possession or control of the property 
after the transfer: Harris v. Shaw, 224 
Ark. 150, 272 S.W.2d 53 (1954) (reten- 
tion of property by transferor said to be 
a badge of fraud, and together with 
other badges, to warrant avoidance of 
transfer);; Stephens v. Reginstein, 89 
Ala. 561, 8 So. 68 (1890) (transferor’s 
retention of control and management of 
property and business after transfer 
held material in determining transfer to 
be fraudulent); Allen v. Massey, 84 U.S. 
(17 Wall.) 351 (1872) Goint possession of 
furniture by transferor and transferee 
considered in holding transfer to be 
fraudulent); Warner v. Norton, 61 U:S. 
(20 How.) 448 (1857) (surrender of pos- 
session by transferor deemed to negate 
allegations of fraud). 

(c) Whether the transfer or obliga- 
tion was concealed or disclosed: Walton 
v. First National Bank, 13 Colo. 265, 22 
P. 440 (1889) (agreement between the 
parties to conceal the transfer from the 
public said to be one of the strongest 
badges of fraud); Warner v. Norton, 61 
U.S. (20 How.) 448 (1857) (although 
secrecy said to be a circumstance from 
which, when coupled with other badges, 
fraud may be inferred, transfer was 
held not to be fraudulent when made in 
good faith and transferor surrendered 
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possession); W.T. Raleigh Co. v. Barnett, 
253 Ala. 4383, 44 So.2d 585 (1950) (fail- 
ure to record a deed in itself said not to 
evidence fraud, and transfer held not to 
be fraudulent). 

(d) Whether, before the transfer was 
made or obligation was incurred, a cred- 
itor sued or threatened to sue the 
debtor: Harris v. Shaw, 224 Ark. 150, 
272 S.W.2d 53 (1954) (transfer held to 
be fraudulent when causally connected 
to pendency of litigation and accompa- 
nied by other badges of fraud); Pergrem 
v. Smith, 255 S.W.2d 42 (Ky.App.1953) 
(transfer in anticipation of suit deemed 
to be a badge of fraud; transfer held 
fraudulent when accompanied by insol- 
vency of transferor who was related to 
the transferee); Bank of Sun Prairie v. 
Hovig, 218 F.Supp. 769 (W.D.Ark.1963) 
(although threat or pendency of litiga- 
tion said to be an indicator of fraud, 
transfer was held not to be fraudulent 
when adequate consideration and good 
faith were shown). 

(e) Whether the transfer was of sub- 
stantially all the debtor’s assets: 
Walbrun v. Babbitt, 83 U.S. (16 Wall.) 
577 (1872) (sale by insolvent retail shop 
owner of all his inventory in a single 
transaction held to be fraudulent); Cole 
v. Mercantile Trust Co., 133 N.Y. 164, 30 
N.E. 847 (1892) (transfer of all property 
before plaintiff could obtain a judgment 
held to be fraudulent); Lumpkins v. 
McPhee, 59 N.M. 442, 286 P2d 299 
(1955) (although transfer of all assets 
said to indicate fraud, transfer held not 
to be fraudulent because full consider- 
ation was paid and transferor surren- 
dered possession). 

(f) Whether the debtor had ab- 
sconded: In re Thomas, 199 F. 214 
(N.D.N.Y. 1912) (when the debtor col- 
lected all of his money and property 
with the intent to abscond, fraudulent 
intent was held to be shown). 

(g) Whether the debtor had removed 
or concealed assets: Bentley v. Young, 
210 F. 202 (S.D.N.Y.1914), aff'd, 223 F. 
5386 (2d Cir.1915) (debtor’s removal of 
goods from store to conceal their where- 
abouts and to sell them held to render 
sale fraudulent); Cioli v. Kenourgios, 59 
Cal.App. 690, 211 P. 838 (1922) (debtor’s 
sale of all assets and shipment of pro- 
ceeds out of the country held to be 
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fraudulent notwithstanding adequacy 
of consideration). 

(h) Whether the value of the consid- 
eration received by the debtor was rea- 
sonably equivalent to the value of the 
asset transferred or the amount of the 
obligation incurred: Toomay v. Graham, 
151 S.W.2d 119 (Mo.App.1941) (al- 
though mere inadequacy of consider- 
ation said not to be a badge of fraud, 
transfer held to be fraudulent only 
when accompanied by badges of fraud); 
Texas Sand Co. v. Shield, 381 S.W.2d 48 
(Tex.1964) (inadequate consideration 
said to be an indicator of fraud, and 
transfer held to be fraudulent because 
of inadequate consideration, pendency 
of suit, family relationship of trans- 
feree, and fact that all non-exempt prop- 
erty was transferred); Weigel v. Wood, 
355 Mo. 11, 194 S.W.2d 40 (1946) (al- 
though inadequate consideration said to 
be a badge of fraud, transfer held not to 
be fraudulent when inadequacy not 
gross and not accompanied by any other 
badge; fact that transfer was from fa- 
ther to son not held sufficient to estab- 
lish fraud). 

(i) Whether the debtor was insolvent 
or became insolvent shortly after the 
transfer was made or obligation was 
incurred: Harris v. Shaw, 224 Ark. 150, 
272 S.W.2d 53 (1954) Gnsolvency of 
transferor said to be a badge of fraud 
and transfer held fraudulent when ac- 
companied by other badges of fraud); 
Bank of Sun Prairie v. Hovig, 218 
F.Supp. 769 (W.D.Ark.1963) (although 
the insolvency of the debtor said to be a 
badge of fraud, transfer held not fraud- 
ulent when debtor was shown to be 
solvent, adequate consideration was 
paid, and good faith was shown, despite 
the pendency of suit); Wareheim v. 
Bayliss, 149 Md. 1038, 181 A.27 (1925) 
(although insolvency of debtor acknowl- 
edged to be an indicator of fraud, trans- 
fer held not to be fraudulent when ade- 
quate consideration was paid and 
whether the debtor was insolvent in fact 
was doubtful). 

(j) Whether the transfer occurred 
shortly before or shortly after a sub- 
stantial debt was incurred: Commerce 
Bank of Lebanon v. Halladale A Corp., 
618 S.W.2d 288, 292 (Mo.App.1981) 
(when transferors incurred substantial 
debts near in time to the.transfer, trans- 
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fer was held to be inadequate consider- 

ation, close family relationship, the 

debtor’s retention of possession, and the 
fact that almost all the debtors’ property 
was transferred). 

(7) The effect of the two transfers de- 
scribed in § 4(b)(11) (A.C.A. § 4-59- 
204(b)(11)), if not avoided, may be to per- 
mit a debtor and a lienor to deprive the 
debtor’s unsecured creditors of access to 
the debtor’s assets for the purpose of col- 
lecting their claims while the debtor, the 
debtor’s affiliate or insider, and the lienor 
arrange for the beneficial use or disposi- 
tion of the assets in accordance with their 
interests. The kind of disposition sought 
to be reached here is exemplified by that 
found in Northern Pacific Co. v. Boyd, 228 
U.S. 482 (1913), the leading case in estab- 
lishing the absolute priority doctrine in 
reorganization law. There the Court held 
that a reorganization whereby the secured 
creditors and the management-owners re- 
tained their economic interests in a rail- 
road through a foreclosure that cut off 
claims of unsecured creditors against its 
assets was in effect a fraudulent disposi- 
tion (id. at 502-05). See Frank, Some Re- 
alistic Reflections on Some Aspects of Cor- 
porate Reorganization, 19 Va.L.Rev. 541, 
693 (1933). For cases in which an analo- 
gous injury to unsecured creditors was 
inflicted by a lienor and a debtor, see 
Jackson v. Star Sprinkler Corp. of Florida, 
575 F.2d 1223, 1231-34 (8th Cir.1978); 
Heath v. Helmick, 173 F.2d 157, 161-62 
(9th Cir.1949); Toner v. Nuss, 234 FS. 457, 
461-62 (E.D.Pa.1964); and see In re Spot- 
less Tavern Co., Inc., 4 F.Supp. 752, 753, 
755 (D.Md.1933). 
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(8) Nothing in § 4(b) (A.C.A. § 4-59- 
204(b)) is intended to affect the applica- 
tion of §§ 2-402(2), 9-205, 9-301, or 6-105 
of the Uniform Commercial Code. Section 
2-402(2) recognizes the generally prevail- 
ing rule that retention of possession of 
goods by a seller may be fraudulent but 
limits the application of the rule by negat- 
ing any imputation of fraud from “reten- 
tion of possession in good faith and cur- 
rent course of trade by a merchant-seller 
for a commercially reasonable time after a 
sale or identification.” Section 9-205 ex- 
plicitly negates any imputation of fraud 


‘from the grant of liberty by a secured 


creditor to a debtor to use, commingle, or 
dispose of personal property collateral or 
to account for its proceeds. The section 
recognizes that it does not relax prevail- 
ing requirements for delivery of posses- 
sion by a pledgor. Moreover, the section 
does not mitigate the general requirement 
of § 9-301(1)(b) that a nonpossessory se- 
curity interest in personal property must 
be accompanied by a notice-filing to be 
effective against a levying creditor. Fi- 
nally, like the Uniform Fraudulent Con- 
veyance Act this Act does not pre-empt the 
statutes governing bulk transfers, such as 
Article 6 of the Uniform Commercial 
Code. Compliance with the cited sections 
of the Uniform Commercial Code does not, 
however, insulate a transfer or obligation 
from avoidance. Thus a sale by an insol- 
vent debtor for less than a reasonably 
equivalent value would be voidable under 
this Act notwithstanding compliance with 
the Uniform Commercial Code. 


Comment to Section 5 (A.C.A. § 4-59-205) 


(1) Subsection (a) (A.C.A. § 4-59- 
205(a)) is derived from § 4 of the Uniform 
Fraudulent Conveyance Act. It adheres to 
the limitation of the protection of that 
section to a creditor who extended credit 
before the transfer or obligation de- 
scribed. As pointed out in Comment (2) 
accompanying § 4 (A.C.A. § 4-59-204), 
this Act substitutes “reasonably equiva- 
lent value” for “fair consideration.” 

(2) Subsection (b) (A.C.A. § 4-59- 
205(b)) renders a preferential transfer — 
i.e., a transfer by an insolvent debtor for 
or on account of an antecedent debt — to 
an insider vulnerable as a fraudulent 


transfer when the insider had reasonable 
cause to believe that the debtor was insol- 
vent. This subsection adopts for general 
application the rule of such cases as Jack- 
son Sound Studios, Inc. v. Travis, 473 F.2d 
503 (5th Cir.1973) (security transfer of 
corporation’s equipment to corporate prin- 
cipal’s mother perfected on eve of bank- 
ruptcy of corporation held to be fraudu- 
lent); In re Lamie Chemical Co., 296 F. 24 
(4th Cir.1924) (corporate preference to 
corporate officers and directors held void- 
able by receiver when corporation was 
insolvent or nearly so and directors had 
already voted for liquidation); Stuart v. 
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Larson, 298 F. 223 (8th Cir.1924), noted 38 
Harv.L.Rev. 521 (1925) (corporate prefer- 
ence to director held voidable). See gener- 
ally 2 G. Glenn, Fraudulent Conveyances 
and Preferences 386 (Rev. ed. 1940). Sub- 
section (b) (A.C.A. § 4-59-205(b)) over- 
rules such cases as Epstein v. Goldstein, 
107 F.2d 755, 757 (2d Cir. 1939) (transfer 
by insolvent husband to wife to secure his 
debt to her sustained against attack by 
husband’s trustee); Hartford Accident & 
Indemnity Co. v. Jirasek, 254 Mich. 131, 
139, 235 N.W. 836, 839 (1931) (mortgage 
given by debtor to his brother to secure an 
antecedent debt owed the brother sus- 
tained as not fraudulent). 

(3) Subsection (b) (A.C.A. § 4-59- 
205(b)) does not extend as far as § 8(a) of 
the Uniform Fraudulent Conveyance Act 
and § 548(b) of the Bankruptcy Code in 


UNIFORM FRAUDULENT TRANSFER ACT 


rendering voidable a transfer or obligation 
incurred by an insolvent partnership to a 
partner, who is an insider of the partner- 
ship. The transfer to the partner is not 
vulnerable to avoidance under § 4(b) 
(A.C.A. § 4-59-204(b)) unless the transfer 
was for an antecedent debt and the part- 
ner had reasonable cause to believe that 
the partnership was insolvent. The cited 
provisions of the Uniform Fraudulent 
Conveyance Act and the Bankruptcy Act 
make any transfer by an insolvent part- 
nership to a partner voidable. Avoidance 
of the partnership transfer without refer- 
ence to the partner’s state of mind and the 
nature of the consideration exchanged 
would be unduly harsh treatment of the 
creditors of the partner and unduly favor- 
able to the creditors of the partnership. 


Comment to Section 6 (A.C.A. § 4-59-206) 


(1) One of the uncertainties in the law 
governing the avoidance of fraudulent 
transfers and obligations is the difficulty 
of determining when the cause of action 
arises. Subsection (b)* clarifies this point 
in time. For transfers of real estate section 
6(1) (A.C.A. § 4-59-206(1)) fixes the time 
as the date of perfection against a good 
faith purchaser from the transferor and 
for transfers of fixtures and assets consti- 
tuting personalty, the time is fixed as the 
date of perfection against a judicial lien 
creditor not asserting rights under this 
Act. Perfection typically is effected by no- 
tice-filing, recordation, or delivery of un- 
equivocal possession. See U.C.C. §§ 9- 
302, 9-304, and 9-305 (security interest in 
personal property perfected by notice-fil- 
ing or delivery of possession to transfer- 
ee); 4 American Law of Property §§ 17.10- 
17.12 (1952) (recordation of transfer or 
delivery of possession to grantee required 
for perfection against bona fide purchaser 
from grantor). The provision for postpon- 
ing the time a transfer is made until its 
perfection is an adaptation of § 548(d)(1) 
of the Bankruptcy Code. When no steps 
are taken to perfect a transfer that appli- 
cable law permits to be perfected, the 
transfer is deemed by paragraph (2) 
(A.C.A. § 4-59-206(2)) to be perfected im- 
mediately before the filing of an action to 
avoid it; without such a provision to cover 
that eventuality, an unperfected transfer 


would arguably be immune to attack. 
Some transfers — e.g., an assignment of a 
bank account, creation of a security inter- 
est in money, or execution of a marital or 
premarital agreement for the disposition 
of property owned by the parties to the 
agreement — may not be amenable to 
perfection as against a bona fide pur- 
chaser or judicial lien creditor. When a 
transfer is not perfectible as provided in 
paragraph (1) (A.C.A. § 4-59-206(1)), the 
transfer occurs for the purpose of this Act 
when the transferor effectively parts with 
an interest in the asset as provided in 
§ 1(12) (A.C.A. § 4-59-201(12)) supra. 

(2) Paragraph (4) (A.C.A. § 4-59- 
206(4)) requires the transferor to have 
rights in the asset transferred before the 
transfer is made for the purpose of this 
section. This provision makes clear that 
its purpose may not be circumvented by 
notice-filing or recordation of a document 
evidencing an interest in an asset to be 
acquired in the future. Cf. Bankruptcy 
Code § 547(e); U.C.C. § 9-203(1)(c). 

(3) Paragraph (5) (A.C.A. § 4-59- 
206(5)) is new. It is intended to resolve 
uncertainty arising from Rubin v. Manu- 
facturers Hanover Trust Co., 661 F.2d 
979, 989-91, 997 (2d Cir. 1981), insofar as 
that case holds that an obligation of guar- 
anty may be deemed to be incurred when 
advances covered by the guaranty are 
made rather than when the guaranty first 


COMMENTARIES 


became effective between the parties. 
Compare Rosenberg, Intercorporate 
Guaranties and the Law of Fraudulent 
Conveyances: Lender Beware, 125 
U.Pa.L.Rev. 235, 256-57 (1976). 

An obligation may be avoided as fraud- 
ulent under this Act if it is incurred under 
the circumstances specified in § 4(a) 
(A.C.A. § 4-59-204(a)) or § 5(a) (A.C.A. 
§ 4-59-205(a)). The debtor may receive 
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reasonably equivalent value in exchange 
for an obligation incurred even though the 
benefit to the debtor is indirect. See Rubin 
v. Manufacturers Hanover Trust Co., 661 
F.2d at 991-92; Williams v. Twin City Co., 
25 le AdaG 7 Sra 6819 othe Cire 958); 
Rosenberg, supra at 243-46. 


* There is no subsection (b) in section 6. 


Comment to Section 7 (A.C.A. § 4-59-207) 


(1) This section is derived from §§ 9 
and 10 of the Uniform Fraudulent Con- 
veyance Act. Section 9 of that Act specified 
the remedies of creditors whose claims 
have matured, and § 10 enumerated the 
remedies available to creditors whose 
claims have not matured. A creditor hold- 
ing an unmatured claim may be denied 
the right to receive payment for the pro- 
ceeds of a sale on execution until his claim 
has matured, but the proceeds may be 
deposited in court or in an interest-bear- 
ing account pending the maturity of the 
creditor’s claim. The remedies specified in 
this section are not exclusive. 

(2) The availability of an attachment or 
other provisional remedy has been re- 
stricted by amendments of statutes and 
rules of procedure to reflect views of the 
Supreme Court expressed in Sniadach v. 
Family Finance Corp. of Bay View, 395 
U.S. 337 (1969), and its progeny. This 
judicial development and the procedural 
changes that followed in its wake do not 
preclude resort to attachment by a credi- 
tor in seeking avoidance of a fraudulent 
transfer or obligation. See, e.g., Britton v. 
Howard Sav. Bank, 727 F.2d 315, 317-20 
(3d Cir.1984); Computer Sciences Corp. v. 
Sci-Tek Inc., 367 A.2d 658, 661 (Del. Su- 
per. 1976); Great Lakes Carbon Corp. v. 
Fontana, 54 A.D.2d 548, 387 N.Y.S.2d 115 
(1st Dep’t 1976). Section 7(a)(2) (A.C.A. 
§ 4-59-207(a)(2)) continues the authoriza- 
tion for the use of attachment contained in 
§ 9(b) of the Uniform Fraudulent Convey- 
ance Act, or of a similar provisional rem- 
edy, when the state’s procedure provides 
therefor, subject to the constraints im- 
posed by the due process clauses of the 
United States and state constitutions. 

(3) Subsections (a) and (b) of § 10 of the 
Uniform Fraudulent Conveyance Act au- 
thorized the court, in an action on a fraud- 


ulent transfer or obligation, to restrain 
the defendant from disposing of his prop- 
erty, to appoint a receiver to take charge of 
his property, or to make any order the 
circumstances may require. Section 10, 
however, applied only to a creditor whose 
claim was unmatured. There is no reason 
to restrict the availability of these reme- 
dies to such a creditor, and the courts have 
not so restricted them. See, e.g., Lipskey v. 
Voloshen, 155 Md. 139, 143-45, 141 Atl. 
402, 404-05 (1928) (Gudgment creditor 
granted injunction against disposition of 
property by transferee, but appointment 
of receiver denied for lack of sufficient 
showing of need for such relief); Matthews 
v. Schusheim, 36 Misc.2d 918, 922-23, 235 
N.Y.S.2d 973, 976-77, 991-92 (Sup.Ct. 
1962) (injunction and appointment of re- 
ceiver granted to holder of claims for 
fraud, breach of contract, and alimony 
arrearages; whether the creditor’s claim 
was mature said to be immaterial); 
Oliphant v. Moore, 155 Tenn. 359, 362-63, 
293 S.W. 541, 542 (1927) (tort creditor 
granted injunction restraining alleged 
tortfeasor’s disposition of property). 

(4) As under the Uniform Fraudulent 
Conveyance Act, a creditor is not required 
to obtain a judgment against the debtor- 
transferor or to have a matured claim in 
order to proceed under subsection (a) 
(A.C.A. § 4-59-207(a)). See § 1(3) (A.C.A. 
§ 4-59-201(3)) and (4) (A.C.A. § 4-59- 
201(4)) supra; American Surety Co. v. 
Conner, 251 N.Y. 1, 166 N.E. 783, 65 
A.L.R. 244 (1929); 1 G. Glenn, Fraudulent 
Conveyances and _ Preferences 129 
(Rev.ed.1940). 

(5) The provision in subsection (b) 
(A.C.A. § 4-59-207(b)) for a creditor to 
levy execution on a fraudulently trans- 
ferred asset continues the availability of a 
remedy provided in § 9(b) of the Uniform 
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Fraudulent Conveyance Act. See, e.g., 
Doland v. Burns Lbr. Co., 156 Minn. 238, 
194 N.W. 636 (1923); Montana Ass’n of 
Credit Management v. Hegert, 181 Mont. 
442, 449, 453, 593 P.2d 1059, 10638, 1065 
(1979); Corbett v. Hunter, 292 Pa.Super. 
123, 128, 436 A.2d 1036, 1038 (1981); see 
also American Surety Co. v. Conner, 251 
N.Y. 1, 6, 166 N.E. 783, 784, 65 A.L.R. 244, 
247 (1929) (“In such circumstances he [the 
creditor] might find it necessary to indem- 
nify the sheriff and, when the seizure was 
erroneous, assumed the risk of error”); 
McLaughlin, Application of the Uniform 
Fraudulent Conveyance Act, 46 
Harv.L.Rev. 404, 441-42 (1933). 

(6) The remedies specified in § 7 
(A.C.A. § 4-59-207), like those enumer- 
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ated in §§ 9 and 10 of the Uniform Fraud- 
ulent Conveyance Act, are cumulative. 
Lind v. O. N. Johnson Co., 204 Minn. 30, 
40, 282 N.W. 661, 667, 119 A.L.R. 940 
(1939) (Uniform Fraudulent Conveyance 
Act held not to impair or limit availability 
of the “old practice” of obtaining judgment 
and execution returned unsatisfied before 
proceeding in equity to set aside a trans- 
fer); Conemaugh Iron Works Co. v. Delano 
Coal Co., Inc., 298 Pa. 182, 186, 148 A. 94, 
95 (1929) (Uniform Fraudulent Convey- 
ance Act held to give an “additional op- 
tional remedy” and not to “deprive a cred- 
itor of the right, as formerly, to work out 
his remedy at law”); 1 G. Glenn, Fraudu- 
lent Conveyances and Preferences 120, 
130, 150 (Rev. ed. 1940). 


Comment to Section 8 (A.C.A. § 4-59-208) 


(1) Subsection (a) (A.C.A. § 4-59- 
208(a)) states the rule that applies when 
the transferee establishes a complete de- 
fense to the action for avoidance based on 
Section 4(a)(1) (A.C.A. § 4-59-204(a)(1)). 
The subsection is an adaptation of the 
exception stated in § 9 of the Uniform 
Fraudulent Conveyance Act. The person 
who invokes this defense carries the bur- 
den of establishing good faith and the 
reasonable equivalence of the consider- 
ation exchanged. Chorost v. Grand Rapids 
Factory Showrooms, Inc., 77 F.Supp. 276, 
280 (D.N.J. 1948), aff'd 172 F.2d 327, 329 
(3d Cir. 1949). 

(2) Subsection (b) (A.C.A. § 4-59- 
208(b)) is derived from § 550(a) of the 
Bankruptcy Code. The value of the asset 
transferred is limited to the value of the 
levyable interest of the transferor, exclu- 
sive of any interest encumbered by a valid 
lien. See § 1(2) (A.C.A. § 4-59-201(2)) su- 
pra. 

The requirement of § 550(b)(1) of the 
Bankruptcy Code that a transferee be 
“without knowledge of the voidability of 
the transfer” in order to be protected has 
been omitted as inappropriate. Knowl- 
edge of the facts rendering the transfer 
voidable would be inconsistent with the 
good faith that is required of a protected 
transferee. Knowledge of the voidability of 
a transfer would seem to involve a legal 
conclusion. Determination of the 
voidability of a transfer ought not to re- 
quire the court to inquire into the legal 
sophistication of the transferee. 


(3) Subsection (c) (A.C.A. § 4-59- 
208(c)) is new. The measure of the recov- 
ery of a defrauded creditor against a 
fraudulent transferee is usually limited te 
the value of the asset transferred at the 
time of the transfer. See, e.g., United 
States v. Fernon, 640 F.2d 609, 611 (5th 
Cir. 1981); Hamilton Nat'l Bank of Boston 
v. Halstead, 1384 N.Y. 520, 31 N.E. 900 
(1892); cf. Buffum v. Peter Barceloux Co., 
289 U.S. 227 (1932) (transferee’s objection 
to trial court’s award of highest value of 
asset between the date of the transfer and 
the date of the decree of avoidance re- 
jected because an award measured by 
value as of time of the transfer plus inter- 
est from that date would have been larg- 
er). The premise of § 8(c) (A.C.A. § 4-59- 
208(c)) is that changes in value of the 
asset transferred that occur after the 
transfer should ordinarily not affect the 
amount of the creditor’s recovery. Circum- 
stances may require a departure from 
that measure of the recovery, however, as 
the cases decided under the Uniform 
Fraudulent Conveyance Act and other 
laws derived from the Statute of 13 Eliz- 
abeth illustrate. Thus, if the value of the 
asset at the time of levy and sale to 
enforce the judgment of the creditor has 
been enhanced by improvements of the 
asset transferred or discharge of liens on 
the property, a good faith transferee 
should be reimbursed for the outlay for 
such a purpose to the extent the sale 
proceeds were increased thereby. See 
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Bankruptcy Code § 550(d); Janson v. 
Schier, 375 A.2d 1159, 1160 (N.H. 1977); 
Anno., 8 A.L.R. 527 (1920). If the value of 
the asset has been diminished by sever- 
ance and disposition of timber or minerals 
or fixtures, the transferee should be liable 
for the amount of the resulting reduction. 
See Damazo v. Wahby, 269 Md. 252, 257, 
305 A.2d 138, 142 (1973). If the transferee 
has collected rents, harvested crops, or 
derived other income from the use or oc- 
cupancy of the asset after the transfer, the 
liability of the transferee should be lim- 
ited in any event to the net income after 
deduction of the expense incurred in earn- 
ing the income. Anno., 60 A.L.R.2d 593 
(1958). On the other hand, adjustment for 
the equities does not warrant an award to 
the creditor of consequential damages al- 
leged to accrue from mismanagement of 
the asset after the transfer. 

(4) Subsection (d) (A.C.A. § 4-59- 
208(d)) is an adaptation of § 548(c) of the 
Bankruptcy Code. An insider who receives 
property or an obligation from an insol- 
vent debtor as security for or in satisfac- 
tion of an antecedent debt of the trans- 
feror or obligor is not a good faith 
transferee or obligee if the insider has 
reasonable cause to believe that the 
debtor was insolvent at the time the 
transfer was made or the obligation was 
incurred. 

(5) Subsection (e)(1) (A.C.A. § 4-59- 
208(e)(1)) rejects the rule adopted in 
Darby v. Atkinson (In re Farris), 415 
F.Supp. 33, 39-41 (W.D.Okla. 1976), that 
termination of a lease on default in accor- 
dance with its terms and applicable law 
may constitute a fraudulent transfer. Sub- 
section (e)(2) (A.C.A. § 4-59-268(e)(2)) 
protects a transferee who acquires a debt- 
or’s interest in an asset as a result of the 
enforcement of a secured creditor’s rights 
pursuant to and in compliance with the 
provisions of Part 5 of Article 9 of the 
Uniform Commercial Code. Cf. Calaiaro v. 
Pittsburgh Nat'l] Bank (In re Ewing), 33 
B.R. 288, 9 C.B.C.2d 526, CCH B.L.R. 
q 69,460 (Bk.W.D.Pa. 1983) (sale of 
pledged stock held subject to avoidance as 
fraudulent transfer in § 548 of the Bank- 
ruptcy Code), rev'd, 36 B.R. 476 (W.D.Pa. 
1984) (transfer held not voidable because 
deemed to have occurred more than one 
year before bankruptcy petition filed). Al- 
though a secured creditor may enforce 
rights in collateral without a sale under 
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§ 9-502 or § 9-505 of the Code*, the cred- 
itor must proceed in good faith (U.C.C. 
§ 9-103) and in a “commercially reason- 
able” manner. The “commercially reason- 
able” constraint is explicit in U.C.C. § 9- 
502(2) and is implicit in § 9-505. See 2 G. 
Gilmore, Security Interests in Personal 
Property 1224-27 (1965). 

(6) Subsection (f) (A.C.A. § 4-59-208(f)) 
provides additional defenses against the 
avoidance of a preferential transfer to an 
insider under § 5(b) (A.C.A. § 4-59- 
205(b)). 

Paragraph (1) (A.C.A. § 4-59-208(f)(1)) 
is adapted from § 547(c)(4) of the Bank- 
ruptcy Code, which permits a preferred 
creditor to set off the amount of new value 
subsequently advanced against the recov- 
ery of a voidable preference by a trustee in 
bankruptcy to the debtor without security. 
The new value may consist not only of 
money, goods, or services delivered on 
unsecured credit but also of the release of 
a valid lien. See, e.g., In re Ira Haupt & 
Co), 424.F2d. 722, 724.(2d Cir, 1970); 
Baranow v. Gilbrator Factors Corp. (In re 
Hygrade Envelope Co.), 393 F.2d 60, 65-67 
(2d Cir.), cert. denied, 393 U.S. 837 (1968); 
In re John Morrow & Co., 134 F. 686, 688 
(S.D. Ohio 1901). It does not include an 
obligation substituted for a prior obliga- 
tion. If the insider receiving the prefer- 
ence thereafter extends new credit to the 
debtor but also takes security from the 
debtor, the injury to the other creditors 
resulting from the preference remains un- 
diminished by the new credit. On the 
other hand, if a lien taken to secure the 
new credit is itself voidable by a judicial 
lien creditor of the debtor, the new value 
received by the debtor may appropriately 
be treated as unsecured and applied to 
reduce the liability of the insider for the 
preferential transfer. 

Paragraph (2) (A.C.A. § 4-59-208(f)(2)) 
is derived from § 547(c)(2) of the Bank- 
ruptcy Code which excepts certain pay- 
ments made in the ordinary course of 
business or financial affairs from avoid- 
ance by the trustee in bankruptcy as pref- 
erential transfers. Whether a transfer was 
in the “ordinary course” requires a consid- 
eration of the pattern of payments or 
secured transactions engaged in by the 
debtor and the insider prior to the trans- 
fer challenged under § 5(b) (A.C.A. § 4- 
59-205(b)). See Tait & Williams, Bank- 
ruptcy Preference Laws: The Scope of 
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Section 547(c)(2), 99 Banking L.J. 55, 
63-66 (1982). The defense provided by 
paragraph (2) (A.C.A. § 4-59-208(f)(2)) is 
available, irrespective of whether the 
debtor or the insider or both are engaged 
in business, but the prior conduct or prac- 
tice of both the debtor and the insider- 
transferee is relevant. 

Paragraph (3) (A.C.A. § 4-59-208(f)(3)) 
is new and reflects a policy judgment that 
an insider who has previously extended 
credit to a debtor should not be deterred 
from extending further credit to the 
debtor in a good faith effort to save the 
debtor from a forced liquidation in bank- 
ruptcy or otherwise. A similar rationale 
has sustained the taking of security from 
an insolvent debtor for an advance to 
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enable the debtor to stave off bankruptcy 
and extricate itself from financial strin- 
gency. Blackman vy. Betchel, 80 F.2d 505, 
508-09 (8th Cir. 1935); Olive v. Tyler (In re 
Chelan Land Co.) 257 F. 497, 5 A.L.R. 561 
(9th Cir. 1919); In re Robin Bros. Baker- 
ies, Inc., 22 FS. 662, 663-64 (N.D.II. 
1937); see Dean v. Davis, 242 U.S. 438, 
444 (1917). The amount of the present 
value given, the size of the antecedent 
debt secured, and the likelihood of success 
for the rehabilitative effort are relevant 
considerations in determining whether 
the transfer was in good faith. 


*“Code” refers to the Uniform Commercial 
Code. 


Comment to Section 9 (A.C.A. § 4-59-209) 


(1) This section is new. Its purpose is to 
make clear that lapse of the statutory 
periods prescribed by the section bars the 
right and not merely the remedy. See 
Restatement of Conflict of Laws 2d § 143 
Comments (b) & (c) (1971). The section 
rejects the rule applied in United States v. 
Gleneagles Inv. Co., 565 FS. 556, 583 
(M.D.Pa. 1983) (state statute of limita- 
tions held not to apply to action by United 
States based on Uniform Fraudulent Con- 
veyance Act). 

(2) Statutes of limitations applicable to 
the avoidance of fraudulent transfers and 
obligations vary widely from state to state 
and are frequently subject to uncertain- 
ties in their application. See Hesson, The 
Statute of Limitations in Actions to Set 
Aside Fraudulent Conveyances and in Ac- 
tions Against Directors by Creditors of 
Corporations, 32 Cornell L.Q. 223 (1946); 


76 A.L.R. 864 (1932), 128 A.L.R. 1289 
(1940), 133 A.L.R. 1311 (1941), 14 
A.L.R.2d 598 (1950), and 100 A.L.R.2d 
1094 (1965). Together with § 6 (A.C.A. 
§ 4-59-206), this section should mitigate 
the uncertainty and diversity that have 
characterized the decisions applying the 
statute of limitations to actions to fraud- 
ulent transfers and obligations. The peri- 
ods described apply, whether the action 
under this Act is brought by the creditor 
defrauded or by a purchaser at a sale on 
execution levied pursuant to § 7(b) 
(A.C.A. § 4-59-207(b)) and whether the 
action is brought against the original 
transferee or subsequent transferee. The 
prescription of statutory periods of limita- 
tion does not preclude the barring of an 
avoidance action for laches. See § 10 
(A.C.A. § 4-59-210) and the accompany- 
ing Comment infra. 


Comment to Section 10 (A.C.A. § 4-59-210) 


This section is derived from § 11 of the 
Uniform Fraudulent Conveyance Act and 
§ 1-103 of the Uniform Commercial Code. 
The section adds a reference to “laches” in 
recognition of the particular appropriate- 
ness of the application of this equitable 
doctrine to an untimely action to avoid a 
fraudulent transfer. See Louis Dreyfus 
Corp. v. Butler, 496 F.2d 806, 808 (6th Cir. 
1974) (action to avoid transfers to debtor’s 


wife when debtor was engaged in specula- 
tive business held to be barred by laches 
or applicable statutes of limitations); 
Cooch v. Grier, 30 Del.Ch. 255, 265-66, 59 
A.2d 282, 287-88 (1948) (action under the 
Uniform Fraudulent Conveyance Act held 
barred by laches when the creditor was 
chargeable with inexcusable delay and 
the defendant was prejudiced by the de- 
lay). 
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Comment to Section 13 (A.C.A. § 4-59-213) 


If enacted by this State, the Uniform 
Fraudulent Conveyance Act should be 
listed among the statutes repealed. 


UNIFORM WAREHOUSE RECEIPTS ACT 
(§ 4-59-401 ET SEQ.) 


Uniform Commercial Code 


The Uniform Commercial Code, ap- 
proved by the National Conference of 
Commissioners on Uniform State Laws in 
1951, contains in Article 7 thereof, provi- 
sions relating to warehouse receipts and 
other documents of title, which derived in 
part from the Uniform Warehouse Re- 
ceipts Act. Many sections of this Act are 
probably superseded by the Uniform Com- 
mercial Code.* The Uniform Commercial 
Code has been adopted in Kentucky, Mas- 
sachusetts and Pennsylvania. 


See statutory notes relating to such 
states, above. For text of the Uniform 
Commercial Code provisions relating to 
warehouse receipts, see 1957 Official Text 
of Uniform Commercial Code, published 
in pamphlet form, and the 1958 supple- 
ment thereto. 


*Language added by the Arkansas Code 
Revision Commission. 


Commissioner’s Note to Section 50 (A.C.A. § 4-59-401) 


To insure the fundamental basis on 
which the value of negotiable receipts 
must rest it seemed necessary to punish 
criminally any misrepresentation or fraud 


in regard to the existence of the goods 
behind the receipt. Other obvious frauds 
are aimed at by the following five sections. 


Commissioner’s Note to Section 51 (A.C.A. § 4-59-402) 


See note to section 50 (A.C.A. § 4-59- 
401). 


Commissioner’s Note to Section 52 (A.C.A. § 4-59-403) 


See note to section 50 (A.C.A. § 4-59- 
401). 


Commissioner’s Note to Section 53 (A.C.A. § 4-59-404) 


See note to section 50 (A.C.A. § 4-59- 
401). 


Commissioner’s Note to Section 54 (A.C.A. § 4-59-405) 


See note to section 50 (A.C.A. § 4-59- 
401). 


Commissioner’s Note to Section 55 (A.C.A. § 4-59-406) 


See note to section 50 (A.C.A. § 4-59- 
401). 
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UNIFORM TRADE SECRETS ACT 
(§ 4-75-601 ET SEQ.) 


A.C.R.C. Notes. The Arkansas version 
of this act does not follow the same section 
order as the uniform Jaw. The comments 


set out below follow the section order of 
the uniform law and, consequently, do not 
appear in A.C.A. order. 


Commissioners’ Prefatory Note 


A valid patent provides a legal monop- 
oly for seventeen years in exchange for 
public disclosure of an invention. If, how- 
ever, the courts ultimately decide that the 
Patent Office improperly issued a patent, 
an invention will have been disclosed to 
competitors with no corresponding bene- 
fit. In view of the substantial number of 
patents that are invalidated by the courts, 
many businesses now elect to protect com- 
mercially valuable information through 
reliance upon the state law of trade secret 
protection. Kewanee Oil Co. v. Bicron 
Corp., 416 U.S. 470 (1974), which estab- 
lishes that neither the Patent Clause of 
the United States Constitution nor the 
federal patent laws pre-empt state trade 
secret protection for patentable or unpat- 
entable information, may well have in- 
creased the extent of this reliance. 

The recent decision in Aronson v. Quick 
Point Pencil Co., 99 S.Ct. 1096, 201 USPQ 
1 (1979) reaffirmed Kewanee and held 
that federal patent law is not a barrier to 
a contract in which someone agrees to pay 
a continuing royalty in exchange for the 
disclosure of trade secrets concerning a 
product. 

Notwithstanding the commercial im- 
portance of state trade secret law to inter- 
state business, this law has not developed 
satisfactorily. In the first place, its devel- 
opment is uneven. Although there typi- 
cally are a substantial number of reported 
decisions in states that are commercial 
centers, this is not the case in less popu- 
lous and more agricultural jurisdictions. 
Secondly, even in states in which there 
has been significant litigation, there is 
undue uncertainty concerning the param- 
eters of trade secret protection, and the 
appropriate remedies for misappropria- 
tion of a trade secret. One commentator 
observed: 

“Under technological and economic 

pressures, industry continues to rely on 


trade secret protection despite the 

doubtful and confused status of both 

common law and statutory remedies. 

Clear, uniform trade secret protection is 

urgently needed....” 

Comment, “Theft of Trade Secrets: The 

Need for a Statutory Solution”, 120 

U.Pa.L.Rev. 378, 380-81 (1971). 

In spite of this need, the most widely 
accepted rules of trade secret law, § 757 of 
the Restatement of Torts, were among the 
sections omitted from the Restatement of 
Torts, 2d (1978). 

The Uniform Act codifies the basic prin- 
ciples of common law trade secret protec- 
tion, preserving its essential distinctions 
from patent law. Under both the Act and 
common law principles, for example, more 
than one person can be entitled to trade 
secret protection with respect to the same 
information, and analysis involving the 
“reverse engineering” of a lawfully ob- 
tained product in order to discover a trade 
secret is permissible. Compare Uniform 
Act, section 1(2) (A.C.A. § 4-75-601(2)) 
(misappropriation means acquisition of a 
trade secret by means that should be 
known to be improper and unauthorized 
disclosure or use of information that one 
should know is the trade secret of an- 
other) with Miller v. Owens-Illinois, Inc., 
187 USPQ 47, 48 (D.Md.1975) (alterna- 
tive holding) (prior, independent discovery 
a complete defense to liability for misap- 
propriation) and Wesley-Jessen, Inc. v. 
Reynolds, 182 USPQ 1385, 144-45 
(N.D.I1.1974) (alternative holding) (unre- 
stricted sale and lease of camera that 
could be reversed engineered in several 
days to reveal alleged trade secrets pre- 
clude relief for misappropriation). 

For liability to exist under this Act, a 
section 1(4) (A.C.A. § 4-75-601(4)) trade 
secret must exist and either a person’s 
acquisition of the trade secret, disclosure 
of the trade to others, or use of the trade 
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secret must be improper under section 
1(2) (A.C.A. § 4-75-601(2)). The mere 
copying of an unpatented item is not ac- 
tionable. 

Like traditional trade secret law, the 
Uniform Act contains general concepts. 
The contribution of the Uniform Act is 
substitution of unitary definitions of trade 
secret and trade secret misappropriation, 
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and a single statute of limitations for the 
various property, quasi-contractual, and 
violation of fiduciary relationship theories 
of noncontractual liability utilized at com- 
mon law. The Uniform Act also codifies the 
results of the better reasoned cases con- 
cerning the remedies for trade secret mis- 
appropriation. 


The History of the Special Committee on the Uniform Trade Secrets Act 


On February 17, 1968, the Conference’s 
subcommittee on Scope and Program re- 
ported to the Conference’s Executive Com- 
mittee as follow: 

“14.Uniform Trade Secrets Protection 
Act. 

This matter came to the subcommit- 
tee from the Patent Law Section of the 
American Bar Association from Presi- 
dent Pierce, Commissioner Joiner and 
Allison Dunham. It appears that in 
1966 the Patent Section of the American 
Bar Association extensively discussed a 
resolution to the effect that ‘the ABA 
favors the enactment of a uniform state 
law to protect against the wrongful dis- 
closure or wrongful appropriation of 
trade secrets, know-how or other infor- 
mation maintained in confidence by an- 
other.’ It was decided, however, not to 
put such a resolution to a vote at that 
time but that the appropriate Patent 
Section Committee would further con- 
sider the problem. In determining what 
would be appropriate for the Conference 
to do at this juncture, the following 
points should be considered: 

(1) At the present much is going on 
by way of statutory development, 
both federally and in the states. 

(2) There is a fundamental policy 
conflict still unresolved in that the 
current state statutes that protect 
trade secrets tend to keep innovations 
secret, while our federal patent policy 
is generally designed to encourage 
public disclosure of innovations. It 
may be possible to devise a sensible 
compromise between these two basic 
policies that will work, but to do so 
demands coordination of the statu- 
tory reform efforts of both the federal 
government and the states. 

(3) The Section on Patents, the 
ABA group that is closest to this prob- 


lem, is not yet ready to take a definite 

position. 

It is recommended that a special com- 
mittee be appointed to investigate the 
question of the drafting of a uniform act 
relating to trade secret protection and 
to establish liaison with the Patent Law 
Section, the Corporation, Banking and 
Business Law Section, and the Anti- 
trust Law Section of the American Bar 
Association.” 

The Executive Committee, at its Mid- 
year Meeting held February 17 and 18, 
1968, in Chicago, Illinois, “voted to autho- 
rize the appointment of a Special Commit- 
tee on Uniform Trade Secrets Protection 
Act to investigate the question of drafting 
an act on the subject with instructions to 
establish liaison with the Patent Law Sec- 
tion, the Corporation, Banking and Busi- 
ness Law Section, and the Antitrust Law 
Section of the American Bar Association.” 
Pursuant to that action, a Special Com- 
mittee was appointed, which included 
Professor Richard Cosway of Seattle, 
Washington, who is the only original Com- 
mittee member to serve to the present day. 
The following year saw _ substantial 
changes in the membership of the Com- 
mittee. Professor Richard F. Dole, Jr., of 
Iowa City, Iowa, became a member then 
and has served as a member ever since. 

The work of the Committee went before 
the Conference first on Thursday after- 
noon, August 10, 1972, when it was one of 
three Acts considered on first reading. 
Thereafter, for a variety of reasons, the 
Committee became inactive, and, regret- 
tably, its original Chairman died on De- 
cember 7, 1974. In 1976, the Committee 
became active again and presented a Fifth 
Tentative Draft of its proposed bill at the 
1978 Annual Meeting of the National Con- 
ference of Commissioners on Uniform 
State Laws. 


COMMENTARIES 


Despite the fact that there had previ- 
ously been a first reading, the Committee 
was of the opinion that, because of the 
lapse of time, the 1978 presentation 
should also be considered a first reading. 
The Conference concurred, and the bill 
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was proposed for final reading and adop- 
tion at the 1979 Annual Meeting. 

On August 9, 1979, the Act was ap- 
proved and recommended for enactment 
in all the states. 


Commissioners’ Comment to Section 1 (A.C.A. § 4-75-601) 


One of the broadly stated policies be- 
hind trade secret law is “the maintenance 
of standards of commercial ethics.” 
Kewanee Oil Co. v. Bicron Corp., 416 U.S. 
470 (1974). The Restatement of Torts, Sec- 
tion 757, Comment (f), notes: “A complete 
catalogue of improper means is not possi- 
ble,” but Section 1(1) (A.C.A. § 4-75- 
601(1)) includes a partial listing. 

Proper means include: 

1. Discovery by independent invention; 

2. Discovery by “reverse engineering”, 
that is, by starting with the known prod- 
uct and working backward to find the 
method by which it was developed. The 
acquisition of the known product must of 
course, also be by a fair and honest means, 
such as purchase of the item on the open 
market for reverse engineering to be law- 
ful; 

3. Discovery under a license from the 
owner of the trade secret; 

4, Observation of the item in public use 
or on public display; 

5. Obtaining the trade secret from pub- 
lished literature. 

Improper means could include other- 
wise lawful conduct which is improper 
under the circumstances; e.g., an airplane 
overflight use as aerial reconnaissance to 
determine the competitor’s plant layout 
during construction of the plant. E. I. du 
Pont de Nemours & Co., Inc. v. Christo- 
pher, 431 F.2d 1012 (CA 5, 1970), cert. 
den. 400 U.S. 1024 (1970). Because the 
trade secret can be destroyed through 
public knowledge, the unauthorized dis- 
closure of a trade secret is also a misap- 
propriation. 

The type of accident or mistake that can 
result in a misappropriation under Sec- 
tion 1(2)(ii)(C) (A.C.A. § 4-75- 
601(2)(B)(iii)) involves conduct by a per- 
son seeking relief that does not constitute 
a failure of efforts that are reasonable 
under the circumstances to maintain its 
secrecy under Section 1(4)(ii) (A.C.A. § 4- 
75-601(4)(B)). 


The definition of “trade secret” contains 
a reasonable departure from the Restate- 
ment of Torts (First) definition which re- 
quired that a trade secret be “continuous- 
ly used in one’s business.” The broader 
definition in the proposed Act extends 
protection to a plaintiff who has not yet 
had an opportunity or acquired the means 
to put a trade secret to use. The definition 
includes information that has commercial 
value from a negative viewpoint, for ex- 
ample the results of a lengthy and expen- 
sive research which proves that a certain 
process will not work could be of great 
value to a competitor. 

Cf. Telex Corp. v. IBM Corp., 510 F.2d 
894 (CA 10, 1975) per curiam, cert. dis- 
missed 423 U.S. 802 (1975) (liability im- 
posed for developmental cost savings with 
respect to product not marketed). Because 
a trade secret need not be exclusive to 
confer a competitive advantage, different 
independent developers can acquire 
rights in the same trade secret. 

The words “method, technique” are in- 
tended to include the concept of “know- 
how.” 

The language “not being generally 
known to and not being readily 
ascertainable by proper means by other 
persons” does not require that information 
be generally known to the public for trade 
secret rights to be lost. If the principal 
person who can obtain economic benefit 
from information is aware of it, there is no 
trade secret. A method of casting metal, 
for example, may be unknown to the gen- 
eral public but readily known within the 
foundry industry. 

Information is readily ascertainable if it 
is available in trade journals, reference 
books, or published materials. Often, the 
nature of a product lends itself to being 
readily copied as soon as it is available on 
the market. On the other hand, if reverse 
engineering is lengthy and expensive, a 
person who discovers the trade secret 
through reverse engineering can have a 
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trade secret in the information obtained 
from reverse engineering. 

Finally, reasonable efforts to maintain 
secrecy have been held to include advising 
employees of the existence of a trade se- 
cret, limiting access to a trade secret on 
“need to know basis”, and controlling 
plant access. On the other hand, public 
disclosure of information through display, 
trade journal publications, advertising, or 
other carelessness can preclude protec- 
tion. 


UNIFORM TRADE SECRETS ACT 


The efforts required to maintain secrecy 
are those “reasonable under the circum- 
stances.” The courts do not require that 
extreme and unduly expensive procedures 
be taken to protect trade secrets against 
flagrant industrial espionage. See E. I. du 
Pont de Nemours & Co., Inc. v. Christo- 
pher, supra. It follows that reasonable use 
of a trade secret including controlled dis- 
closure to employees and licensees is con- 
sistent with the requirement of relative 
secrecy. 


Commissioners’ Comment to Section 2 (A.C.A. § 4-75-604) 


Injunctions restraining future use and 
disclosure of misappropriated trade se- 
crets frequently are sought. Although pu- 
nitive perpetual injunctions have been 
granted, e.g., Elcor Chemical Corp. v. 
Agri-Sul, Inc, 494 S.W2d 204 
(Tex.Civ.App.1973), Section 2(a) (A.C.A. 
§ 4-75-604(a) and (b)) of this Act adopts 
the position of the trend of authority lim- 
iting the duration of injunctive relief to 
the extent of the temporal advantage over 
good faith competitors gained by a 
misappropriator. See, e.g., K-2 Ski Co. v. 
Head Ski Co., Inc., 506 F.2d 471 (CAQ, 
1974) (maximum appropriate duration of 
both temporary and permanent injunctive 
relief is period of time it would have taken 
defendant to discover trade secrets law- 
fully through either independent develop- 
ment or reverse engineering of plaintiff’s 
products). 

The general principle of section 2(a) 
(A.C.A. § 4-75-604(a) and (b)) and (b) 
(A.C.A. § 4-75-604(c)) is that an injunc- 
tion should last for as long as is necessary, 
but no longer than is necessary, to elimi- 
nate the commercial advantage or “lead 
time” with respect to good faith competi- 
tors that a person has obtained through 
misappropriation. Subject to any addi- 
tional period of restraint necessary to ne- 
gate lead time, an injunction accordingly 
should terminate when a former trade 
secret becomes either generally known to 
good faith competitors or generally know- 
able to them because of the lawful avail- 
ability of products that can be reverse 
engineered to reveal a trade secret. 

For example, assume that A has a valu- 
able trade secret of which B and C, the 
other industry members, are originally 
unaware. If B subsequently misappropri- 


ates the trade secret and is enjoined from 
use, but C later lawfully reverse engineers 
the trade secret, the injunction restrain- 
ing B is subject to termination as soon as 
B’s lead time has been dissipated. All of 
the persons who could derive economic 
value from use of the information are now 
aware of it, and there is no longer a trade 
secret under section 1(4) (A.C.A. § 4-75- 
601(4)). It would be anticompetitive to 
continue to restrain B after any lead time 
that B had derived from misappropriation 
had been removed. 

If a misappropriator either has not 
taken advantage of lead time or good faith 
competitors already have caught up with 
a misappropriator at the time that a case 
is decided, future disclosure and use of a 
former trade secret by a misappropriator 
will not damage a trade secret owner and 
no injunctive restraint of future disclosure 
and use is appropriate. See, e.g., Northern 
Petrochemical Co. v. Tomlinson, 484 F.2d 
1057 (CA7, 1973) (affirming trial court’s 
denial of preliminary injunction in part 
because of an explosion at its plant pre- 
vented an alleged misappropriator from 
taking advantage of lead time); Kubik, 
Inc. Wi\v. ~~ Hull®)) 185%, sUSPQings9t 
(Mich.App.1974) (discoverability of trade 
secret by lawful reverse engineering made 
by injunctive relief punitive rather than 
compensatory). 

Section 2(b) (A.C.A. § 4-75-604(c)) deals 
with a distinguishable situation in which 
future use by a misappropriator will dam- 
age a trade secret owner but an injunction 
against futur. use nevertheless is unrea- 
sonable und: the particular circum- 
stances of aci » . Situations in which this 
unreasonable:ie ‘s can exist include the 
existence of a1 »verriding public interest 
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which requires the denial of a prohibitory 
injunction against future damaging use 
and a person’s reasonable reliance upon 
acquisition of a misappropriated trade se- 
cret in good faith and without reason to 
know of its prior misappropriation that 
would be prejudiced by a prohibitory in- 
junction against future damaging use. Re- 
public Aviation Corp. v. Schenk, 152 
USPQ 830 (N.Y.Sup.Ct.1967) illustrates 
the public interest justification for with- 
holding prohibitory injunctive relief. The 
court considered that enjoining a 
misappropriator from supplying the U.S. 
with an aircraft weapons control system 
would have endangered military person- 
nel in Viet Nam. The prejudice to a good 
faith third party justification for withhold- 
ing prohibitory injunctive relief can arise 
upon a trade secret owner’s notification to 
a good faith third party that the third 
party has knowledge of a trade secret as a 
result of misappropriation by another. 
This notice suffices to make the third 
party a misappropriator thereafter under 
section 1(2)(i)(B)(I) (A.C.A. § 4-75- 
601(2)(B)Gi)(a)). In weighing an aggrieved 
person’s interests and the interests of a 
third party who has relied in good faith 
upon his or her ability to utilize informa- 
tion, a court may conclude that restrain- 
ing future use of information by the third 
party is unwarranted. With respect to 
innocent acquirers of misappropriated 
trade secrets, section 2(b) (A.C.A. § 4-75- 
604(c)) is consistent with the principle of 4 
Restatement Torts (First) § 758(b) (1939), 
but rejects the Restatement’s literal con- 
ferral of absolute immunity upon all third 
parties who have paid value in good faith 
for a trade secret misappropriated by an- 
other. The position taken by the Uniform 
Act is supported by Forest Laboratories, 


707 


Inc. v. Pillsbury Co., 452 F.2d 621 (CA7, 
1971) in which a defendant’s purchase of 
assets of a corporation to which a trade 
secret had been disclosed in confidence 
was not considered to confer immunity 
upon the defendant. 

When section 2(b) (A.C.A. § 4-75- 
604(c)) applies, a court is given discretion 
to substitute an injunction conditioning 
future use upon payment of a reasonable 
royalty for an injunction prohibiting fu- 
ture use. Like all injunctive relief for 
misappropriation, a royalty order injunc- 
tion iS appropriate only if a 
misappropriator has obtained a competi- 
tive advantage through misappropriation 
and only for the duration of that compet- 
itive advantage. In some situations, typi- 
cally those involving good faith acquirers 
of trade secrets misappropriated by oth- 
ers, a court may conclude that the same 
considerations that render a prohibitory 
injunction against future use inappropri- 
ate also render a royalty order injunction 
inappropriate. See, generally, Prince Man- 
ufacturing, Inc. v. Automatic Partner, Inc., 
198 USPQ 618 (N.J.Super.Ct.1976) (pur- 
chaser of misappropriator’s assets from 
receiver after trade secret disclosed to 
public through sale of product not subject 
to liability for misappropriation). 

Section 2(c) (A.C.A. § 4-75-604(d)) au- 
thorizes mandatory injunctions requiring 
that a misappropriator return the fruits of 
misappropriation to an aggrieved person, 
e.g., the return of stolen blueprints or the 
surrender of surreptitious photographs or 
recordings. 

Where more than one person is entitled 
to trade secret protection with respect to 
the same information, only that one from 
whom misappropriation occurred is enti- 
tled to a remedy. 


Commissioners’ Comment to Section 3 (A.C.A. § 4-75-606) 


Like injunctive relief, a monetary recov- 
ery for trade secret misappropriation is 
appropriate only for the period in which 
information is entitled to protection as a 
trade secret, plus the additional period, if 
any, in which a misappropriator retains 
an advantage over good faith competitors 
because of misappropriation. 

Actual damage to a complainant and 
unjust benefit to a misappropriator are 
caused by misappropriation during this 


time alone. See Commar Products Corp. v. 
Universal Slide Fastener Co., 172 F.2d 
150 (CA2, 1949) (no remedy for period 
subsequent to disclosure of trade secret by 
issued patent); Carboline Co. v. Jarboe, 
454 §$.W.2d 540 (Mo.1970) (recoverable 
monetary relief limited to period that it 
would have taken misappropriator to dis- 
cover trade secret without misappropria- 
tion). A claim for actual damages and net 
profits can be combined with a claim for 
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injunctive relief, but if both claims are 
granted the injunctive relief ordinarily 
will preclude a monetary award for a 
period in which the injunction is effective. 

As long as there is no double counting, 
Section 3(a)* (A.C.A. § 4-75-606) adopts 
the principle of the recent cases allowing 
recovery of both a complainant’s actual 
losses and a misappropriator’s unjust ben- 
efit that are caused by misappropriation. 
E.g., Tri-Tron International v. Velto, 525 
F.2d 432 (CA9, 1975) (complainant’s loss 
and misappropriator’s benefit can be com- 
bined). Because certain cases may have 
sanctioned double counting in a combined 
award of losses and unjust benefit, e.g., 
Telex Corp. v. IBM Corp., 510 F.2d 894 
(CA10, 1975) (per curiam), cert. dis- 
missed, 423 U.S. 802 (1975) (BM recov- 
ered rentals lost due to displacement by 
misappropriator’s products without de- 
duction for expenses saved by displace- 
ment; as a result of rough approximations 
adopted by the trial judge, IBM also may 
have recovered developmental costs saved 
by misappropriator through misappropri- 
ation with respect to the same customers), 
the Act adopts an express prohibition 
upon the counting of the same item as 
both a loss to a complainant and an unjust 
benefit to a misappropriator. 

Monetary relief can be appropriate 
whether or not injunctive relief is granted 
under section 2 (A.C.A. § 4-75-604). If a 
person charged with misappropriation 
has acquired knowledge of a trade secret 
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in good faith without reason to know of its 
misappropriations by another, however, 
the same considerations that can justify 
denial of all injunctive relief also can 
justify denial of all monetary relief. See 
Conmar Products Corp. v. Universal Slide 
Fastener Co., 172 F.2d 1950 (CA2, 1949) 
(no relief against new employer of em- 
ployee subject to contractual obligation 
not to disclose former employer’s trade 
secrets where new employer innocently 
had committed $40,000 to develop the 
trade secrets prior to notice of misappro- 
priation). 

If willful and malicious misappropria- 
tion is found to exist, section 3(b)* autho- 
rizes the court to award a complainant 
exemplary damages in addition to the 
actual recovery under section 3(a)* 
(A.C.A. § 4-75-606) an amount not ex- 
ceeding twice that recovery. This provision 
follows federal patent law in leaving dis- 
cretionary trebling to the judge even 
though there may be a jury, compare 35 
U.S.C. § 284 (1976). 

Whenever more than one person is en- 
titled to trade secret protection with re- 
spect to the same information, only that 
one from whom misappropriation oc- 
curred is entitled to a remedy. 


*The Arkansas version did not adopt 
former (b) of Section 3 but renumbered (a) 
as the new (a) and (b). 


Commissioners’ Comment to Section 4 (A.C.A. § 4-75-607) 


Section 4 (A.C.A. § 4-75-607) allows a 
court to award reasonable attorney fees to 
a prevailing party in specified circum- 
stances as a deterrent to specious claims 
of misappropriation, to specious efforts by 
a misappropriator to terminate injunctive 
relief, and to willful and malicious misap- 
propriation. In the latter situation, the 
court should take into consideration the 


extent to which a complainant will recover 
exemplary damages in determining 
whether additional attorney’s fees should 
be awarded. Again, patent law is followed 
in allowing the judge to determine 
whether attorneys fees should be 
awarded even if there is a jury, compare 
35 U.S.C. Section 285 (1976). 


Commissioners’ Comment to Section 5 (A.C.A. § 4-75-605) 


If reasonable assurances of mainte- 
nance of secrecy could not be given, meri- 
torious trade secret litigation would be 
chilled. In fashioning safeguards of confi- 
dentiality, a court must ensure that a 
respondent is provided sufficient informa- 


tion to present a defense and a trier of fact 
sufficient information to resolve the mer- 
its. In addition to the illustrative tech- 
niques specified in the statute, courts 
have protected secrecy in these cases by 
restricting disclosures to a party’s counsel 
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and his or her assistants and by appoint- 
ing a disinterested expert as a special 
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master to hear secret information and 
report conclusions to the court. 


Commissioners’ Comment to Section 6 (A.C.A. § 4-75-603) 


There presently is a conflict of authority 
as to whether trade secret misappropria- 
tion is a continuing wrong. Compare 
Monolith Portland Midwest Co. v. Kaiser 
Aluminum & Chemical Corp., 407 F.2d 
288 (CA9, 1969) (no continuing wrong 
under California law — limitation period 
upon all recovery begins upon initial mis- 
appropriation) with Underwater Storage, 
Inc. v. U. S. Rubber Co., 371 F.2d 950 
(CADC, 1966), cert. den., 386 U.S. 911 
(1967) (continuing wrong under general 
principles — limitation period with re- 


spect to a specific act of misappropriation 
begins at the time that the act of misap- 
propriation occurs). 

This Act rejects a continuing wrong ap- 
proach to the statute of limitations but 
delays the commencement of the limita- 
tion period until an aggrieved person dis- 
covers or reasonably should have discov- 
ered the existence of misappropriation. If 
objectively reasonable notice of misappro- 
priation exists, three years is sufficient 
time to vindicate one’s legal rights. 


Commissioners’ Comment to Section 7 (A.C.A. § 4-75-602) 


_ This Act is not a comprehensive remedy. 
It applies to duties imposed by law in 
order to protect competitively significant 
secret information. It does not apply to 
duties voluntarily assumed through an 
express or an implied in-fact contract. The 
enforceability of covenants not to disclose 
trade secrets and covenants not to com- 
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pete that are intended to protect trade 
secrets, for example, are governed by 
other law. The Act also does not apply to 
duties imposed by law that are not depen- 
dent upon the existence of competitively 
significant secret information, like an 
agent’s duty of loyalty to his or her prin- 
cipal. 
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